
Faulty Diagnosis: 
The GNP Revisions 
Revisions to the GNP figures announced in December depict a stronger 
economy, especially for the last four years. Investment, productivity, saving, and 
output were all higher than previously reported. While some changes resulted 
from redefinitions of categories, many of the revisions were substantial enough 
to suggest that expansionist economic policies may have been overstimulative. 

A patient being treated for severe anemia has 
been to ld that a new red cell counting 
procedure adopted in his physician's clinic has 
found him to be only mildly anemic and was 
so all along. The patient is immediately torn 
between the emotions of joy at learning he 
isn't terribly ill and of being irate over the side 
effects he has developed f rom his medication 
that wasn't necessary. 

All the whi le , the patient had been feeling 
better than he was supposed to, considering 
his diagnosis. He couldn' t convince the 
physician of what good shape he was in, even 
though he exercised and enjoyed life when he 
wasn't being told by the doctor how sick he 
was. Al though recently the medication he was 
taking was making him nervous and somewhat 
hyperactive, the doctor had taken these 
developments as unfortunate but necessary 
consequences of trying to get the patient well . 

Now that the mistake has been found, what 
wil l the correct course of action be? Unless 
the patient has become addicted to the 
medication, the obvious first step would be to 
stop or reduce sharply the medication. Maybe 
a valuable lesson was learned by the physician 
— trust your judgment about the patient's 

wel l-being if it runs counter to suspicious lab 
results. 

Of course, this episode of erroneous 
diagnosis closely parallels governmental 
policy and the economy. Official statistics 

' regarding output in the economy are the lab 
results; the government, as the doctor, 
prescribes economic remedies. 

For several years, especially since 1975, 
statistics portrayed an economy apparently 
suffering from anemic growth, poor 
productivity, a steeply decl ining saving rate, 
and inadequate investment spending — and 
therefore slowly growing potential. Because of 
this supposed weak growth, fiscal and mon-
etary policies were kept strongly stimulative. 
Meanwhi le, officials argued that output was 
far below potential and stimulus was 
necessary to reduce unemployment and move 
closer to potential output . Further, they 
argued that all this could be achieved without 
making inflation worse. These arguments held 
sway despite evidence that noninflationary 
potential had been reached, probably in 
mid-1978.1 

'See Haulk and Goudreau, "Potential GNP," Economic Review, Federal Reserve 
Bank of Atlanta, July/August 1979. 
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C H A R T 1 
Real output revised upward . . . 

Bil. 1972$ 

and revisions increased since 1977. 
Bil. 1972$ 

1 1 1 1 o 
1976 1977 1978 1979 1980 

Recently, the Commerce Department 
concluded what many suspected all along. 
Revisions to the GNP figures announced in 
December paint a much brighter picture than 
did previously reported numbers, especially 
for the last three or four years. For example, 
f rom first quarter 1978 to third quarter 1980, 
real output measured in 1972 dollars rose by 
$69 bi l l ion as opposed to the earlier reported 
$44 bi l l ion, a difference of over 50 percent. 
There were other important differences as 
well , including a higher saving rate, stronger 
investment, and higher profits. What were the 
changes that have so altered the nation's 
economic vital statistics? 

Corporate Profits Redefined 

The Commerce Department's upward revision 
in corporate profits was largely due to a 
definitional change. Reinvested earnings of 

foreign subsidiaries of U.S. companies were 
previously not counted as corporate earnings; 
henceforth, they wil l be. In addit ion, errors 
were found in the way nonmerchandise 
international transactions were handled. 
Foreign income on corporate tax returns had 
previously been subtracted. Royalty payments 
are now included in corporate profits. The 
corrected procedure results in higher earnings 
for U.S. firms. More recent tax return data 
indicate profits were actually higher than 
earlier data predicted. Finally, the t iming of 
depreciation of utility plants was changed to 
coincide with plant start-up rather than 
construction completion. All these changes 
raised corporate profits (after inventory 
valuation and capital consumption allowance 
adjustments) by nearly 10 percent above levels 
previously reported (see table). After adjusting 
for inflation, profits were 25 to 30 percent 
higher. 

Interest Income Recalculated; 
Saving Rate Up 

The 10-percent gain in net interest income 
(a component of personal income) was also 
the result of f inding a sizable error in the way 
interest paid to businesses was calculated: 
businesses were being credited wi th more 
than they actually receive. In addition to the 
interest income revisions, the last couple of 
years saw a combination of changes in the 
rental, proprietor, and employee 
compensation components, totaling $10 
bil l ion. 

C H A R T 2 
Interest income revised up $10 billion for last two 
years. 

Bil. $ 

Net Interest Change-Rev ised Minus Old 25 
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MAJOR REVISIONS IN GNP ACCOUNTS 
(D i f fe rences and Percen t Changes ) 

Corporate Profits 
Saving After-Tax and Net Nonresidential 

GNP Real GNP Rate IVA and CCA adj. Interest Fixed Investment 
Billions of Billions of 

Billions Percent 1972 Percent Percent Billions Percent Percent 1972 Percent 
of Dollars Increase Dollars Increase Increase of Dollars Increase Increase Dollars Increase 

1970:1 7 .8 0 .8 7 .8 0 .7 13.1 2 .7 7 .9 11.3 3 .8 3 .4 

1970:2 9 .8 1.0 8 .9 0 .8 10.7 4.9 14.3 10.6 3 .3 2 .9 

1970:3 11.0 1.1 11.3 1.0 9.0 3.8 11.2 10.0 3 .9 3 .5 

1970 :4 12 .7 1.3 13.3 1.2 3.8 3.8 12.2 9 .7 4 .3 4 .0 

1971:1 15 .3 1.5 16.2 1.5 5 .0 6 .6 17.9 8.9 3 .0 2 .8 

1971 :2 12 .7 1.2 13.6 1.2 6 .2 4 .2 10.7 8 .7 5 .0 4 .7 

1971:3 14.2 1 .3 14.7 1.3 6 .6 6 .6 16.6 8.8 4 .8 4 .5 

1971:4 14.6 1.3 14.9 1.3 1.4 7 .3 17.3 8 .2 4 .0 3 .6 

1972:1 15 .4 1.4 16.0 1.4 1.5 5 .7 12.0 7 .6 5 .8 5.1 

1972 :2 15 .0 1.3 15.5 1.3 5 .4 3 .4 6.8 8 .0 4 .5 3 .9 

1972 :3 14 .7 1.2 15.1 1.3 5.1 4 .4 8 .6 9 .4 3 .9 3 .3 

1972 :4 14.1 1.2 12.6 1.0 6.1 4 .3 8 .0 10.7 4 .3 3 .5 

1973:1 18.2 1.4 17.3 1.4 11.8 9.9 19.0 13.5 4 .3 3 .3 

1973:2 19 .2 1.5 17.9 1.5 10.3 8.8 18.2 15.6 7 .6 5.8 

1973:3 20 .2 1.5 20 .5 1.7 11.4 7.9 15.7 16.2 8 .0 6 .0 

1973 :4 21 .6 1.6 24 .4 2 .0 9 .2 9 .0 17.8 14.5 8 .3 6 .3 

1974:1 18 .7 1.4 24 .5 2 .0 15.6 11.5 28 .2 12.8 6.3 4 .7 

1974:2 23 .7 1.7 31 .8 2 .6 17.8 13.4 39 .6 11.6 4 .4 3 .3 

1974:3 21 .5 1.5 31 .7 2 .6 19.4 12.1 52 .8 8 .7 4 .6 3 .5 

1974:4 2 1 . 4 1.5 32 .7 2 .7 14.7 11.6 42 .6 8.5 5 .0 4 .0 

1975:1 25.1 1.7 34 .7 3 .0 12.5 12.3 36 .6 8 .4 3 .0 2 .5 

1975 :2 18.1 1.2 31.1 2 .6 10.3 12.5 29 .0 8 .0 4 .9 4 .3 

1975 :3 14 .5 0 .9 28 .4 2 .3 10.7 11.4 21 .0 7 .0 7 .2 6 .4 

1975:4 23 .8 1.5 31 .8 2 .6 14.1 18.9 35 .4 6.5 7 .8 7 .0 

1976:1 18.3 1.1 27 .7 2 .2 20 .3 11.4 17.2 6.5 6 .7 5 .8 

1976:2 15.5 0 .9 28 .4 • 2 .2 19.7 11.8 19.3 4 .6 6 .5 5 .5 

1976 :3 13 .2 0 .8 26 .2 2.1 23 .2 10.6 16.8 2 .3 6 .7 5 .6 

1976 :4 16 .4 0 .9 27 .3 2.1 13.5 11.2 18.2 0 .7 6 .4 5 .2 

1977:1 18 .9 1.0 30 .2 2 .3 16.7 14.1 20 .8 6.5 8.2 6 .5 

1977 :2 17.9 0 .9 32 .2 2 .4 11.8 14.5 19.0 7.1 11.5 9 .0 

1977:3 19.9 1.0 31 .9 2 .4 14.8 15.4 17.7 8.1 10.8 8 .3 

1977 :4 17.3 0 .9 30 .2 2 .2 13.7 15.5 19.9 7.5 14.6 11.1 

1978:1 21.1 1.0 34 .5 2.5 15.1 22 .0 31 .3 5 .7 12.6 9.5 

1978 :2 25 .4 1.2 37 .6 2 .7 2 .0 17.2 20 .3 5.1 13.2 9 .4 

1978:3 31 .3 1.4 39 .4 2 .8 0 17.7 20 .2 5 .3 13.4 9 .5 

1978:4 3 6 . 7 1.6 39 .2 2 .7 12.8 20 .7 23.1 6.9 13.9 9 .6 

1979:1 48 .5 2.1 49 .3 3 .4 6 .0 25 .7 29 .3 8 .8 14.2 9 .6 

1979 :2 44 .8 1.9 51.1 3 .6 3 .7 22 .3 25 .4 9 .0 14.4 9 .8 

1979 :3 47 .6 2 .0 54 .9 3 .8 25 .6 24 .3 28.0 11.6 15.7 10.4 

1979:4 39 .4 1.6 50 .3 3.5 34 .3 21 .9 27 .3 12.4 13.6 9 .0 

1980:1 50 .9 2 .0 57 .2 4 .0 32 .4 33 .4 46 .0 11.7 13.8 9.1 

1980:2 4 3 . 5 1.7 54 .7 3 .9 26 .5 22 .6 30 .0 11.8 10.8 7 .4 

1980 :3 50 .8 2 .0 60 .2 4 .3 29.8 26 .4 36.1 12.1 12.0 8 .4 
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Virtually all of the increase in disposable 
personal income resulting f rom these net 
interest revisions was allocated to savings. For 
example, in third quarter 1980, there was a 
$30-billion revision in disposable income, and 
savings were raised by $25 bil l ion in that 
quarter; the revisions in consumption 
spending were insignificantly small. What this 
has done is to raise the personal saving rate. 

C H A R T 3 
Saving rate healthier than originally reported. 

Percent 

_ Saving Rate 3 0 

The table shows the saving rate changes 
over the period 1970 to 1980. The largest 
upward revisions in the saving rate were for 
the five quarters 1979:3 through 1980:3, 
although fairly large revisions were in 
evidence from 1973 through 1978:2 when they 
suddenly diminished, probably due to the 
lower interest rate effect on net interest 
income. During the last one and a half years 
or so, the saving rate was about 25 to 30 
percent higher than originally reported. The 
long-term trend still declined during the 
seventies, but for the last two years when we 
heard so much about our deplorably low 
saving rate, it was actually just under its 
post-World War II average. 

Changes in GNP 

On the expenditure side, there were two 
major changes. First, net exports were raised 
by including net reinvested foreign earnings. 
Second, rebenchmarking (revisions of 

sampling using more recent information) 
discovered that producers' durable equipment 
was being underestimated. Wi th a newer 
model in place, gross business investment 
outlays were calculated to be about 8 percent 
greater in real terms than previously reported. 

Fixed Investment Figures 
Revised Upward 

Since the revisions were concentrated in the 
producer durables component, fixed 
nonresidential investment was raised 
substantially both nominally and in constant 
dollars. Producer durables accounted for 60 to 
70 percent of the revisions in nonresidential 
investment in the early 1970s and 100 percent 
by 1979. The size of the revisions in both 
absolute and percentage terms jumped in late 
1973, fell back in 1974, and grew again in late 
1975. Then in 1977, the revisions really 
swelled, going to 11 percent higher than the 
originally reported figure. After reaching as 
high as 14 percent, they appear to have 
leveled off. In addit ion to nonresidential 
investment revisions, residential investment 
was boosted by 2 bil l ion 1972 dollars. 

The share of nonresidential fixed 
investment in total GNP was raised by 8 to 10 
percent for the past three years, less for 
earlier years. The share of GNP going to 
domestic investment has been higher in 
recent years than in any t ime in the post-WW 
II period. Furthermore, the fact that part of 
the increase in revised GNP was due to 
inclusion of unrepatriated earnings means that 
the share of gross domestic product going to 
investment was much higher than the 
post-WW II average. 

To the extent that producer durables have a 
shorter life than structures, the increase of 
producer durables relative to structures could 
slow the total growth of capital, since net 
investment wou ld be lower. This may or may 
not be a problem, depending on whether the 
shift is a true reflection of rates of return on 
the dif ferent capital stock components. The 
Commerce Department's Bureau of Economic 
Analysis says that the revisions raised net 
growth of capital f rom 3.5 to 3.9 percent per 
year for 1969-79.2 That is an 11 percent faster 

2Survey of Current Business, December 1980, p. 23. 
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CHART 4 
Nonresidential Fixed Investment over ten percent higher 
since 1977 . . . 

Bil. 1972$ 

Nonresident ial Fixed Investment 

— — 25 

— — 2 0 

Revised Minus Old 

1976 1977 1978 1979 1980 

and at postwar high as a share of GNP. 
Percent 

Revised ~~ 1 2 - ' 

rate. As a matter of interest, the annual net 
growth rate of capital was 3.4 percent from 
1949 to 1959 and 3.8 percent f rom 1959 to 1969. 
Given the big changes for 1977-79, we 
probably had a record rate of capital 
accumulation. These results indicate that 
much of the concern over the supposed 
weakness of investment in the U.S. has been 
unduly alarmist. It is important to remember 
that these revisions to producer durables are 
based in part on data already several years 
old. Addit ional upward revisions may come 
when later data are available. 

Other Changes 

Total consumption spending was negligibly 
affected by the revisions. However, measured 

in constant dollars, consumption was found to 
be about one percent higher than earlier 
reports indicated. Almost all the revision was 
accounted for by outlays on nondurable 
goods. Service outlays in nominal terms were 
lowered while constant dollar expenditures 
remained level, meaning that the deflator for 
services was revised downward. For durables, 
there was no significant change in nominal or 
real outlays. 

Federal government spending was revised 
upward both nominally and in real terms. The 
largest revisions in real federal spending were 
for 1979 and 1980. For the third quarter 1980, 
the new figure is $3 bi l l ion, or 3 percent above 
the originally reported number. 
Nineteen-eighty state and local government 
spending, while 4 percent higher in real terms 
after revisions (lower in nominal terms), 
reflected a downward change in the 
government spending deflator. 

Finally, alterations in the deflation 
procedure for nonmerchandise exports and 
imports plus a lowered estimate for the cost 
of items purchased by the federal government 
significantly reduced the growth rate of the 
GNP deflator, particularly for the last two 
years. 

How Important Are the Revisions? 

Even though the inflation rate for the past few 
years has been revised downward, it is still 
uncomfortably high. It is still a serious 
problem because, as it persists, the economy 
tries to cope by developing inflation-
protection schemes which make it more 
dif f icul t to control inflation. The GNP 
revisions did not reduce the growing tax 
burden felt by the middle-class, who must 
struggle against both inflation and the 
decreasing share of their gross income left in 
their pay envelopes. 

Revisions in productivity figures indicate 
that productivity grew about 16 percent faster 
over the period 1972-79 than was earlier 
thought. That still leaves a very slow rate of 
increase of 0.92 percent per year. The 
productivity slowdown is a complex 
phenomenon and could be overstated for 
reasons discussed in the final section of this 
article. 

The revisions are particularly disturbing 
because so much has been writ ten to try to 
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explain the growing American capital shortage 
and poor productivity performance of recent 
years. The revisions are very generous to the 
producer durables component of investment. 
That makes sense in view of the upward 
revisions in profits and personal savings. It 
also makes sense in light of the very low, even 
negative, real after-tax interest rates prevailing 
for much of the period since the late 1960s, 
even taking into account problems created by 
the effect of historical cost depreciation on 
cash f low. 

Some leading economists, including Otto 
Eckstein, have made light of the revisions, 
arguing that they are not of great importance. 
For example, the changes in definit ion to 
include unrepatriated earnings are of no 
consequence except to recognize the claims 
on foreigners that these profits represent. 
Likewise, the changing of depreciation for 
utilities was not overly significant. However, 
recalculating the GNP deflator, discovery that 
corporate profits were higher than estimated 
and f inding substantial errors in investment 
estimates, personal income, and the saving 
rates cannot be waved off lightly as 
unimportant. 

The discovery that investment as a share of 
GNP has been at a post-WW II high for the last 
three years is very important. Finding that the 
saving rate, whi le having fallen, is not 
inordinately low relative to post-WW II levels 
is quite a piece of news — especially in view 
of all that has been writ ten and said about our 
lack of savings and investment. 

More importantly, these revisions, many of 
them based on data several years old, should 
caution against over dependence or reliance 
on statistics based on extrapolations from 
sample data when the structure of the 
economy is rapidly changing. The changes in 
the economy over the last ten years (massive 
increases in government transfer payments, 
increasing tax burden, financial market 
developments, inflation, changes in industrial 
output mix, oil price hikes, and invasion of 

the U.S. markets by imports) should cause 
those who use national statistics derived from 
samples and historical relationships to view 
those statistics wi th a jaundiced eye. 

Beyond the measurable changes, at least 
those which are in principle measurable, there 
has been rapid growth in the "underground 
economy" which causes the officially reported 
numbers to understate true output. Thus, 
GNP figures do not accurately portray the 
state of the economy, and inflation rates are of 
necessity not totally reliable since it is not 
always possible to know the actual price at 
which a transaction takes place (as opposed to 
the list price). Further, the unemployment rate 
released each month is not truly indicative of 
economic suffering. The opportunit ies to 
supplement unemployment compensation 
with other transfer payments and unreported 
income undermine the government's attempts 
to conduct anti-inflation policies. The 
revisions in the accounts, and the strong 
possibility of further upward revisions, along 
with what we know from attempts to measure 
unreported income, must cast serious doubt 
on the inflationary, expansionist policies of 
the past few years. 

There are obviously some things 
policy-makers can do to alleviate real 
problems affl icting the economy. Lowering tax 
rates, which are so high that they reduce 
production incentives and encourage 
tax-avoiding behavior, would be a first step. 
Reducing the growth of government spending 
to eliminate perpetual deficits and their 
effects on interest rates and money creation 
would be a welcome move. The policymaker, 
like the wise physician, must act to produce 
overall good health rather than try to 
eradicate every ache and discomfort in the 
patient whether real or imaginary. Too much 
treatment could lead to a weakening of the 
patient's ability to cope wi th truly serious 
ailments. 0R] 

—Charles ]. Haulk 
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