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Micro Economics

« » s & o ¢ Even with the recent restruc-
turing in- the dot-com economy, nobody
doubts that new IT has improved the US
economy. On that everyone agrees.

_ But, of course, that's the end of the
agreement. It's one thing to recognize the
difference between a gain and a loss. lt's
another to recognize the difference

~ between little improverment and a big one.

How much impact has IT had on an
economy? Should a sophisticated observ-
er err on the side of optimism or pes-
simism? Should a very sophisticated
observer, somebody like Alan Greenspan,
believe the numbers reported to himon a
weekly and daily basis, or should he read
better or worse things into them? What
should an investor with a large portfolio
think, such as someone at Lehman Broth-
ers or Margan Stanley?

The answer is less obvious than it
might seem. it depends on understand-
ing what IT does to the economy and
what it does to government statistics. In
practice this topic isn't as arcane as it
sounds, but it's a bit subtle.

Why IT’s improvements are hard
to measure

Let's start with a simple example of
how hard it is to measure the true impact
of IT. Is there any statistic about how
much time society saved from the diifu-
sion of IT in government? Nope. The basic
problem is that it's inherently impossible
to figure out.

IT makes one of the most onerous
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parts of society just a bit less onerous.
That is, it rnakes government more acces:
sible and less bureaucratic. Specifically, it
has become much easier in the last five
years to gat copies of government data
and copies of government forms—simply
by going on fine. This is true at the feder-
al, state, and local levels (though to dif-
ferent degrees, depending on where you
took). Anybody who spends time working
with governments knows about this.

Is this an improvement to society? Sure
itis. Accountants, taxpayers, lawyers, and
permit applicants can get their tasks com-
pleted faster and with more efficiency.
That's a net gain. Lawyers will have a bit
more free time to take new cases,
accountants to consult, and construction
supervisors to spend on site instead of at
city hall, .

Now here is the tricky question: How

much of an improvement is this? It might
be big since there are many accountants,
taxpayers, and lawyers out there. If each
of them saves 10 hours a year, that adds
up to a big savings in the aggregate econ-
omy. Then again, it might be a small
improvement, particularly if less burgau-
cratic procedures simply lead to longer
rules and no net gain in efficiency.

More broadly, is more efficient govern-
ment a big boon for society? Sure. These
sort of changes should matter, since gov-
ernment activity involves such a huge frac-
tion of GDP and employmenit (over 20%
when education, pofice, and other local ser-
vices are added in). But how do we know

Measure for measure in the new
economy

how much improvermnent can be attributed
1o IT? That's inherently ambiguous.

Now consider the broader question. Is
it possible to measure the impact of ITin
another part of the economy such as hos-
pital administration or publishing? Sure,
anyone who 'works in those sectors
knows about improvements in the last
five years. Is there likely to be a stat'is'_cic
for those sectors or any other sector of
the economy soon? Don't count on it.

New economic phenomena require
new statistics

More generally, information technolo-
gy alters what we ought to measure
because it alters fundamental economic
behavior ard the patterns of economic
life. This seems like a simple principle, but
it's quite subtle to put into practice.

For example, if better IT leads to faster
feedback between customer and suppli-
er, then it cught to lead 1o faster product
cycles and upgrades. This is as true in con-
sumer electronics as it is in women's
fashion. Clearly everyone is better off. The
sheives have the right products, the retaik
ers don't waste inventory, and the manu-
facturers match dernands.

Now then, how do we measure that
gain? How much better off are we? le's
hard to know with conventional statisticai
techniques, which are what the US gov-
ernment largely uses. All of this simply
shows up as less material for the same
amount of output, that is, a productivity
improvement. This is part of the gain, to
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be sure, hut not alf of it. There’s nothing in
there about satisfying demand more pre-
cisely or lowering the transaction costs of
coming to a decision, that is, about sav-
ing somebody time.

Here's a related version of the same
problem. If the diffusion of the [nternet
lets someone in a low-density-area access
get a collector's items on e-Bay, is that a
benefit to society? Sure it is.

This tranisaction benefits e-Bay's bot-
tom line, which is a gain, But it also leads
someone to avoid a flea market or trade
show. That might mean that a hotel for the
trade shows made less money.

There's more. If the user saved money
at e-Bay {or by not getting a hotel room),
then that savings aiso shows up some-
where else in the economy. That's great
for the economy overall, though not nec-
essarily good for the hotel business.

This is what an economist would cal
an example of a “deciine in the cost of
transacting.” Present statistics only par-
tially estimate how big the savings are.

It’s easier to look where the light is
brightest

So that gets us back to the source of
the problem, government statistics. Sta-
tisticians end up measuring economic
activity simply because it's all they can
measure with confidence. So what's
wrong with that? If we don't think about
it, we end up underemphasizing many
other important things happening just a
bit outside the spotlight.

Don't misunderstand me. Geod statis-
ticians know about this bias, so there are
many self-conscience attempts to avoid
it, especially within govérnment statisti-
cal agencies, Nonetheless, this bias often
creeps into a statistic.

Let me use one more example to illus-
trate the point, one that's well known in

the online world. Because pornography is

one of the few revenue-generating activi-
ties online, it's tempting to conclude that
this is where the Intérnet has made its
largest contributions to economic activity.
White titillating, that inference is grossly
misleading, since every househoid survey
in the last five years shows that pornog-

-

raphy is an activity that involves less than
10% of the total time spent on fine.

Yet, that alsc shows just how hard the
real statistical problem can get. How big is
the nonpornographic part of the Internet?
Socalled free Internet activity or advertis-
ing-supported online activity accounts for
over two thirds of household activity
online.

The important contributions of this
activity to the improvement in economic
welfare are largely unmeasured. That is,
online technoicgy involves a qualitative
change in the way people communicate
and receive information. For example,
have you seen a teenager use instant
messaging recently? That's not what sta-
tisticians measure.

Revenue is what statisticians can mea-
sure, so this is how statisticians see it, at
least for now. The household subscrip-
tions to American Online, Mindspring/
Earthlink, and other ISPs go up. The
accounts for advertising services on the
Internet also go up. Then there's a loss in
advertising to television, radio, and mag-
azines, whose viewership has subse-
quently fallen.

Will any government statistician
change soon? Do not count on it.

Theres no typical experience

Some industries are more influenced
by IT than cthers. It's already clear to
every observer that music, news, enter-
tainmeng, electronic games, and consult-
ing services will iook very different ten
years from now, maybe even five years
from now. But what about other activities
that are essential to the economy such as
warshousing, transportation, medical ser-
vices, or pubiishing? Those probably will
change dramatically too.

There’s a natural human tendency to
understand the world in terms of a few
typical examples, but that tendency can
lead one astray if every example-differs
from the other. As we watch this revolu-
tion work its way through our economy, it
will be difficult to kesp track of the stories
of how one market influences different
submarkets and their interactions.

What good are comparative statistics

There’s a natural
human tendency to
understand the world
in terms of a few
typical examples, but
that tendency can
lead one astray if
every example differs

from the other.
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if the statistictans need to make a num-
her of corrections and qualifications in
every industry? This is the big problem.
Even the best statistical agencies in the
world are reiatively overmatched by pres-
ent events, }

So for the foreseeable future govern-
ment agencies are under siege, trying to
produce some numbers, even if they're
only partialiy informative. More to the
point, the changes wrought by [T are often
not. measured wusing conventional
approaches, That's because most of the
change associated with new [T involves
gualitative change to the delivery of a mar-

" ket activity or changes to the features of

hard-to-measure services. .

This isnt a story where the govern-
ment does a bad job. On the contrary, the
US statistical agencies are among the
best in the world. They daserve our sym-
pathy because their work receives so lit-
tle glory. Rather, this is a story in which
real events place virtually unsolvable chal-
lenges in front of the best statistical agen-
cies in the world.

Said more soberly, our government's
present numerical habits will, at best, only
provide a partial answer. At worse, they
may direct our attention away from what
really matters.




