
Morality and 
measurement

Week 8, ECON7040, Semester 1 2017
Dr Cameron K. Murray

Readings
• Utilitarianism. Youtube Part 1, Part 2, Part 3.

• GDP: A brief but affectionate history. Diane Coyle. 2014.

• The Australian multi-factor productivity growth illusion. 
John Foster. 2014

• Economists and the Powerful. Norbert Häring and Naill 
Douglas. 2012. Chapter 1.

• Blogs: Hedonic adjustments, land as capital, Crusoe, 
ZH

Topics
• Morality in macro choices 

• Deep undercover - GDP

• Productivity measurement

• Cambridge Capital Controversy

• Price index methods and history

Moral questions
• Is it fair to let local industry compete against 

protected foreign competitors?

• Is it fair to let the currency value fluctuate to 
dampen international financial flows, even though 
some parts of the economy lose, and others win, 
from using this mechanism?

• Should informal activities being GDP? And should 
moral activities be weighted more than immoral 
ones?



Utilitarianism

• Greatest good for the greatest number

• Origins in in writing of Jeremy Bentham and others

• But faces many limitations in reality

Its limits
• But whether or not one believes animals have 

rights, libertarian philosopher Loren Lomasky once 
gave me the most succinct argument for caring 
about the welfare, at least some, of animals: “You 
wouldn’t put your cat in a microwave, would you?” 
But what if certain farm animals had intelligence 
and awareness levels in the same league as pets 
we care so much about?  

https://blog.oup.com/2017/02/at-the-fork-review-market-
solutions-farm/ 

Utility monster

• “Utilitarian theory is embarrassed by the possibility 
of utility monsters who get enormously greater 
sums of utility from any sacrifice of others than 
these others lose ... the theory seems to require 
that we all be sacrificed in the monster's maw, in 
order to increase total utility"



Repugnant conclusion No comparison
• People are generally assumed to have diminishing 

marginal utility

• But the levels of utility are not to be compared in 
units.

• For example, I get 5 utils from an ice-cream, you 
get 10 utils. Should I shop around my ice-cream to 
those who get the most utils?

• Am I even a utilitarian!?

Egalitarianism

• Favours equality of some sort - outcomes, 
opportunity. 

• Can be seen as an extension if utilitarianism in a 
world of diminishing returns to income.

• Again has hidden assumptions of human 
supremacy. Can any moral theory deal with aliens?

Exercise

• You are a moral person who take utilitarianism 
seriously and have ben asked to advise a new 
government on how best to improve welfare. 

• In pairs, list your two best ideas.



Exercise
• GDP is  

a) the sum of market values of all transactions the 
economy in a period  
b) the sum of value added of new goods and 
services produced by firms owned by entities of that 
country 
c) total consumption of domestically-produced, and 
priced, goods and services in a period  

Why it matters
• If we want to measure the economy, we have to know 

what we care about, and why. 

• GDP almost became a measure of welfare / utility!

• “It would be of great value to have national income 
estimates that would remove from the total the elements 
which, from the stand-point of a more enlightened 
social philosophy than that of an acquisitive society 
represent dis-service rather than service.” 
- Simon Kuznets, in Coyle (2014).



Dis-services?
• Military

• Advertising

• Financial and speculative activities 

• Urban infrastructure (roads, subways, etc)

• Overly expensive housing!

• Government

Origins of GDP

• Military operations - capacity to raise an army

• Political motivations - who is the biggest/strongest?

• Welfare beaten back by realpolitik

• A number of ways the GDP method has evolved 
favour military nations

Gross, not net

• Focussing on gross output has the effect of ignoring 
destruction of capital.

• Natural disasters can increase GDP if large 
mobilisation for recovery

• However, they will hit Net Domestic Product.

Trend
($per capita)

Gross 
(no depreciation)

Net 
(depreciated)

Domestic 
(within border)

$1.67 trillion
($69,260)

$1.37 trillion
($56,920)

National 
(citizen entities)

$1.60 trillion
($67,870)

$1.30 trillion
($54,188)

Australia

Source: ABS 5206.0 - National Accounts



A better GDP?

• ABS implemented a new measure from 2001 called 
Real Net National Disposable Income Per Capita. 
(RNNDIPC)

• http://www.abs.gov.au/ausstats/abs@.nsf/
0/3FA94A5DA5F20EDDCA256B7400730B78?
OpenDocument 

• Real net national disposable income (RNNDI)  
Is calculated by: 
• taking real gross domestic income  
• deducting real incomes payable to the rest of the 
world  
• adding real incomes receivable from the rest of the 
world  
• deducting the volume measure of consumption of 
fixed capital.

• Divergence with GDP arising from payment 
obligations (because of international distribution 
of asset ownership) , ToT, and capital depreciation
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https://www.theguardian.com/business/grogonomics/2016/jun/
16/the-gdp-gap-the-economy-seems-to-be-growing-so-why-

isnt-my-bank-balance 

Reclassifications
• 2009 United States unilaterally changed their 

national accounting methods to reclassify military 
arms are investment, not intermediate consumption.

• “The US [is] not in the habit of coordinating any 
statistical innovations internationally. They make 
their changes and inform the rest of us afterwards, 
at best” said Norbert Räth, who is responsible for 
economic accounting in the German statistical 
office, upon request by the authors. 

Share of military spending



Effect

• Investment gets counted twice in GDP

• Previously ⇒ Cintermediate + I + G + NX

• During building stage ⇒ C + Imilitary + G + NX

• During use stage ⇒ Cmilitary imputed + I + G + NX

Offset

Crime

• A 2010 change to standard of national accounting 
came through the European System of Accounts/
Balance of Payments Manual.

• Since then all member countries have been 
incorporating illegal drug production and prostitution 
as consumption items in GDP.



Should we include them as employed?

Definitions

• Need theory to determine what and how to measure

Scope
• Easy way to increase GDP is by broadening the 

scope of what is in it, as we saw with crime.

• Original tweak was to include government 
expenditure (back when governments were very 
small)

• This meant that a military build up would not be 
seen in the figures as decreasing well-being, as the 
production of military equipment was added to GDP.



Child care industry
• In terms of welfare, all children have always been 

supervised. 

• Now 170,000 people work in the industry in 
Australia.

• About 0.5% of GDP - should it be counted?  
 
 
 

Informal health care

https://www2.deloitte.com/au/en/pages/economics/articles/
economic-value-informal-care-Australia-2015.html 

Imputed values

• Which parts of housing are in GDP?  
 
a) building new homes (in capital formation)  
b) demolishing homes to redevelop (subtraction) 
c) renting homes 
d) occupying own homes 
e) buying established homes

Example (recall military)

• You reclassify housing construction as an 
intermediate input into housing consumption, rather 
than investment. 

• What is the effect on GDP?



What happens
• Now: Coccupation + Iconstruction

• After: Coccupation

• Why?

• Because construction becomes an intermediate good 
in producing a consumption item (home occupation via 
rental and ownership)

• We don’t count intermediate goods in GDP (similar in 
principle to GST only on total value added)

1.2% average vs 0.8% since 2013



In sum

• GDP is useful to compare activity in short periods 
where methods do not change

• But also has measurement error - ignore everything 
but the trend!

Productivity
• “Productivity isn’t everything, but in the long run it is 

almost everything” 
- Paul Krugman. Age of Diminishing Expectations

• Let me translate:

• “The bit we don’t know about explains everything 
we care about” 
- Cameron Murray. Today.

Productivity
• Productivity is a ratio of output per input

• Labour prod. = output / labour

• Total factor prod. = output / (labour + capital)

• Output (real GDP) is hard to measure and conceptually 
confusing. What about labour and capital?

• Remember, conceptually this is about real things, not 
values or accounting measures.

http://www.frbsf.org/economic-research/publications/
economic-letter/2017/february/does-growing-

mismeasurement-explain-disappointing-productivity/



RBA and ABS

• “…there is considerable measurement error in the 
estimates of productivity growth…” 
- RBA. June 2012. Bulletin

• “… the human capital model is used to provide a 
theoretical foundation for measuring labour inputs.”  
- ABS. 1351.0.55.010.

ABS

• How is multi-factor productivity measured?

• Honestly, no one really knows. I have tried for 4 
years to learn!

• Statisticians have told me to ignore the MFP 
numbers because of the range of radical 
assumptions used.
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Cambridge capital debate
• Applies to all neoclassical economics where 

measurement of capital, K, is necessary. 

• Production functions. Q = A.f(K,L) 
Productivity measurement.  
Marginal productivity of labour or capital

• Says that capital measurement is not possible 
because of circularity in valuation of capital when 
there is more than one type.

Summary of debate
• “…once capital is defined as produced means of 

production, there is no direct relation between the 
relative abundance or scarcity of the means of 
production and its remuneration”

• “…interest rates have little effect on gross capital 
formation, and the substitution effects that imply 
that agents use the cheaper factor of production are 
not operative.” 
- Matías Vernengo

Example
• Basic idea is that capital value comes from  

K = f(i, rental)

• Similar fundamentally to the multiple IRR solutions 
to any NPV.

• Question really is - why measure capital by it’s 
profits (Robinson’s critique)

• If it is “stuff”, we can add up the purchase cost. 



Labour resource (L x w) Year 0 Year 1 Year 2 Year 3 Year 4 

Capital technique 1 33 0 0 55 1 Q of 
output

Capital technique 2 80 0 0 0 1 Q of 
output

Discount rate (r) 0% 5% 10% 15% 20%

Capital Value 1 89.0 77.5 68.2 60.6 54.4

Capital Value 2 81.0 77.0 73.3 70.1 67.1

Total capital 170.0 154.4 141.5 130.7 121.5

Capital as power
• Basic idea is that capital is legal rights, ownerhips, 

and state power.

• It is unrelated to physical objects! Objects are 
just intermediate goods. 

• For example - patents, intellectual property, 
copyright, land, minerals, etc. 

• The value of these things comes from legals rules. 

And yet no Labour debate?

• Labour from two different people with different skills 
is also clearly different. 

• And yet there has been very little written about this, 
except to say that we should “quality adjust” labour 
inputs if we want a “pure human input” index. 

• Which has been done and is now standard for most 
statistical agencies. 



Forge on regardless
• Music, books, film and television rights, computer 

software are capital

• Land is capital, with imputed rental prices that 
include value changes from indirect measurement 
methods.

• These are not “I” in GDP. They are legal rights. Yet 
we forge on measuring capital regardless.

Conceptualising K
• “…capital services produced by an asset are proportional 

to the value of productive capital stock of the asset.” - 
ABS. 5216.0  
 
Kt = utPKSt

• where Kt is the capital service, ut is the utilisation rate, 
and PKSt is the productive capital stock in a given year. 
Notice the implicit direct - capital value tells you the 
capita service (i.e. rental) price

• ut is assumed to be fixed

Example

• ABS 5260.0.55.002 Estimates of Industry 
Multifactor Productivity, 2015-16

• Shows land component of capital service index for 
each industry

• Can generate counterfactual productivity 
measurement by removing it. 



Price indexes
• Inflation is a crazy thing.

• It is a theoretical idea. Yet deciding what that is in 
practice is not easy.

• Because, like GDP, capital, and productivity, we 
have to define the scope of the items to include.

• ABS looks at capital city prices only.

http://www.macrobusiness.com.au/2011/09/cpi-chameleon/

How theory informs CPI
• Prior to 1998, CPI measured using outlays approach, then 

moved to “acquisitions” approach

• Main point revolves around how goods are defined as 
investment or consumption! (like housing)

• Financial services added. Costs “…in relation to the 
acquisition, holding and disposal of financial and real assets”

• “…the exclusion of mortgage interest and consumer 
credit charges from the index and the inclusion of 
expenditure on new dwellings (excluding land)” - ABS. 1999. 



So arbitrary!
• From 1971 to 1998, housing mortgage costs were 

in the CPI - from 1992-1998 were 6.6% of the 
basket.

• From 1999 till now, new home purchase (excluding 
land) is included. Weights: 1998 - 6.9%, 2000 - 
7.9%, 2005 - 7.8%, 2011 - 8.9%

• Notice that while land provides a capital service, it 
not longer provides a consumption service! http://www.ausstats.abs.gov.au/ausstats/subscriber.nsf/

0/14BC4357F855B7C0CA2577EE000D7B4B/$File/
64690_Dec%202010.pdf

Inputs
• Modern objective is not “cost of stuff” - like cost of 

living - but “cost of same utility’s worth of stuff”

• Constant utility index faces major problems!

• Let’s take a look at how to make an index: 
Prices: P1, P2  
Quantities: Q1, Q2  
Qualities: H1, H2

Hedonic adjustments
• Overcome biases by adjusting for quality 

• This has two important effects: 
1) decreasing price index gains, and  
2) generating higher real gains when nominal 
measures are deflated.

• Important for products changing in quality fast. Now 
used for housing rent and computing.



http://www.ausstats.abs.gov.au/Ausstats/subscriber.nsf/
0/2ADF31DC1549C3BECA25768C001942B6/$File/

64680_dec%202009.pdf

2009 Q 2010 Q 2011 Q 2012 Q 2013 Q 2014 Q 2015 Q 2016 Q 2017 Q

$3,250 Whale 16 Magpie 18

$3,000 Kangaroo 9 Kangaroo 9 Platypus 11 Platypus 11 Kookaburra 13 Kookaburra 13 Cockatoo 15 Cockatoo 15 Whale 17

$2,750 Wonbat 8 Wonbat 8 Kangaroo 10 Kangaroo 10 Platypus 12 Platypus 12 Kookaburra 14 Kookaburra 14 Cockatoo 16

$2,500 Possum 7 Possum 7 Wonbat 9 Wonbat 9 Kangaroo 11 Kangaroo 11 Platypus 13 Platypus 13 Kookaburra 15

$2,250 Crocodile 6 Crocodile 6 Possum 8 Possum 8 Wonbat 10 Wonbat 10 Kangaroo 12 Kangaroo 12 Platypus 14

$2,000 Echidna 5 Echidna 5 Crocodile 7 Crocodile 7 Possum 9 Possum 9 Wonbat 11 Wonbat 11 Kangaroo 13

$1,750 Koala 4 Koala 4 Echidna 6 Echidna 6 Crocodile 8 Crocodile 8 Possum 10 Possum 10 Wonbat 12

$1,500 Goanna 3 Goanna 3 Koala 5 Koala 5 Echidna 7 Echidna 7 Crocodile 9 Crocodile 9 Possum 11

$1,250 Dingo 2 Dingo 2 Goanna 4 Goanna 4 Koala 6 Koala 6 Echidna 8 Echidna 8 Crocodile 10

$1,000 Emu 1 Emu 1 Dingo 3 Dingo 3 Goanna 5 Goanna 5 Koala 7 Koala 7 Echidna 9

$750 Dolphin 0 Dolphin 0

Method Inflation
Matched model -41.67%
Hedonic -66.67%
Median price -12.50%
Lower bound 25.00%

http://www.ausstats.abs.gov.au/ausstats/subscriber.nsf/
0/4B85082127E0CC96CA2575830015F466/$File/

1352055099_november%202008.pdf

Outlays and quality?

http://www.macrobusiness.com.au/2011/09/how-the-cpi-hid-
the-housing-bubble-2/



RBA and CPI
• Removes volatility to get ‘underlying inflation’

• Trimmed mean 
using a weighted average of percentage changes 
from the previous quarter (seasonally adjusted) 
from the middle 70 per cent of the distribution.

• Weighted median 
the percentage change from the previous quarter 
(seasonally adjusted) expenditure class at the 50th 
percentile of the distribution.

Good Weight Price change

Housing 22% +5.1%

Health 6% +1.6%

Transport 12% +1.1%

Furnishing 9% +0.7%

Insurance/finance 5% +0.6%

Alcohol/tobacco 7% +0.5%

Recreation 12% +0.2%

Food 17% -0.5%

Clothing 4% -7.1%
*Doesn’t add to 100% (I simplified)

Good Weight Price change

Housing 22% +5.1%

Health 6% +1.6%

Transport 12% +1.1%

Furnishing 9% +0.7%

Insurance/finance 5% +0.6%

Alcohol/tobacco 7% +0.5%

Recreation 12% +0.2%

Food 17% -0.5%

Clothing 4% -7.1%
*Doesn’t add to 100% (I simplified)

Recap
• Morality matters

• GDP doesn’t, and has political motivations

• Productivity is a measure of our ignorance

• Inflation is not was most think it is. 

• All are human constructs and can be changed!

• That is your assignment!


