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QUESTIONS ABOUT THE GOOD LIFE AND INDIVIDUAL HAPPINESS
have a long tradition in philosophy. For centuries, people developed
ideas about the nature of human flourishing and well-being, its sources
and its relevance for individual behavior.! Over the last decades, empiri-
cal research on subjective well-being in the social sciences has provided
a major new stimulus of the discourse on individual happiness.
Initially, the empirical study of happiness has been mainly the prov-
ince of psychology (see, in particular, the contributions by Argyle 1987;
Csikszentmihalyi 1990; Michalos 1991; Diener 1984; and Myers 1993.
However, there have also been important contributions by sociologists
(for example, Veenhoven 1993) and political scientists (Lane 2000, for
example). Only recently has this research been linked to economics.
The early contribution of Richard Easterlin (1974) was noted by many
economics scholars, but at the time it found few followers. The same
may be said of Tibor Scitovsky’s book The Joyless Economy (1976).2 The
situation has changed substantially since then.

In this paper, we present recent contributions of economics to the
study of individual happiness. They are based on a subjective view of util-
ity recognizing that everyone has his or her own ideas about happiness
and the good life, and that observed behavior is an incomplete indicator
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of individual well-being. If one adopts this view, an individual’s welfare
can nevertheless be captured and analyzed: a person can be asked how
satisfied he is with his or her life. It is a sensible tradition in econom-
ics to rely on the judgment of the persons directly involved. People are
considered to be good judges of the overall quality of their lives, and it is
a straightforward strategy to ask them about their well-being.

Much of previous happiness research in economics takes
reported subjective well-being as a proxy measure for individual
welfare. “Subjective well-being” is the scientific term used in psychol-
ogy for an individual’s evaluation of the extent to which he or she expe-
riences positive and negative affect, happiness, or satisfaction with life.
This indicator offers a complementary approach to traditional welfare
measure focusing on individual income or gross national product (GNP)
per capita. Measures of subjective well-being allow for the study of the
relationship between individual well-being and economic conditions
such as income, unemployment, inflation, and inequality and the anal-
ysis of the determinants of individual well-being in general. It is under-
stood that economic activity is certainly not an end in itself, but only
has value in so far as it contributes to human happiness.>

This research has already produced many interesting findings.
There are several surveys of the state of economic research on subjec-
tive well-being available in the form of journal articles (Di Tella and
MacCulloch 2006; Dolan et al. 2008; Frey and Stutzer 2002b) and books
(van Praag and Ferrer-i-Carbonell 2004; Layard 2005; Bruni and Porta
2005; Frey and Stutzer 2002a; Frey 2008). In this review we intend
to provide an evaluation of where the economic research on happi-
ness stands and the interesting directions in which it might develop.
Accordingly, we discuss some research on the determinants of subjec-
tive well-being but mainly offer conceptual thoughts. We emphasize the
potential of the approach to provide new insights in three directions.

First, it offers new ways to test the basic assumptions of the
economic approach and new ways at which we might arrive at a new
understanding of utility in economics. Based on data on reported subjec-
tive well-being, it is possible to address fundamental questions such as,
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“Do people evaluate outcomes in absolute or in relative terms?” “How
does the process of decision making affect individual well-being?” “Can
people successfully predict their future utility and preferences?” “Does
consumption choice reflect time consistent preferences?” These ques-
tions are closely connected to the research program of scientists in the
cross-disciplinary field of economics and psychology.*

Second, research on subjective well-being provides a new possi-
bility for the complementary testing of theories across fields in econom-
ics. For example, it allows discriminating between models that predict
the same patterns of behavior but predict differences in experienced
utility. This complementary evidence helps additionally in analyzing
certain models and their policy recommendations. Moreover, based on
a proxy measure for individual welfare, “net” effects of different insti-
tutions on people’s well-being can be assessed—labor market institu-
tions or institutions of direct democratic political decision-making, for
example.

Third, we inquire into how the insights gained from the study of
individual happiness in economics affect public policy. Following the
constitutional point of view, there are two levels at which policy deci-
sions are taken: in the current politico-economic process within given
rules, and at the constitutional level, where the rules of the game as such
are determined. We argue, and illustrate this by resorting to concrete
results of happiness research, that there are impulses on both levels.
Our discussion should make clear that the policy approach matters for
the choice of research questions and thus for the kind of knowledge
happiness research aims to provide, as well as for the people it is seen
as addressing. We emphasize that there is no shortcut to an optimal
happiness policy maximizing some aggregate happiness indicator as a
social welfare function.

MEASURING INDIVIDUAL WELFARE

Reported Subjective Well-Being

In received economics, utility is what is maximized when people
choose between alternatives—that is, a representation of preferences
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which are simply choice-connected rankings of outcomes. According to
the axiomatic approach, individuals’ choices provide all the informa-
tion required to infer the utility of outcomes. Welfare judgments can be
made by resorting to the Pareto criterion and therefore no comparison
of welfare levels among individuals is required. Subjectivist experience
captured by surveys is rejected as being not objectively observable and
unscientific.

This view is still predominant in economics. However, numer-
ous scholars have challenged standard economic theory from differ-
ent angles. There are countless examples of nonobjectivist theoretical
analyses in economics. They incorporate emotions, self-signaling (self-
esteem), goal completion, mastery, meaning, and status. Moreover,
the outcome orientation in standard economics is supplemented with
individuals’ concerns about the processes leading to outcomes (for an
introduction to the concept of procedural utility, see Frey et al. 2004).
The vast literature on anomalies in decision making questions whether
utility can generally be derived from observed choices. The same
reservation applies to intertemporal choices when individuals suffer
from problems of self-control. The exclusive reliance on an objectiv-
ist approach by standard economic theory is thus open to doubt, both
theoretically and empirically. In any case, it restricts the possibility of
understanding and influencing human well-being.

In recent economic research, new ways are pursued to approach
individual welfare. Utility is again related to the original, Benthamite
meaning of utility as the hedonic quality of experience, broadly
construed to include satisfaction as well as pleasure. In many situ-
ations the choice-based and the experience- or survey-based concept
of utility coincide, but there is also evidence indicating that they may
systematically diverge in some situations (see the section in this paper,
“Happiness Research Challenges the Rational Consumer Hypothesis”).
Empirically, utility based on judgments of satisfaction and pleasure can
be captured by measures of subjective well-being.

Subjective well-being is the umbrella term for different measures
that can be distinguished along two dimensions. Regarding the first
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dimension, a common distinction is made between cognition—the
evaluative or judgmental component of well-being (usually assessed
with life satisfaction)—and affect, the pleasure-pain component of well-
being (Diener 1984). With regard to affect, two independent compo-
nents of positive and negative affect are differentiated. The second
dimension distinguishes between measures that capture a person’s
level of subjective well-being and the duration in one rather than
another mental state. Because life satisfaction is a relatively stable
construct, duration measures usually refer to affect. A primary example
of a duration measure is the U-index, which measures the proportion
of time an individual spends in an unpleasant state (Kahneman and
Kruger 2006).

The measures are elicited with 1) global self-reports in surveys, 2)
the Experience Sampling Method, which collects information on indi-
viduals’ actual experiences in real time in their natural environments,
and 3) the Day Reconstruction Method, which asks people to reflect on
how satisfied they felt at various times during the day (on the latter two
techniques, see Kahneman and Krueger 2006). Further, neurophysio-
logical correlates of subjective well-being have been found with electro-
encephalography and neuroimaging techniques (Urry et al. 2004).

The various measures capture different aspects of individual well-
being and thus different concepts of individual welfare. For a measure
of reported subjective well-being to serve as a proxy for individual
welfare, two important assumptions are necessary: first, the standards
underlying people’s judgments are those the individual would like to
pursue in realizing his or her ideal of the good life; second, people are
assumed to pursue individual welfare based on some stable evaluation
standards. Accordingly, the extent to which individual welfare is identi-
fied depends on whether the evaluation metric fits people’s judgments
about their lives.

The normative basis of this approach goes beyond assuming the
pursuit of happiness, and also involves choosing the concrete evalu-
ation metric to elicit people’s judgments. Thus ambiguities remain
when selecting the empirical concept in order to measure individual
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welfare.> Some people might favor a distant look reflecting on one’s life
after the fact, while others favor the reasoned ex ante evaluations as
their standards. Still others might give priority to how they felt when
experiencing the course of life.

Imagine those people who see high individual welfare as some-
thing like the “positive, persistent attitude towards both particular
experiences and life experience more generally that a person feels upon
repeated reflection” (Kelman 2005: 408-409). For them, general evalua-
tions of their satisfaction with life as a whole might be an appropriate
metric to capture judgments about individual welfare. For those people
who equate individual welfare with moment-to-moment affect, individ-
ual welfare might be best measured by such approaches as Experience
Sampling or the Day Reconstruction Method. When looking for an
empirical tool to collect information about people’s judgments, it is
thus important to reveal the concrete metric.

Most of the empirical work undertaken so far on subjective well-
being research in economics has been based on representative, large-
scale sampling of individual global evaluations of life satisfaction.
These measures are an attractive proxy measure for individual welfare
since they offer a blend of cognitive judgment and affective state.

Do Measures of Subjective Well-Being Have Informative Value?

The different measurement techniques and their corresponding
measures all have their strengths and weaknesses. Which measure and
measurement technique is to be preferred depends on its intended use.
In the following, we list four criteria that are relevant for many appli-
cations in economics. We ask whether the measures are valid proxies
of individual welfare; broad and inclusive; interpersonally comparable;
and have small measurement errors, and no systematic ones.

Validity. While we claimed the validity of subjective well-being
measures at the outset of this review, we present here some specific
evidence for reported satisfaction with life. Respondents who are satis-
fied with their lives are also rated as satisfied by family members,
friends, and experts (Sandvik et al. 1993). Life satisfaction scores corre-
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late with other variables that can be plausibly claimed to be associated
with true individual well-being (see Frey and Stutzer 2002b for refer-
ences). In two 20-year follow-up studies, low levels of reported life
satisfaction predicted mortality (that is, all-cause, disease and injury
mortality), especially for male respondents (Koivumaa-Honkanen
et al. 2000) and suicide (Koivumaa-Honkanen et al. 2001). In fact, the
individual-level correlates of suicide are remarkably similar to those of
reported (un-)happiness (Daly and Wilson 2009).

Inclusiveness. Essentially, this criterion approaches the validity
issue from a second angle. Subjective well-being is an appropriate empir-
ical approximation of individual welfare if it is broad and all inclusive.
We think that the current evidence supports this position. However,
critics claim that subjective well-being is extremely narrow and consti-
tutes only one of many components of individual welfare (Adler and
Posner 2006: 77), one subutility function among others (Kimball and
Willis 2006). This debate parallels the normative question of the nature
of welfare, with the “objectivist” ascribing intrinsic importance to vari-
ous goods and “subjectivists” conceding other goods only instrumental
importance insofar as they contribute to well-being. The positive ques-
tion asks whether other “higher order” goods are subutility functions
of equal standing with subjective well-being or whether these goods are
arguments in the subjective well-being function with no independent
effect on individual utility.

Interpersonal comparability. An extreme view holds that it is in
principle not possible to observe the level of an individual’s utility and,
therefore, compare utility levels of different persons (Robbins 1938).
Individuals with identical preferences (as revealed through behavior)
and with identical expressive reactions to any situation may neverthe-
less attach different utilities to identical situations. The practical ques-
tion thus is whether identical (verbal and physiological) expressions
reflect similar mental states and what the consequences for empirical
research are if they do not.

Kahneman (2000) suggests that there is evidence of considerable
interpersonal convergence in ranking of pleasure and pain. In painful
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medical procedures, for example, the relationship between expressed
pain and physiological reactions is similar across persons. Similarly,
the correlations between self- and other reports discussed above show
that self-reports are not just artifacts of individual specific response
behavior but are related to shared standards of evaluation. More impor-
tant, for most empirical research, comparisons at the individual level
are not necessary. Instead, empirical analysis is focusing on groups
and compares the subjective well-being of individuals under different
circumstances, such as the subjective well-being of groups of individu-
als exposed to different levels of a public good. By focusing on groups,
personal peculiarities of individuals counterbalance one another.

Measurement errors. The major concern in the discussion on the
degree of inclusiveness is that measures of subjective well-being may
exclude important aspects of utility. The converse concern is that
measures of subjective well-being include a lot of noise and are contam-
inated by confounding factors. Most research on this problem has
focused on global self-reports.

Normally, global judgments are only construed when asked.
Answering the question involves cognitive (memory and aggregation) and
communicative processes. At the level of cognitive processes, concerns
may arise that respondents may make little mental effort and instead rely
on easily accessible information. Experimental research shows that self-
reports can be influenced by the immediate context as well as by artificially
induced intra- and interpersonal comparisons and temporal mood states.
At the level of the communicative process, issues of norms, selfrepresenta-
tion, and social desirability become important (Schwarz and Strack 1999).

In order to assess the importance of these findings, it is useful
to integrate them into a measurement error framework. This allows
distinguishing two types of errors: white noise errors that are unrelated
to explanatory variables, and systematic errors that are correlated with
the explanatory variables. Mood variability and most context effects
fall in the first category. Conceptually, errors of this sort pose no prob-
lem. They entail no systematic bias as the idiosyncratic effects cancel
each other out. However, the random variation reduces the statistical
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fit. Therefore, the ratio of error variance to true variance has to be suffi-
ciently low to make statistical work productive.

Measurement errors that fall into the second category pose a
more serious problem. Two findings of the experimental research are of
particular interest. First, questions not related to well-being in the ques-
tionnaire, and the order of the questions can influence the reported
subjective well-being. For example, if the questionnaire includes ques-
tions referring to the living conditions to be evaluated, these ques-
tions may systematically bias the results, especially if the questions
precede the subjective well-being question. Second, answers deemed
to be socially desirable or serving self-representation purposes can
also systematically influence the results. Thus, problems of the second
category have important implications for the questionnaire design and
survey mode as well as for the choice of existing data.

There is still much room for improvement in the quality and the
understanding of measures on subjective well-being. One question is
whether people’s instantaneous level of happiness can be captured by
self-reported measures of well-being or whether there is a difference
between people’s hedonic experiences and their explicit reflective
appraisals of experiences in reported subjective well-being. Sometimes
people are fully engaged in challenging activities and experience great
pleasure (or “flow”). Because of the very nature of this situation, people
will not assess and report their well-being when in such a state and thus
set boundaries for the survey measurement of instant utility.

The shortcomings of subjective well-being measures today should
be taken seriously and research on their improvement is worthwhile.
However, when evaluating them, they should be compared with alter-
native limited concepts of measuring people’s level of welfare (see the
Stiglitz Report by the Commission on the Measurement of Economic
Performance and Social Progress 2009).

The Correlates of Subjective Well-Being

Provided that reported subjective well-being is a valid and empiri-
cally adequate measure for human well-being, it can be modeled in a
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microeconometric function Wi = o + BXj¢ + ¢jt. True well-being thus
serves as the latent variable. X = X1, Xy, . . ., X are known variables,
like sociodemographic and socioeconomic characteristics, or environ-
mental, social, institutional and economic conditions for individual i
at time t. The model allows for the analysis of each factor that is corre-
lated with reported subjective well-being separately. This approach
has been successfully applied in numerous studies on the correlates
of subjective well-being. Technically, multiple regression analyses
are conducted. As the dependent variable is measured on a ranking
scale, normally ordered logit or probit estimation techniques are
applied.

The estimates provide a substantial number of new and insightful
empirical findings (see the references in the introductory section). For
reasons of space, we only discuss results on the relationship between
happiness and income as well as unemployment in the following two
sections.

INCOME AND HAPPINESS: THE ROLE OF INCOME
ASPIRATIONS

People with higher income have more opportunities to attain what-
ever they desire: in particular, they can buy more material goods and
services. It is therefore often taken as self-evident that higher income
and consumption levels provide higher well-being. This conclusion also
follows from the concept of utility in economics, which is based on
a very simple psychological notion. Economics assumes that people
always know what is best for them and that they make decisions
accordingly. Moreover, it is assumed that people’s utility depends on
what they have in absolute terms. Research on subjective well-being
allows us to test this notion empirically.

Are People with High Income Happier?

The relationship between income and happiness at a particular point in
time and place (country) has been the subject of a large empirical litera-
ture. As arobust and general result, it has been found that richer people,
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on average, report higher subjective well-being (see Clark et al. 2008 for
a review). The relationship between income and subjective well-being,
both in simple regressions and when a large number of other factors
are controlled for in multiple regressions, proves to be statistically
(usually highly) significant. With regard to this specific evidence, the
standard economic view is confirmed in happiness research.

However, there is a second way to study the relationship between
income and happiness. This refers to the question whether an increase
in income over time raises reported subjective well-being. A striking
and curious relationship is observed. There is evidence that people in
industrialized countries are not becoming happier over time, despite
economic growth. This has first been observed and documented by
Easterlin (1974) (also see Blanchflower and Oswald 2004, and Easterlin
and Angelescu 2009). As the two findings on the relationship between
income and happiness cannot easily be aligned, they are often referred
to as the Easterlin Paradox.

The Easterlin Paradox provoked reactions in two directions.
One reaction was to challenge the empirical findings. Stevenson and
Wolfers (2008) dismiss the long-term evidence for Japan as a result of
changes in survey questions. Others document that there are Western
countries like Denmark, Germany, and Italy that experienced substan-
tial real per capita income growth as well as a (small) increase in
reported satisfaction with life in the 1970s and 1980s (Diener and Oishi
2000). Moreover, the relationships presented between income and
happiness over time are often not analyzed, ceteris paribus. However,
for the United States, a negative time trend is also found when indi-
vidual characteristics are controlled for (Blanchflower and Oswald
2004). At the current state of empirical data, it is difficult to reject any
hypothesis on statistical grounds with respect to whether no relation-
ship or a positive relationship between income and subjective well-
being over time is proposed.

Another position that can be taken is to accept that there is no
clear-cut trend, positive or negative, in self-reported subjective well-
being over periods of 20 to 30 years in rich countries. Instead, the
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results indicate that there is more to subjective well-being than just the
absolute level of income.

The Missing Variable: Income Aspirations

Happiness research in economics has explored different aspects of a
psychologically sounder concept of utility in order to shed light on the
paradoxical findings. Two processes are emphasized. First, one of the
most important processes people go through is that of adjusting to past
experiences. Human beings are unable and unwilling to make absolute
judgments. Rather, they are constantly drawing comparisons from the
past or from their expectations of the future. Thus, we notice and react
to deviations from reference levels.

Additional material goods and services initially provide extra
pleasure, but it is usually only transitory. Higher happiness with mate-
rial things wears off. Satisfaction depends on change and disappears
with continued consumption. This process, or mechanism, which
reduces the hedonic effects of a constant or repeated stimulus, is called
adaptation. And it is this process of hedonic adaptation that makes
people strive for ever higher aspirations.

Second, there are social comparisons with relevant others. It is
not the absolute level of income that matters most, but rather one’s
position relative to other individuals. Higher-income people also have
a higher relative income compared to others, and therefore a higher
status in society. Socially comparative or even competitive processes in
consumption complement processes of hedonic adaptation.

Many economists in the past have noted that individuals
compare themselves to significant others with respect to income or
consumption. Thorstein Veblen (1899) coined the notion of “conspicu-
ous consumption” that serves to impress others. The “relative income
hypothesis” has been formulated and econometrically tested by James
Duesenberry (1949), who posits an asymmetric structure of externali-
ties. People look upward when making comparisons. Wealthier people
impose a negative external effect on poorer people, but not vice versa.
As a result, savings rates depend on the percentile position in the
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income distribution, and not solely on the income level, as in a tradi-
tional savings function.

It is suggested that the two processes make people strive for ever
higher aspirations. Together, they can also explain why those with high
income at a given point in time report higher subjective well-being
than those with low income (social comparison effect) even though
there is no clear statistical relationship between income per capita and
average life satisfaction in industrialized countries over time (adapta-
tion effect).

There is now also direct empirical evidence for the important
role of income aspirations in individual welfare from two empirical
studies for Germany and Switzerland (Stutzer 2004; Stutzer and Frey
2004). This is made possible by using two data sets that both include
individual data on reported satisfaction with life, as well as income
evaluation measures as proxies for people’s aspiration levels.®

Higher-income aspirations reduce people’s satisfaction with life.
In Switzerland and the new German Ldnder, the negative effect of an
increase in the aspiration level on well-being is of a similar absolute
magnitude as the positive effect on well-being of an equal increase in
income. This suggests that subjective well-being depends largely on
the gap between income aspirations and actual income and not on
the income level as such. Thus, the higher the ratio between aspired
income and actual income, the less satisfied people are with their lives,
ceteris paribus. This supports the notion of a relative utility concept.

Both studies also explore the determinants of income aspirations.
The econometric results show that, consistent with processes of adap-
tation, income aspirations increase with personal income. However,
the effects of higher income on individual well-being at a fixed point
in time are not completely counterbalanced by higher aspirations.
In fact, for rich people, the relative gap between income aspirations
and actual income is smaller. This can explain the positive correlation
between income and reported subjective well-being. For the analysis
of relative income concerns in the Swiss data set, individuals’ aspira-
tions are merged with data on aggregate income in the community
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where people live. The results indicate that a higher average income
in the community increases people’s levels of aspiration. This effect
cannot be explained by a higher cost of living alone. It is shown that
the aspiration levels of community members who interact within their
community react much more to changes in average income than those
of members who do not interact.

What are the consequences of research on relative income? The
empirical basis is still relatively too small to be able to draw firm impli-
cations for economic theory and economic policy. Caution is required
because the implications might be far-reaching. Still, it might be worth-
while to consider household theory, in which people’s desires increase
according to what they get. In this framework, the marginal utility of
income would no longer be constant, as the utility function changes
with the income level. It would be interesting to study in greater depth
what implications income aspirations have, for instance, on redistribu-
tive taxation or on public policy in general.

UNEMPLOYMENT AND UNHAPPINESS

Traditionally, economists considered unemployment a social bad with
negative consequences for society. The economic policy proposals made
by Keynes and his followers were an effort to overcome this ill and
to establish full employment. The evaluation changed dramatically,
however, with the advent of new classical macroeconomics. This school
argues that unemployment is voluntary: those not working just refuse
to do so at the prevailing wage rate. An important reason the reserva-
tion wage is higher than the prevailing wage is that unemployment
benefits are too high. People prefer not to work and to cash in these
benefits. Happiness research in economics offers a new approach to
productively contribute to this debate about the individual and social
costs of unemployment.

Unemployment Reduces Subjective Well-Being

Unemployment reduces the individual well-being of those personally
affected. In their innovative work on Britain, Clark and Oswald (1994:
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655) summarize their results as follows: “Joblessness depresses well-
being more than any other single characteristic, including important
negative ones such as divorce and separation.” For Germany, based on
individual panel data, Winkelmann and Winkelmann (1998) find a nega-
tive effect of personal unemployment on life satisfaction that would
require a sevenfold increase in income to compensate. Importantly, in
these two analyses, indirect effects (like income losses) that may, but
need not, accompany personal unemployment are kept constant. Being
unemployed therefore has psychic costs over and above the potential
decrease in the material living standard.”

High unemployment rates also have non-negligible effects on
people who are not personally affected by unemployment. Based on
survey data from population samples from European Union member
countries between 1975 and 1992, Di Tella et al. (2003) show that aggre-
gate unemployment decreases average reported life satisfaction even if
personal unemployment is kept constant. The question that naturally
arises is why even people who are employed feel so much less satisfied
with their lives when unemployment rates increase.

Costs of High Unemployment for the Employed

The potential reasons that explain why workers’ well-being decreases
when unemployment rates increase can be divided into two broad
categories. First, a high rate of unemployment may have general nega-
tive effects on society that impact everybody in a region. Such reasons
include not only the direct effects of unemployment on crime and
public finances, but also the general increase in income inequality
within a society—an increase that may have the effect of triggering
workers’ empathy with the unemployed. Second, high unemployment
rates affect factors specific to people’s individual workplaces.

General effects of unemployment on society. Unemployment leads to
social problems that affect people in general. For example, higher unem-
ployment has been observed to increase crime. If higher crime rates are
reflected in lower reported well-being, this contributes to the statistical
relationship between unemployment rates and subjective well-being.
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People also care about the well-being of others and about inequal-
ity within a society. Schwarze and Hérpfer (2007) present evidence for
Germany that people of all income classes report lower life satisfaction
when regional income inequality increases. This may be due to inequal-
ity aversion or to empathy for the poor. Similarly, if economic shocks
increase unemployment, people may care about the fate of the people
who experience unemployment, reducing their own sense of well-being.

Effects of unemployment on economic security. High unemploy-
ment rates have effects on individuals’ contemporaneous and future
economic situations. In times of high unemployment, the pressure
on salaries increases, leading to lower average wages. Because income
correlates positively with people’s well-being, depressed salaries lead to
lower life satisfaction in times of high unemployment. Moreover, work-
ing conditions may become harsher in times of high unemployment.
In particular, actual working hours may rise in recessions as firms cut
costs and fear of redundancy and scarcity of alternative job opportu-
nities enable firms to force employees to work more hours than they
would prefer. This reduces people’s leisure time—sometimes without
financial compensation.

The aforementioned effects on salaries and working hours refer
to realized consequences. However, high unemployment also affects
anticipated economic distress; for instance, the probability that a
worker may himself experience a spell of unemployment in the future
increases. A large literature documents the importance of self-reported
job security on individuals’ well-being (see, for example, Green 2006).
Moreover, people may also expect salary decreases, reduced promotion
opportunities, and fewer possibilities to change jobs.

In an empirical study, Luechinger et al. (2010) isolate the latter
source of reduced individual welfare: the negative anticipatory feel-
ings of angst and stress due to economic insecurity. To distinguish
between general negative externalities of unemployment and changes
in economic risks to individuals, workers are studied in two sectors of
the economy that differ fundamentally in their exposure to economic
shocks: people working in the private sector and those working in the
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public sector. Public sector employees usually enjoy extended protection
from dismissal and work in organizations that very rarely go bankrupt.
Thus, for institutional reasons these workers face a reduced risk of losing
their jobs in comparison with workers in the private sector. The empiri-
cal analysis uses data from the German Socio-Economic Panel for West
Germany between 1984 and 2004. During this period, West Germany
experienced large differences and fluctuations in regional unemploy-
ment rates—from approximately 4 percent to almost 20 percent. These
fluctuations in the unemployment rate over a long period of time allow
the authors to identify any sectoral differences in workers’ sensitivity to
unemployment. Moreover, the panel aspect of the data allows control-
ling for individual heterogeneity. The general results show that people
working in the private sector are affected more strongly by general
economic shocks than are those working in the public sector, suggesting
that a substantial fraction of the psychic costs brought about by general
unemployment is due to increased economic insecurity.

In sum, research on happiness has identified two major aspects
that are largely neglected in standard economics. The first is that unem-
ployment is not simply an underutilization of resources and not simply
a decision between choosing to stay employed (at a low wage), and
becoming unemployed (with unemployment benefits). Rather, individ-
uals experience a loss in well-being when being unemployed beyond
the reduction in income involved. The second major difference to stan-
dard economics is that the utility losses experienced go beyond those
actually unemployed. People with a job are also negatively affected by
a higher unemployment rate, one important reason being increased
economic insecurity.

In future research, the various well-being costs of unemployment
should be systematically related to labor market institutions.

HAPPINESS RESEARCH CHALLENGES THE RATIONAL
CONSUMER HYPOTHESIS

Neoclassical economic theory relies on revealed behavior to evaluate
the utility generated by the option chosen in a particular decision.
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This procedure assumes that individuals are perfectly informed about
what brings how much utility and that they are perfectly capable of
maximizing it. These assumptions imply that people do not make any
systematic mistakes when making decisions. If they occurred, individu-
als would correct them in the long run by learning. Scitovsky (1976)
criticized this view as “unscientific” because “it seemed to rule out—as
a logical impossibility—any conflict between what man chooses to get
and what will best satisfy him” (4).

This section goes a step beyond standard neoclassical economics.
Two extensions of the traditional emphasis on ex ante evaluation and
observed decision are insightful. First, the standard economic concept
of decision utility can be complemented with the concept of subjec-
tive well-being indicating individual welfare judgments (similar to the
concept of experienced utility by Kahneman et al. 1997). This separation
of concepts makes it possible that orderings of experiences systemati-
cally diverge from orderings of options derived from observed behavior.
The second extension is closely related to the first, and emphasizes ex
post evaluations as a valuable source of information about the possibil-
ity of bounded rationality in people’s decision making. How do people
fare after they have made decisions? This is particularly relevant if
people have limited self-control.

Limited Self-Control and Individual Well-Being
In standard economics, people have no self-control problems. They
are able to make decisions according to their long-term preferences.
Viewed this way, consuming goods and pursuing activities that some
people consider addictive, or at least forming bad habits, such as smok-
ing cigarettes, taking cocaine or watching television are considered a
rational act. Contrary to this view, many people judge their own and
other people’s consumption behavior as irrational in the sense that
they think that they would be better off if they would consume less of
these goods and care more for their future well-being.

The revealed preference approach does not allow us to discrimi-
nate between the view of consumers as rational actors and consumers
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mispredicting utility or facing self-control problems. However, with
a proxy measure for individual welfare at hand, competing theories
can be discriminated that make the same predictions concerning
individual behavior, but differ in what they put forward as individ-
ual utility levels. This kind of test is a powerful tool in challenging
theories that proved resistant to a multitude of observed behavior
patterns.

The new approach is briefly illustrated for a specific issue,
namely television viewing. Other possible illustrations would be smok-
ing (Gruber and Mullainathan 2005) or obesity (Stutzer 2009; Oswald
and Powdthavee 2007). Television viewing is the most important
leisure time activity in modern societies. Revealed preference therefore
suggests that, for many people, TV consumption is an important source
of well-being. This assessment is in contrast to the mixed appraisal
of television viewing in society. Television has been called a “plug-in-
drug,” keeping people glued to the screen and impeding the enjoyment
of more valuable experiences. There is a strong popular notion that
people watch too much TV. People are prone to weakness of will when
faced with the temptation of its immediate benefits with low immedi-
ate costs. They watch more than they would like to watch, both ex ante
and ex post.

In principle, it is possible to study the claim of systematic errors
in television consumption, based on people’s own ex post evaluations.
The preferred test would be whether heavy TV viewers experience
reduced individual well-being because of their consumption choice.

In a recent study, the subjective well-being of heavy TV viewers
in 22 European countries in 2002-2003 is analyzed (Frey et al. 2007).
Controlling for many individual characteristics, it is found that the
more time people spend watching television, their reported satisfac-
tion with life was lower, ceteris paribus. The result of the econometric
analysis is consistent with the hypothesis that heavy TV viewers suffer
significant reductions in their utility because they are unable to fully
control their TV consumption.® However, the result could also reflect
that unhappy people spend more time watching TV.
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Does having a larger number of television channels available (that
is, a larger choice set) raise people’s subjective well-being? Such a corre-
lation would be expected by standard economic theory. The expansion
and diversification of media supply, due to VCR, cable, or satellite has,
in many countries, gone hand in hand with increased television view-
ing time (see the collected studies in Becker and Schoenbach 1989).
The longer time spent in front of the TV set is consistent with rational
consumers (they view the duration optimal for themselves), as well as
with TV viewers who are subject to a self-control problem. Preliminary
evidence for Israel reports that the introduction of cable television led
to a significant increase in the percentage of viewers agreeing to the
statements “I often watch television more than I intend to” (28 percent
before the introduction of cable TV and 41 percent one year after) and
“watching television is often a waste of time” (24 percent before the
introduction of cable TV and 36 percent afterward) (Weimann 1996).
The expanded choice set due to the technological change seems to have
led to an increase in the number of people watching more TV than
planned, or more than they think is good for them.

While more choice potentially raises individual welfare (if people
are able to rationally maximize utility, as is assumed in the traditional
economic framework), it is alternatively hypothesized that people with
severe self-control problems suffer a utility loss. The positive effect
from a potentially better match between TV programs and individual
preferences is more than offset by the loss of well-being resulting from
overconsumption.

In Benesch et al. (2006), the hypothesis is tested, based on recent
data from the European Social Survey and the World Values Survey. In
the first step, consumers who possibly have a self-control problem are
identified as those people with a large positive residual in a regression
equation explaining the amount of TV viewing according to individual
socio-demographic characteristics (referred to as “heavy viewers”). In
the second step, the effect of a larger number of television channels on
subjective well-being is estimated for heavy TV viewers in comparison
with moderate TV viewers. Based on more than 70,000 individual obser-
vations from 45 country samples, a statistically significantly negative
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interaction term between (residual) TV viewing and the number of TV
channels is found. In sum, a negative marginal effect of additional TV
channels on the well-being of heavy viewers is found. This is consistent
with the hypothesis of limited self-control for at least some consumers.

The Misprediction of Utility

Standard economics assumes people can successfully predict utility.
In contrast, in many careful experiments and surveys, psychologists
have actually studied whether people are successful in forecasting util-
ity they were about to experience (for reviews, see Loewenstein and
Schkade 1999; Wilson and Gilbert 2003; Kahneman and Thaler 2006).
While they find that people accurately predict whether an emotional
experience primarily elicits good or bad feelings, people often hold
incorrect intuitive theories about the determinants of happiness. For
instance, they overestimate the impact of specific life events on their
experienced well-being with regard to intensity, as well as with regard
to duration.

The standard economic model of consumer decisions is probably
appropriate for most goods and activities and for most situations. It
also applies when individuals make random prediction errors. There
are, however, situations in which people have to make a trade-off and
decide between different activities, goods, or options, which systemati-
cally differ in the extent to which their future utility can be correctly
predicted. If this is the case, systematic economic consequences emerge
(Frey and Stutzer 2008). There are options, or attributes of options, that
are more salient than others when making a decision, and are thus rela-
tively overvalued. If people choose options according to this evaluation,
their experienced utility is lower than what they expected and lower
than what they could have experienced if they would not have mispre-
dicted their utility. Moreover, they consume different goods with differ-
ent attributes and pursue different activities than in a situation where
no option in the choice set would have special salience.

Frey and Stutzer (2008) list four major sources for systematic
over- and undervaluation of choice options: 1) the underestimation of
adaptation, 2) distorted memory of past experiences, 3) the rationaliza-
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tion of decisions, and 4) false intuitive theories about the sources of
future utility.

The hypothesis that people systematically mispredict utility
when faced with some trade-offs links up to various strands of litera-
ture where similar phenomena have been identified.

The aspect of underestimated adaptation to new situations has
been neatly introduced in theoretical models of intertemporal decision-
making (Loewenstein et al. 2003). Based on their model of projection
bias, various phenomena can be modeled, like the misguided purchase
of durable goods or consumption profiles with too much consumption
early on in life. Misprediction of utility thus provides an alternative
to seemingly irrational saving behavior that is usually addressed in a
framework of self-control problems.

It has been argued that the “work-life balance” of individuals
today is distorted. People are induced to work too much and to disre-
gard other aspects of life. This proposition has been forcefully put
forward for the United States, where individuals are said to be “over-
worked” (Schor 1991). This is consistent with misprediction of utility,
whereby it is argued that people overvalue income relative to leisure.

Competing for status involves negative externalities and there-
fore too much effort is invested in gaining status and acquiring “posi-
tional goods” (Frank 1999). Misprediction of utility magnifies the
distortions of competing for status in consumption if utility from
consumption is overvalued.

Mispredicting utility might also explain people’s behavior in
court. It has been empirically shown (Tyler et al. 1999) that, when it
comes to making decisions, individuals tend to prefer institutions
promising favorable outcomes. But ex post they state that they would
have preferred an institution putting more emphasis on (just) proce-
dures. This finding suggests that people tend to overvalue outcome
relative to procedural utility.

Finally, a study on people’s decisions to commute for a longer or a
shorter time (Stutzer and Frey 2008) can be understood as an empirical
test of the misprediction of utility. The commuting decision involves
the trade-off between the salary or the quality of housing on the one
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hand and commuting time on the other hand. Rational utility maxi-
mizers commute only when they are compensated. However, when
people overestimate utility from goods serving extrinsic wants, they
are expected to opt for too much commuting and to suffer lower util-
ity. In a large panel data set for Germany, it is found that commuting is
not fully compensated, and that, on average, people who commute 22
minutes each way (sample mean) would need an additional 35 percent
of their monthly labor income to be as satisfied with their lives as
people who do not commute.

In future research, the tension that people face when they have
to trade off material and nonmaterial or social goods and activities
might be further explored. Misprediction of utility might be more
likely across these two categories of options. When people make trade-
offs, material factors get more attention and are overvalued due to the
neglect of adaptation, rationalization, and memory biases. This would
imply consequences with regard to behavior (material goods are over-
consumed) and with regard to individual well-being (people are less
well off than they would be without mispredicting utility).

THE USE OF HAPPINESS RESEARCH FOR PUBLIC POLICY
As we noted earlier, following a constitutional point of view, there are
two levels at which policy decisions are taken: in the current politico-
economic process within given rules, and at the constitutional level,
where the rules of the game as such are determined. We briefly inquire
how the insights gained from happiness research affect public policy at
the two levels.

Happiness Research for the Current Politico-Economic Process

One of the major contributions of happiness research directly relevant
for public policy refers to the new instruments that enable individuals’
preferences and individuals’ welfare to be captured. As a consequence,
insights of happiness research increase political competition in the
current politico-economic process. There is a demand for happiness
research by politicians, public officials, and representatives of special
interest groups as they hope to strengthen their position in the compe-
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tition for votes or in bargaining for government policies. A case in point
is information about the value of public goods and public “bads.” There
are also hopes that a complementary indicator of aggregate happiness
might guide policymaking more toward citizens’ preferences than indi-
cators of aggregate national income alone. In the following, we discuss
happiness research in these two areas.

Valuation of Public Goods

The provision of public goods is a central function of government
agencies. More and more often, government agencies are required to
provide cost-benefit analyses to back their proposals for government
programs. However, the benefits derived from public goods are inher-
ently difficult to measure because they are not exchanged on markets.
In reaction to the demand by public agencies and private actors, a wide
variety of different approaches for the measurement of preferences for
public goods have been developed. So far, broadly two kinds of valua-
tion methods are applied:

» Stated preference methods. Individuals are directly asked to value the
public good in question. The most prevalent method is contingent
valuation.

» Revealed preference methods. The behavior of individuals and the
complementary and substitutive relationships between public and
various marketed goods are used to infer the value attributed to
public goods from market transactions in private goods. Examples
are the hedonic market approach, the travel cost approach, and
the averting or mitigating behavior method, to name only the most
prominent.

Within happiness research, another promising method is emerg-
ing. It is called the “Life Satisfaction Approach” (LSA). A review of this
approach is provided in Frey et al. (2010). With reported subjective well-
being as a proxy measure for individual welfare, public goods can be
directly evaluated in utility terms. The marginal utility of public goods
or the disutility of public bads is estimated by correlating the amount
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of public goods or public bads with individuals’ reported subjective
well-being. By measuring the marginal utility of a public good or the
marginal disutility of a public bad, as well as the marginal utility of
income, the trade-off ratio between income and the public good can be
calculated.

This approach avoids some of the major difficulties inherent in
both the stated preference and the revealed preference methods. For
instance, the contingent valuation method often faces the problem of
the hypothetical nature of the questions asked and the unfamiliarity
of the task. Moreover, one cannot exclude the failure of respondents to
consider the effect of their budget constraints and substitutes. Symbolic
valuation in the form of attitude expression and superficial answers
is likely to result. Similarly, the problem of strategic behavior can be
addressed only to a limited extent. The LSA is not affected by either of
these problems. It does not rely on respondents’ ability to consider all
relevant consequences of a change in the provision of a public good.
It suffices if respondents state their own life satisfaction with some
degree of precision. Moreover, there is no reason to expect strategic
answering behavior.

The LSA has, for example, been used to value air pollution
(Luechinger 2009, Welsch 2006), airport noise nuisance (van Praag
and Baarsma 2005), terrorism (Frey et al. 2009), droughts (Carroll et al.
2009), and flood hazards (Luechinger and Raschky 2009). Recent stud-
ies applying the LSA have already reached a high standard, and the
preconditions for its application are better understood and formulated.
What so far was an academically driven development of a new method
may soon become an empirical tool that is in demand in the political
process.

Aggregate Happiness Indicators as Complements to GNP

Aggregate happiness indicators are increasingly accepted as comple-
ments to the long-established measures of national income, thus follow-
ing the lead of the social indicators approach and of the capabilities
approach (for example, Sen 1999). The United Kingdom and Australia
are among other countries committed to producing national measures
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of well-being. Recently, a specific module was added to the European
Social Survey to generate comparative information on a wide range of
aspects of individual well-being (Huppert et al. 2009).

Aggregate happiness indicators have several interesting quali-
ties in comparison to traditional measures of economic activity. First,
measures of happiness include nonmaterial aspects of human well-being,
such as the influence of social relations, autonomy, and self-deter-
mination. These are excluded, or most insufficiently included, in the
traditional national accounts. Second, measures of happiness consider
outcome aspects of components already included in GNP through input
measures. This holds in particular with respect to the vast area of
government activity (measured in GNP by the costs of material and
of labor). Third, measures of happiness look at subjectively evaluated
outcomes in line with the basic methodological approach of econom-
ics. In contrast, the capabilities approach and the Human Development
Index compiled by the United Nations look at objectively observable
functionings (Sen 1999).

In sum, aggregate happiness indicators provide new and comple-
mentary information about preference satisfaction. This information
may become a relevant input in the political discourse. So far, robust
effects of unemployment and inflation on the popularity and reelection
support of governments have been documented. This research is based
on the idea that voters hold governments responsible for the state of
the economy and thereby also fuel political competition, providing
incentives to governments for a sound economic policy. An aggregate
happiness indicator might intensify this competition as politicians
get incentives to justify their actions in terms of a broader and better
indicator of individual welfare. It is also useful in strengthening the
competition between political units and political parties. This brings
the outcome of the current politico-economic process closer to citizens’
preferences. However, not too much should be expected. Aggregate
happiness indicators are relatively cheap to assemble. While this allows
replicating surveys that seem rigged, it also allows parties to easily
come up with yet another measure serving their interest but confusing
voters.
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Happiness Research for the Constitutional Level of Policy

Happiness research can also provide valuable insights at the constitu-
tional level of public policy. However, this requires choosing research
questions that relate institutions to reported subjective well-being
in a comparative manner. This provides the public with access to
information about the institutions that might best allow them to
pursue their idea of the good life. Some insights have already been
produced, which can be brought into the political discussion process.
They include such policy issues as the role of direct democratic deci-
sion making in citizens’ well-being (Frey and Stutzer 2000), the effect
of mandatory retirement and mandatory schooling on happiness
(Charles 2004; Oreopoulos 2007), the consequences of social work
norms and birth control rights on women’s well-being (Lalive and
Stutzer 2010; Pezzini 2005) or the relationship between working-time
regulation and people’s subjective well-being (Alesina et al. 2005). We
believe that happiness research has so far only skimmed the surface
of what promises to become a challenging area of comparative insti-
tutional research.

CONCLUDING REMARKS
This review has presented only a selection of possible applications and
recent advances in the economic study of individual happiness. Many
more have been undertaken. No attempt has been made to be compre-
hensive. Rather, the intention is to convey to the reader that happiness
research, by offering a proxy measure for individual welfare, opens
new ways of tackling old questions, and also opens new possibilities
to address issues, which so far have been difficult, or even impossible,
to address empirically. The examples provided cover several fields of
study, ranging from income aspirations and unemployment to limited
willpower and utility misprediction, suggesting that the new approach
may be useful for many different issues in economic research.
Moreover, economic happiness research can make substantial
contributions to a public policy designed to raise individual welfare. At
the level of current policy decisions within given rules of the game, the
improved measurement of subjective well-being strengthens political
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competition by allowing decision makers to better evaluate the bene-
fits provided by public goods and to compare various measures assess-
ing the state of society.

At the constitutional level, our vision for the use of happiness
research in public policy rests on the fundamental presumption that
the quality of the political process is key to people’s happiness and
that the legitimacy of political action finally rests on the voluntary
agreements of the citizens involved. The sovereignty of individuals
should not be reduced to their self-reports of well-being. Accordingly,
the results gained from happiness research should be taken as inputs
into the political process. These inputs still have to prove themselves
in political competition and in the discourse among citizens, as well
as between citizens and politicians. This vision differs fundamentally
from an approach emphasizing the maximization of a social welfare
function. Individuals should become better able to advance what consti-
tutes their idea of the good life, both individually and collectively.

There are many open issues for positive analyses in economic
research on subjective well-being. However, we are convinced that
future insights will not only stimulate an old philosophical and
profound human debate about individual happiness but help to
expand it.

NOTES

1. For useful histories of how philosophers have dealt with the topic of
happiness, see, for example, McMahon (2006) and Bruni (2006).

2. Even earlier, Bernard van Praag and his group in Leyden (1968) devel-
oped the concept of individual welfare functions. They can be consid-
ered a related concept based on reported subjective evaluations.

3. There is, of course, the fundamental issue of whether happiness is
the ultimate goal to be pursued. Other valid goals, for instance, may
be loyalty, responsibility, self-esteem, freedom, or personal develop-
ment.

4. Introductions to the literature in “behavioral economics” or “econom-
ics and psychology” are provided by Camerer et al. (2003), Frey and
Stutzer (2007), and Rabin (1998).
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An excellent account of the ambiguities of welfare in the context of
economics and hedonic psychology is provided in Kelman (2005).

People are asked, for example, “Please try to indicate what you
consider to be an appropriate amount for each of the following cases.
Under my/our conditions, I would call a net household income per

[month] of: about very bad [. . .| about very good. Please

enter an answer on each line [.. .]” (van Praag 1993).

For references and a discussion of psychological and social factors
determining the drop in life satisfaction of people who become
unemployed, see Frey and Stutzer (2002a: 95-109). The specific effect
of social work norms on unemployed people’s subjective well-being
is studied empirically in Clark (2003) and Stutzer and Lalive (2004).
Half of the correlation between TV consumption and life satisfaction
can be attributed to heavy TV viewers having lower financial satisfac-
tion, attributing more importance to being rich, feeling less secure,
trusting other people less, and thinking that they are involved less in
social activities than their peers. While these correlations are sugges-
tive, it has to be kept in mind that other factors could be driving
differences in the different attitudes, as well as in TV viewing. Related
evidence is also reported in Bruni and Stanca (2006).
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