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HAPPINESS: A NEW

APPROACH IN ECONOMICS

BRUNO S. FREY* AND

ALOIS STUTZER**

A remarkable new development

Economics has substantially changed over the last
few years. There is a noteworthy development
underway. The Economics of Happiness provides an
innovative theoretical and empirical analysis of indi-
vidual well-being.1 Based on these insights econom-
ics is likely to change considerably in the future.

Standard economics is being transformed in three
respects:

(1) Happiness and life satisfaction are measurable,
which allows us to proxy the concepts of utility or
individual welfare in a satisfactory way.What was
considered a revolution in the 1930s, when Sir
John Hicks, Lord Lionel Robbins and others
claimed that utility cannot and need not be mea-
sured, has been reversed.
Measuring happiness has allowed us to extend
economic theory into various new areas. For in-
stance, it is now possible to identify biases in deci-
sion-making. Standard economic theory based on
the concept of “revealed preference” equates the
utility expected when deciding between consump-
tion bundles with the utility actually experienced
when consuming them. Happiness research shows
that individuals make biased decisions when
choosing between alternatives. As a consequence

of these biases in judgment, they find themselves
less satisfied with life than they could be accord-
ing to their own evaluation (see, e.g., Kahneman
and Thaler 2006; Stutzer and Frey 2007).

(2) The economic analysis of subjective well-being
teaches us how human beings value goods and ser-
vices, as well as how they value social conditions.
The effects of income, unemployment and other
economic, social and genetic factors on well-being
are empirically identified. The new insights in-
clude non-material values such as the value of au-
tonomy and social relations with friends and fam-
ily. Economic activity is seen as contributing to hu-
man happiness. This does not exclude that other
goals such as loyalty, responsibility, self-esteem,
freedom or personal development also matter.

(3) Economic happiness research is relevant at two
levels of policy, at the constitutional level where
the rules of the game are determined and at the
post-constitutional level where political deci-
sions are taken within these rules. Happiness re-
search shows that democracy and federalism are
fundamental institutions that raise people’s life
satisfaction. In the current politico-economic pro-
cess, the life satisfaction approach makes it possi-
ble to capture individuals’ preferences and indi-
viduals’ welfare for public goods in a novel way.
Aggregate happiness indicators may also become
a relevant input in the post-constitutional political
discourse.

A short introduction to the economic analysis of
happiness

Happiness research in economics takes reported
subjective well-being as a proxy measure for individ-
ual welfare. “Subjective well-being” is used in psy-
chology for an individual’s evaluation of the extent
to which he or she experiences positive and negative
affect, happiness or satisfaction with life.2 The eco-
nomic study of individual happiness is based on re-
cognizing that everyone has his or her own ideas
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about happiness and the good life, and that revealed
behavior is an incomplete indicator of individual
well-being. Individuals’ welfare can nevertheless be
captured and analyzed: individuals can be asked how
satisfied they are with their lives. They are assumed
to be good judges of the overall quality of their lives.

The measures of subjective well-being, happiness and
life satisfaction are elicited with (a) global self-reports
in surveys, (b) the Experience Sampling Method,
which collects information on individuals’ actual ex-
periences in real time in their natural environments,
and (c) 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
Stone et al. 1999; Kahneman et al. 2004). In recent
research, neurophysiological correlates of subjective
well-being have been found with electro-encephalog-
raphy and neuroimaging techniques (Urry et al. 2004).

Reported subjective well-being W can be modeled in
a microeconometric function Wit = α + βXit + εit.
Thereby, true well-being serves as the latent variable.
X = x1, x2, ..., xn are known variables, like socio-
demographic and socio-economic characteristics, or
environmental, social, institutional and economic
conditions for individual i at time t. Each factor that
is correlated with reported subjective well-being can
be identified separately. This approach has been suc-
cessfully applied in numerous studies on the corre-
lates of subjective well-being.

The relationship of income to happiness

Individuals with higher income can buy more materi-
al goods and services. It is therefore often taken as
self-evident that higher income and consumption lev-
els provide higher well-being. Research on subjective
well-being allows us to test this notion empirically.

The analysis of the relationship between income and
happiness at a particular point in time and place
(country) has found that richer people, 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 con-
trolled for in multiple regressions, proves to be sta-
tistically (usually highly) significant.

Another question is whether an increase in income
over time raises reported subjective well-being. A

striking relationship is observed. There is evidence
that people in industrialized countries are not
becoming happier over time, despite economic
growth. This was first observed and documented by
Easterlin (1974). The Easterlin Paradox provoked
reactions in two directions. One reaction was to chal-
lenge the empirical findings. Stevenson and Wolfers
(2008), e.g., dismiss the long-term evidence for Japan
as a result of changes in survey questions. Others
document that there are Western countries like Den-
mark, 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 80s (Diener and Oishi 2000). However, for the
United States, a negative time trend is also found
when individual characteristics are controlled for
(Blanchflower and Oswald 2004). Another position
that can be taken is to accept that there is no clear
cut trend, positive or negative, in self-reported sub-
jective well-being over periods of twenty to thirty
years in rich countries. Instead, the results indicate
that there is more to subjective well-being than just
the absolute level of income.

Happiness research in economics has explored two
processes so far disregarded in the discipline.

(1) Additional material goods and services initially
provide extra pleasure, but it is usually only tran-
sitory. Higher happiness with material things
wears off. Satisfaction depends on change and
disappears with continued consumption. This
process, or mechanism, that reduces the hedonic
effects of a constant or repeated stimulus, is
called hedonic adaptation.

(2) Social comparisons with relevant others matter.3

People compare their position relative to other
individuals. Higher income people also have a
higher relative income and consumption com-
pared to others, and therefore a higher status in
society.

The two processes suggest that people adopt ever
higher aspirations. This can explain why individuals
with high income at a given point in time report
higher subjective well-being than those with low
income (social comparison effect) while there is no
clear statistical relationship between income per
capita and average life satisfaction in industrialized
countries over time (adaptation effect).
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cant others with respect to income or consumption.
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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 and Frey 2004, Stutzer 2004).
This was 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. It is found that
higher income aspirations reduce people’s satisfac-
tion with life. In Switzerland and the New German
Laender, 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. The higher the ratio be-
tween aspired income and actual income, the less sat-
isfied people are with their life, ceteris paribus. This
supports the notion of a relative utility concept.

The relationship between unemployment and
unhappiness

The new classical macroeconomics argues that un-
employment is voluntary: those not working just
refuse to do so at the prevailing wage rate. An im-
portant reason why the reservation wage is higher
than the prevailing wage is that unemployment ben-
efits are too high. People prefer not to work and to
cash in these benefits. Happiness research in eco-
nomics offers a new approach to contribute produc-
tively to this debate about the individual and social
costs of unemployment.

Unemployment first of all reduces the individual
well-being of those personally affected. In their inno-
vative work for Britain, Clark and Oswald (1994, p.
655) summarize their results as follows: “Joblessness
depresses well-being more than any other single char-
acteristic including important negative ones such as
divorce and separation.” For Germany, based on indi-
vidual panel data, Winkelmann and Winkelmann
(1998) find a negative effect of personal unemploy-
ment on life satisfaction that would require a seven-
fold increase in income to compensate. Importantly, in
these two analyses, indirect effects (like income loss-
es) that may, but need not, accompany personal
unemployment are kept constant. Being unemployed
therefore has psychic costs over and above the poten-
tial decrease in the material living standard.4

High unemployment rates also have non-negligible
effects on people who are not personally affected by
unemployment. Based on survey data from popula-
tion samples from European Union member coun-
tries between 1975 and 1992, Di Tella et al. (2003)
show that aggregate unemployment decreases aver-
age reported life satisfaction. The potential reasons
include direct effects of unemployment on crime and
public finances, but also workplace specific aspects
like changes in working hours and salaries. More-
over, high unemployment also affects anticipated eco-
nomic distress, as, for instance, the probability that a
worker may himself experience a spell of unemploy-
ment in the future increases. A large literature docu-
ments the importance of self-reported job security on
individuals’ well-being (see, e.g., Green 2006).

In an empirical study, Luechinger et al. (2010) isolate
the latter source of reduced individual welfare: the
negative anticipatory feelings of angst and stress due
to economic insecurity. In order to distinguish be-
tween general negative externalities of unemploy-
ment and changes in economic risks to individuals,
workers are studied in two sectors of the economy
that differ fundamentally in their exposure to eco-
nomic shocks – people working in the private sector
and those working in the public sector. Public sector
employees usually enjoy extended protection from
dismissal and work in organizations that rarely go
bankrupt. Thus, for institutional reasons these work-
ers face a reduced risk of losing their jobs in com-
parison with workers in the private sector. In their
study for Germany, they find that people working in
the private sector are affected more strongly by gen-
eral economic shocks than are those working in the
public sector suggesting that a substantial fraction of
the psychic costs brought about by general unem-
ployment is due to increased economic insecurity.

The discussion reveals that research on happiness
has identified two major aspects that are largely neg-
lected in standard economics. (1) Unemployment 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 un-
employment benefits). Individuals experience a loss
in psychic well-being when being unemployed be-
yond the reduction in income involved. (2) The utili-
ty losses experienced go beyond those who are actu-
ally unemployed. Individuals with a job are also neg-
atively affected by a higher unemployment rate, an
important reason being that they experience a rise in
economic insecurity.

4 For references and a discussion of psychological and social factors
determining the drop in life satisfaction of people who become unem-
ployed, 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).



The Life Satisfaction Approach

One of the major contributions of happiness re-
search directly relevant for public policy refers to the
new instruments that enable individuals’ preferences
and individuals’ welfare to be captured. As a conse-
quence, insights of happiness research increase polit-
ical 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 competition for votes or in bar-
gaining for government policies. A case in point is
information about the value of public goods and
public bads for cost-benefit analyses.

Within happiness research, a promising complemen-
tary method is emerging that avoids some of the
major difficulties inherent in previous approaches.5

It is called the Life Satisfaction Approach (LSA; for
a review, see Frey et al. 2010). With reported subjec-
tive 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 correlat-
ing the amount of public goods or public bads with
individuals’ reported subjective well-being. By mea-
suring the marginal utility of a public good or the
marginal disutility of a public bad, as well as the mar-
ginal utility of income, the tradeoff ratio between
income and the public good can be calculated.6

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

Concluding remarks

Only a selection of possible applications and recent
advances in the economic study of individual happi-

ness can be presented here. Many more have been
undertaken. No attempt has been made to be com-
prehensive. Rather, the intention is to convey to the
reader that happiness research opens new ways of
tackling old questions and makes it possible to inves-
tigate issues in innovative ways that have so far 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. This
suggests that the new approach is likely to be useful
for many different issues in economic research.
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CUTTING THROUGH THE

CLUTTER: SEARCHING FOR

AN OVER-ARCHING

MEASURE OF WELL-BEING

JON HALL*,

CHRISTOPHER BARRINGTON-LEIGH**

AND JOHN HELLIWELL**

Introduction

We take as our departure point the now well-re-
hearsed ideas that:

1) Societies place too much emphasis on Gross
Domestic Product (GDP) as though it were a me-
tric of well-being, and

2) Decision-makers would do better by paying
attention to more direct measures of well-being,
using GDP in its place as a macroeconomic plan-
ning tool.

It is, of course, one thing to recognize that a change in
behavior is required, and another to bring about the
change. Indeed, the idea of demoting GDP is not
new. In 1968 Senator Robert Kennedy warned elo-
quently about the problems of using Gross National
Product (GNP) as a yardstick for America’s pro-
gress, concluding that the GNP “measures every-
thing, in short, except that which
makes life worthwhile”. And yet,
more than 40 years later, the
2009 report of the Sen-Stiglitz-
Fitoussi Commission shows that
concerns remain. Although the
limitations of GDP as a measure
of well-being are well known, no

serious challenger has yet emerged to supplement or
supplant it. The public and politicians, through the
media, are bombarded with economic data daily,
from the latest stock exchange figures to currency
exchange rates and most, if not all, societies seem a
long way away from having a public debate that is
framed in terms of increasing well-being. Narrow
economic outcomes remain paramount in most
domestic and international assessments of national
success. But why is that? And what role can mea-
sures of subjective well-being play in the push to go
beyond GDP? 

What is well-being?

Before you can search for better measures of well-
being, you need to know what it looks like. While
most people would agree that well-being is multidi-
mensional there are many views on what those di-
mensions are and how they should be labeled. The
OECD has suggested that “progress” comprises in-
creases in both human and ecosystem well-being
(Hall, Giovannini, Morrone and Ranuzzi 2010). The
former includes health, knowledge and understand-
ing, work, material well-being, freedom and self-de-
termination and interpersonal relationships, as well
as those institutions and conditions of life that sup-
port human well-being (namely the economy, gover-
nance and democracy, and culture). Measuring eco-
system well-being requires measuring the state of
biodiversity and its environments (land, freshwater,
seas and the atmosphere) (Figure).
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Well-being, therefore, covers a wide range of dimen-
sions. It follows that any measure or set of measures
that seeks to replace GDP should ideally relate to all
of the above, otherwise it risks portraying too nar-
row a view of the things that matter, one of the criti-
cisms leveled at GDP in the first place.

The political economy of information reform

It is not so difficult to be convinced of the intellectu-
al case for measuring what matters and focusing on
well-being rather than output. And it is technically
possible to measure many of the dimensions of well-
being outlined above: when taken together, such a
set of measures ought to provide a better picture of
national overall well-being than that offered by
GDP. But it is a much more difficult proposition to
change the paradigm in which people debate nation-
al well-being. GDP remains the dominant way in
which a nation’s progress is measured and under-
stood (OECD 2009). There are doubtless several
reasons for GDP’s continued dominance, but one
reason for its popularity is that it is just one number.
It is much easier to interpret changes in GDP (with
an increase seen as good and a decrease as bad), or
to rank countries according to their level, than to
summarize changes in a multitude of separate indi-
cators that might be moving in different directions.

Some proponents of change seek to replace GDP by
a set of measures, but GDP has outlived the – now
largely defunct – “social indicators movement” of the
1980s and also appears to have survived the faltering
sustainable development indicators movement of the
1990s. In both cases the plurality of approaches and
the number of different, and often conflicting, indica-
tors, appear to have been important factors in their
failure to take central places in discussions of nation-
al policies and priorities. So, while assessing well-be-
ing with a set of measures might seem attractive, since
it offers many groups the chance to see that their spe-
cial interests are supposedly being taken into account,
it lacks the power to convince. It seems too compli-
cated an approach to capture the hearts and minds of
the vast majority of people. Perhaps a single number
would provide a more effective focus for public atten-
tion. What might serve that purpose?

The most widely known alternative to the set of indi-
cators approach is the composite indicator, which
aggregates the various dimensions of well-being into
a single number. Better-known approaches include

the UNDP’s Human Development Index and the
Genuine Progress Indicator (Cobb, Halstead and
Rowe 1995). But composite indicators remain open
to criticism because they must use arbitrary weight-
ing to combine the component indicators which will
usually be measured in different units – life expec-
tancy (in years), income (in purchasing power), in-
equality, air pollution (in particles per volume of air),
etc. Combining these units poses a fundamental me-
thodological (and ethical) problem – namely, that
any composite indicator is based on some judgment
regarding the relative weights to be applied to the
components. “Is a one-year increase in average life
expectancy to be weighted more heavily than, less
heavily than or equally with a 5 percent decrease in
greenhouse gas emissions?” (Hall 2005). There is a
danger that political discussion will focus more on
the choice of weights than on the overall indicator,
thereby generating more heat than light in the at-
tempt to take the focus away from GDP. They also
run the risk of oversimplifying a complex system and
sending misleading signals.

But is there a single measure of well-being?

In summary, therefore, it seems that GDP will re-
main the dominant measure of progress until a single
alternative indicator emerges. To be effective, this sin-
gle indicator should embrace a much broader notion
of well-being than does any measure of economic
activity. To be accepted it should not be a composite
indicator. But is there a way to summarize well-being
in one number, without requiring an arbitrary weight-
ing of component indicators? We would argue, fol-
lowing Aristotle’s suggestion, that the strongest can-
didate is some overarching measure of how we feel
about our lives. It is a single number that can be col-
lected directly through surveys without arbitrary
weighting. But it is summary: it depends – to greater
or lesser degrees – on all of the other elements in the
OECD’s framework for well-being (Hall et al. 2010).

Subjective well-being as a measure of individual
and societal well-being

When in doubt about how people feel about their
government, ask them to vote and thereby choose
among the alternatives on offer. When in doubt
about how satisfied people are with their lives, why
not ask them to assess their life satisfaction, on a
scale of 0 to 10? Perhaps because it sounds so simple



and even naive, the possibility of using survey-based
measures of subjective well-being (SWB) has only
recently started to gain traction in policy-making
departments and official statistical offices. The
increasing support for official collection of measures
of SWB has probably had four sources:

1. Recognition that conventional measures of in-
come are insufficient indicators of human and so-
cial progress (as argued above, and in Stiglitz, Sen
and Fitoussi 2009).

2. Recognition that although data can be collected
on a wide variety of other social indicators, there
is no natural way to combine them into an overall
indicator of well-being.

3. Accumulating evidence for the validity and relia-
bility of SWB data, based primarily on the congru-
ence of the responses to different questions, and
the apparent ease with which the data can be
explained by life circumstances widely agreed to be
important supports for the quality of life (Diener,
Lucas, Schimmack and Helliwell 2009, 67–94).

4. Evidence from prospective studies showing that
current levels of SWB are both responsive to cur-
rent circumstances and predictive of important
future consequences. Importantly, this evidence
comes from both the top and the bottom of the
range of SWB. At the top end, those who use more
positive expressions are likely to have longer and
healthier subsequent lives, even under comparable
life circumstances1 than others. At the other end of
the scale, a large prospective study in Denmark
(Koivumaa-Honkanen, Hokanen, Viinamäki, Heik-
kilä, Caprio and Koskenvuo 2001) found that men
with the highest degree of dissatisfaction with life
had average suicide rates over the first ten years of
the follow-up period 25 times higher than those of
men who were satisfied with their lives.

Benefits of using life satisfaction as an overarching
measure of well-being

First and foremost, measures of life satisfaction pro-
vide in one number an individually-based assess-
ment that speaks directly to the respondent’s quality
of life. They can be aggregated and averaged in any
number of ways to measure the average quality of
life in different communities, nations and socio-eco-
nomic groups, and to keep track of changes through

time, both for individuals and for groups. Measures
of GDP, by contrast, typically are not available at
community or any other sub-national scales. More-
over, measures of life satisfaction resonate with the
public far more than abstract concepts like GDP.
Jigmi Y. Thinley, now Prime Minister of Bhutan, put
this well when describing why his nation uses subjec-
tive well-being rather than economic activity as the
paradigm for development: “The most common goal
that every Bhutanese seeks in life is happiness”
(Thinley 2007). The public’s interest in these mea-
sures in turn can provoke a rich facts-based debate
across society about the things that matter. Changes
in average well-being, or large differences between
population subgroups, would trigger debate. This de-
bate would inevitably look for answers by analyzing
the raft of economic, social and environmental infor-
mation that influences overall well-being. And a
richer debate makes for a healthier democracy.

Second, measures of life satisfaction enrich the infor-
mation from social indicators and economic circum-
stances by enabling the direct estimation of weights
reflecting the relative values that individuals, whe-
ther on average or in specific demographic groups,
communities or nations, implicitly place on different
aspects of life.

Measures of life satisfaction thus meet the three
gold-standard conditions: They are equally applica-
ble at different levels of aggregation, whether com-
munities, regions or nations; they can be monitored
as frequently as needed, and they provide the means
for explaining how economic, social and institutional
conditions combine to make lives better or worse.

These advantages amplify each other, as data indi-
cating some overall change in well-being can be used
in disaggregated form, and even in experimental
contexts, to understand why some lives are happier
than others and to improve the analysis of the costs
and benefits of different policies intended to make
lives better.

The role of multiple measures of subjective well-
being

Although life evaluations have been shown to con-
tain much that is useful and even predictive, they are,
like most indicators, sensitive to how and when they
are measured and can shift with circumstances as
temporary as today’s weather. Life evaluations, like
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GDP, can be measured in different ways, and there
are good grounds for collecting and comparing dif-
ferent measures on an occasional and even a regular
basis. There are three main ways of measuring GDP
– via expenditures, incomes and value-added. Most
systems of national accounts employ at least the in-
come and expenditure approaches, and then use a
variety of methods to decide how to allocate or in-
terpret the inevitable discrepancies.

Similarly, there is some evidence that combining dif-
ferent life assessments from the same individual can
provide a more robust indicator, one that can be
slightly more accurately explained by underlying life
circumstances (Helliwell and Barrington-Leigh  2010,
Table 10.1). Similarly, it has been shown that life eval-
uations, measures of positive affect (positive emo-
tions) and negative affect are separable measures of
subjective well-being, all interesting and useful in
their own ways (Diener et al. 2009, 11–20). Our case
for choosing life evaluations as the primary candi-
date for an overarching role is that they are much
more reflective (than are measures of positive and
negative affect) of the overall circumstances of life
that are – and ought to be – the principal focus of pub-
lic policy (Diener, Helliwell and Kahneman 2010,
chapters 1 and 10).

Even an overarching measure of well-being is not a
complete measure of progress

One current limitation on the effective use of sub-
jective well-being data to sufficiently measure pro-
gress is that there is still only limited understand-
ing of the time scale reflected in life evaluations.
There is little yet known about the extent to which
one’s life expectancy plays into satisfaction, nor
how much such reports reflect the quality of life
that one may expect for oneself or for future gen-
erations. Thus, one way or another, the far future
may not be adequately represented in life satisfac-
tion reports.

Modern attempts at formulating a more farsighted
measure of progress than GDP typically incorpo-
rate the health of natural resources and ecological
systems as indicators of long-term prospects for
future well-being. However, when compared with
macroeconomic models of GDP, the theory relating
the flow of current experienced well-being to the set
of stocks which will sustain future well-being may be
even less firm.

The ties between current human well-being and the
long-term material stocks and services of natural sys-
tems are too complex to know with confidence. Long-
standing and unresolved debates in the macroeco-
nomics of growth and in ecological economics are evi-
dence that top-level indicators should not attempt to
combine or conflate current human well-being or cur-
rent flows of benefits with indicators of natural sys-
tems and their long-term sustainability. Instead, mea-
sures of both are required, with the data on longer-
term sustainability being used to guide decisions for
supporting future well-being.

More generally, while we are arguing for using life sat-
isfaction as a way to summarize and integrate many
other measures of well-being, we do not favour single-
minded focus on any one headline number, whether it
be GDP or life satisfaction. As we have already noted,
both GDP and measures of subjective well-being,
including life satisfaction, require diverse sources of
information. Thus we support the consensus reported
by Diener et al., “… that several measures of subjec-
tive well-being need to be comparably collected to
better understand the nature and consequences of in-
ternational differences in subjective well-being” (2010,
x-xi). Multiple and fine-grained measures of subjective
well-being, as well as of the economic and social vari-
ables that are its underlying supports, are needed
(Helliwell and Barrington-Leigh 2010). For example,
social connections with spouses, family, colleagues,
communities and nations – measured by frequency of
contact, depth of trust and feelings of belonging – are
all powerful predictors of people’s big-picture reflec-
tions about how good life feels. These attributes of a
society are likely to feature amongst the second-tier
supporting data, along with accounts of natural stocks
of resources, stocks of physical capital, human capital,
social capital and investments in social, economic and
political institutions. Only with this broader body of
information can the quality of the overall measures be
assured and their supports better understood. Only
thus will it be possible to conduct the kind of broader
analysis of costs and benefits required to inform more
balanced discussions and decisions in both the private
and public spheres.

Measuring life satisfaction to support better policies
and a healthier democracy

To conclude, we agree with Joseph Stiglitz and his
colleagues that “what we measure affects what we
do; and if our measurements are flawed, decisions



may be distorted” and that “it has long been clear
that GDP is an inadequate metric to gauge well-be-
ing over time particularly in its economic, environ-
mental, and social dimensions” (Stiglitz, Sen and
Fitoussi 2009).

A growing consensus recognizes the need to replace,
or at least complement, GDP with a broader set of
measures. Considerable energy is being spent to do
just this around the world with many organizations
producing sets of progress measures. However, expe-
rience over the past 30 years shows that these exer-
cises, while they can be beneficial, are unlikely to
provoke widespread change. We believe that GDP
will remain the dominant way in which societies as-
sess their progress unless an alternative single num-
ber can be found to take GDP’s place in the spot-
light. Sets of indicators are too complex to usurp
GDP, while composite indicators of well-being are
too controversial and generate more heat than light.
Life satisfaction provides a way through this thicket.
Such a measure would be statistically defensible,
would not require arbitrary weighting and would
arguably summarize – by sitting at the apex of – all
of the different dimensions of life that comprise our
current well-being.

Measuring life satisfaction offers a different lens
through which to think about policy making: a lens
that in countries like the UK is already leading to a
rethink of many policy areas (Bacon, Brophy, Mguni,
Mulgan and Shandro 2010). Moreover, the populari-
ty of life satisfaction measures can trigger a rich
facts-based national conversation about all the
things that matter in life.The measures resonate with
the public and so help the media fulfill their “respon-
sibility in enabling citizens to get a sense of what is
happening in the society in which they are living.
Information is a public good; the more we are
informed about what is happening in our society, the
better will our democracies be able to function”
(Stiglitz, Sen and Fitoussi 2009).

Although we believe that measures of subjective
well-being have the potential to join or even sup-
plant GDP’s place in the spotlight, we are not, for
one moment, suggesting all policy making and pub-
lic debate should focus narrowly and solely on in-
creasing life satisfaction. Rather, we see a measure
of life satisfaction as revitalizing and reframing de-
bate, and ultimately provoking richer and broader
national conversations about all of the components
of progress.

In short, the broad availability and use of life satis-
faction as an overarching measure of well-being, if
properly supported by appropriate measures of the
sustainability of the social, institutional and environ-
mental fabric, could encourage and support better
local and national policies to build and sustain better
lives for current and future generations.
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HAPPINESS, INCOME AND

ECONOMIC POLICY

LUIS RAYO*AND

GARY S. BECKER**

When pondering the link between income and hap-
piness, it is useful to think about the human brain in
biological terms (Robson 2001a). While “happiness”
is a somewhat imprecise concept, its basis is the
brain’s approach/avoidance system (Elliot 2008).
This system operates over the full spectrum of our
experience (from immediate sensations to our
expectations concerning the distant future) and con-
stitutes the essential guide for our behavior: when a
stimulus causes pleasure or comfort, we wish to ap-
proach it, when it causes pain or discomfort, we wish
to avoid it. Thus, the question: “Are you happy?” is,
at its core, equivalent to the question: “Do you wish
to continue experiencing the current set of stimuli?”

Frequently, the approach/avoidance system works
best when stimuli are measured in relative terms
(Frederick and Loewenstein 1999; Robson 2001b;
Rayo and Becker 2007). For example, when a hunter-
gatherer is searching for fruit, the quality of her
actions is best measured by the amount of food she
collects relative to her peers and her past gathering
expeditions, rather than the absolute amount, since
the latter is more likely to be influenced by variables
beyond the individual’s control. Thus, an approach/
avoidance system based on relative success consti-
tutes a better guide for the individual’s behavior, and
therefore increases her productivity. It follows that
our own approach/avoidance system, being the prod-
uct of natural selection, will tend to measure our
material achievements in relative terms.

This observation explains why changes in income
typically cause great pleasure (and thus we are

strongly motivated to seek such changes), but also
why absolute amounts of income tend to matter
much less. Indeed, the existing data from happiness
surveys suggest that, once a minimum income level is
surpassed, happiness is mostly affected by how an
individual’s current income compares to his own
past income and the incomes of his peers (see, for
example, the surveys in Frank 1985; Frey and Stutzer
2002; van Praag and Ferrer-i-Carbonell 2004; Di Tella
and MacCulloch 2006; Clark, Frijters and Shields
2008). In a recent comprehensive study, Stevenson
and Wolfers (2008) find a robust logarithmic relation-
ship between income and “subjective well-being” (i.e.,
subjective well being is proportional to log-income)
both within and across countries at a given moment in
time. They also find that the semi-elasticity of subjec-
tive well-being with respect to income is very similar
within a given country and across countries (roughly,
between 0.2 and 0.4).1 However, as pointed out by
Krueger (2008), the existing data fails to show a ro-
bust and statistically significant link between income
growth and average happiness within a given country,
which is consistent with the Easterlin Paradox
(Easterlin 1995).

Do these findings imply that economic development
is pointless? Or that government should impose larg-
er income and/or consumption taxes? We believe
that the answer to both questions is no.

Happiness can (and must) be produced 

At first sight, the biological approach seems to imply
that permanent increases in happiness cannot be
achieved, as we only derive satisfaction from outper-
forming our peers, and even if we succeed, we rapid-
ly habituate to our new higher social rank. Never-
theless, some types of activities are less subject to
comparisons and deliver satisfaction in a reliable
way. Perhaps the most extreme and objective exam-

* University of Utah. Rayo is grateful to Alexandra Cieslik for
valuable suggestions.
** University of Chicago and Hoover Institution.

1 It is worth noting that some of the questions used to measure well-
being are worded in such a way that tends to exaggerate the impor-
tance of income (e.g. Krueger 2008). For example, a typical ques-
tion is: “All things considered, how satisfied are you with your life
as a whole these days?” It is reasonable to expect that the answer
is directly influenced, among other things, by the respondent’s cur-
rent level of income.



ple is meditation. Brain scans performed on Buddhist
monks show that sustained meditation alters the
brain in such a way that approach feelings become
the dominant mental experience, as measured by
asymmetries in frontal brain activity (Davidson et al.
2003 show that even a few months of meditation can
have a striking effect). Of course, mediation is not
the only example. Individuals variously report that
exercise, engaging work, outdoor activities, and social
contact produce reliable satisfaction (Haidt 2006).

While the satisfaction derived from any specific ac-
tivity is highly idiosyncratic, it seems clear that, re-
gardless of the individual, the following inputs are
essential for the household production of happiness:
market goods, time, and human capital. For example,
some people feel happy when they swim in the ocean,
for which they might need: (a) food, a swimsuit, and a
ride to the ocean, (b) a free afternoon and (c) the abil-
ity to swim as well as the knowledge that swimming
leads to happiness in their particular brain. Notice that
time and human capital are essential, since simply buy-
ing a fashionable swimsuit will have very little effect.

Economic development increases the availability of
all three of these inputs. The benefits of economic
growth are most obvious when it comes to market
inputs. It has been observed, however, that wealthy
economies waste considerable resources in the pro-
duction of goods that are merely positional (i.e. val-
ued by the social rank they convey rather than their
intrinsic functionality). Examples of such waste in-
clude sports cars that remain stable at 200 miles per
hour, but are driven in Manhattan, and wristwatches
capable of operating 12,000 feet under water, involv-
ing several tons of pressure, but worn in corporate
meetings. Nevertheless, on the positive side, econo-
mic growth has also delivered numerous goods that
constitute legitimate inputs for the production of
happiness. For example, technology-intensive sports
equipment – ranging from global positional devices
to breathable fabrics – has made outdoor actives more
accessible and enjoyable.

The availability of time for happiness-enhancing ac-
tivities also increases sharply with economic growth.
Technological innovation and capital growth expand
the consumption-leisure budget set through their po-
sitive effect on wages and also free up time by im-
proving the efficiency of household production. More-
over, economic development significantly improves
health and life expectancy, thus increasing the ultimate
availability of time.

A frequently overlooked aspect of happiness is that

knowledge of our own household happiness produc-

tion functions is not automatic. In other words, the

human capital necessary to produce happiness must

be developed. After all, we innately seek social re-

cognition and material wealth – as did our successful

hunter-gather ancestors – which are precisely the

outcomes that are subject to the strongest compar-

isons. But as economies advance, scientific knowl-

edge expands and becomes more widely accessible –

including knowledge of the previous fact. Indeed, the

most prominent happiness research has been con-

ducted and disseminated in wealthy nations.

Happiness science is still young

If economic development expands the means to pro-

duce happiness, why then has it failed to translate

into larger increases in happiness?

Our answer to this question is simple. It is only de-

cades ago that happiness became a subject of serious

scientific investigation. Thus, very little is yet known

about the human brain, and even less has been com-

municated to the general public. Once we combine

this fact with our innate tendency towards compar-

isons, and modern levels of income being a recent

phenomenon, it is hardly surprising that the methods

by which income is transformed into happiness have

not yet been perfected.

Tax policies 

The fact that happiness surveys have shown a rela-

tively weak link between income and happiness has

prompted some economists to recommend a sharp

increase in income and/or consumption taxes, espe-

cially for the highest income brackets (e.g., Frank

1999; Layard 2005). Such recommendations have

been further motivated by the observation that many

forms of consumption are positional, and therefore

wasteful (as noted above). The basic argument is that

visible forms of consumption cause a negative exter-

nality on other consumers by making them feel less

satisfied with what they own. Similarly, it has been

argued that conspicuous consumption increases

social status. But since status, by definition, is in fixed

supply, when one consumer gains status, another

consumer must lose it – therefore experiencing a

type of negative externality.
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Before a firm policy recommendation can be made,
however, the exact nature of the negative externali-
ty must be identified. For example, if the externality
is “local” in the sense that higher consumption pri-
marily affects individuals with similar consumption
levels, then, other things equal, the optimal tax rate
should be proportional to the population density
around the target individual. This observation leads
to the rather surprising implication that the margin-
al tax rate should decrease with income for individu-
als in the highest segment of the income distribution,
since this segment of the distribution is sparsely pop-
ulated and rapidly loses density (Rayo and Becker
2006). In contrast, if the externality is “global” in the
sense that only the amount of conspicuous consump-
tion, and not the identity of the consumer, causes the
negative externality, then marginal tax rates on con-
spicuous goods should be flat over the entire income
distribution. Moreover, as shown by Becker, Murphy,
and Werning (2005), not every status race creates
inefficiencies. For example, if a society allocates status
through ownership of a conspicuous “status” good
that is in fixed supply, such as land, the negative exter-
nality caused by consumption of this good is merely
pecuniary. In this case, the externality is fully reflect-
ed in the equilibrium price of the status good, and is
therefore internalized by the consumers.

Calculating the magnitude of the optimal taxes on
positional goods is also a nontrivial matter. In fact,
virtually every good in the economy can be used for
positional purposes, with each good potentially af-
fecting a different subset of the population and to a
different extent. For this reason, to be successful in
targeting the negative externality, the tax system
would need to be highly discretionary and complex.
(For example, should a 2,000 designer jacket be heavi-
ly taxed? But what if this jacket protects from ultra-
low temperatures and might potentially be used in a
rescue operation?). Consequently, when facing such
a tax system, producers of conspicuous consump-
tion goods would inevitably engage in wasteful tax-
avoiding activities, such as influencing public offi-
cials and altering the design of these goods to game
the tax system.

It has also been argued that the pursuit of status
causes individuals to work excessively hard (and
therefore enjoy an inefficiently low level of leisure)
in order to “keep up with the Joneses.” However,
before a corrective policy is carried out, it is essential
to understand not only the effect of peer consump-
tion on the marginal utility of consumption, but also

its effect on total utility. Indeed, peer consumption
may impact the marginal utility of consumption
quite differently than it does total utility – with the
sign and magnitude of this impact varying substan-
tially across goods.

Another common recommendation motivated by
happiness surveys is the use of redistribution policies
to mitigate poverty. Indeed, the marginal impact of
income on happiness has been found to be large for
low income brackets. While we certainly agree with
the existence of such policies, happiness research it-
self ads little to conventional arguments based on
decreasing marginal utility of income and the trade-
off between equity and economic growth. Of course,
it could be argued that happiness research shows
that the marginal utility of income falls even more
rapidly than one would expect. However, given that
happiness science is in such a premature state, and
that there is much to be learned concerning the house-
hold production of happiness, we believe that strong
inferences cannot yet be drawn concerning the value
of income as an input for happiness.

Conclusion

We innately seek social recognition and material suc-
cess, only to rapidly habituate and strive for more.
The result is a volatile happiness level that reverts to
its mean. Given that this behavior makes us produc-
tive, it is no surprise that it was favored during the
course of human evolution. However, some activities
do reliably increase happiness. Indeed, we view hap-
piness as the output of a household production func-
tion that uses market goods, time and human capital
as its inputs. As an economy develops, all three in-
puts become more abundant.

The fact that happiness surveys have failed to show
a strong and robust link between income growth and
average happiness does not imply that income
growth is useless. We believe that this link is weak
because we are only beginning to learn how happi-
ness can and cannot be produced. As happiness sci-
ence matures and its findings are communicated to
the general public, it is reasonable to expect a
stronger link to emerge. Moreover, once we adopt
the perspective that happiness is the output of a
household production function – the details of
which are known best by the individual – it follows
from standard economic reasoning that government
intervention should be kept to a minimum.
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WORK AND WELL-BEING

ANDREW E. CLARK*

Introduction

A perhaps apocryphal story has a departmental sem-
inar speaker starting their presentation with the line
“Today I’d like to talk to you about my research on
XXX…”. A hand immediately goes up for the first
question from the audience: “Why?”

I suspect that all researchers have come across this
kind of reaction at some point in their career. Its pre-
valence surely depends on the discipline in which
one works. Those carrying out medical research or
working on renewable energy may never have come
across it; economists who suggest that asking people
how happy they were is a good research strategy are
likely more familiar with it.1 In this context, I would
like to consider two broad research questions in the
realm of labour economics in which subjective well-
being information has played a key role. The word
“key” is undoubtedly over-used, and not only in eco-
nomics and by me, but I think that it is warranted
here, in the sense that I have difficulty in seeing how
the research in question could have been carried out
without appealing to this kind of subjective data.

The first of the two research questions in the world of
work has to do with worker allocation on the labour
market: we see some people working and others not,
and amongst those who are in employment there is
considerable heterogeneity in the type of jobs that
they do. Why do these patterns of labour-market sta-
tus pertain? One useful distinction here is between
optimal choice and constraints. Is unemployment cho-
sen by the unemployed? Do the self-employed think
they have the best of all labour-market statuses, or
could they not find anything better? Understanding
whether choice is constrained in this way is important

for policy purposes: if individuals are making the
best choice out of all labour market statuses, then all
is well. If on the other hand individuals are making 
constrained choices then there are potential welfare
gains: individuals may well be better off in other la-
bour force statuses, and we should consider how we
can loosen the constraints in question.

The second research area is quite simply that of the
distribution of well-being. This distribution may be
at a point in time – between individuals, occupations
or even between countries – or it may be over time
within a country.

Allocation on the labour market

There are a number of different statuses on the la-
bour market: why do people end up where they do?
In what follows, I am going to take it for granted that
subjective well-being scores do contain useful inter-
personally-comparable information.2 By treating sub-
jective well-being scores as an index of whatever it is
that people are trying to maximise, we can arguably
make progress in determining whether different 
labour market statuses result from unconstrained
choices or not.

Probably the first question to be asked here con-
cerns unemployment. This has been one of the prin-
cipal areas of research in the subjective well-being
literature, along with the relationship with income.
We would like to know here to what extent unem-
ployment is voluntary and to what extent involun-
tary, and we can use well-being scores to help answer
it. If unemployment is chosen (and well-being scores
are comparable between individuals) then in cross-
section data, ceteris paribus, the employed and the
unemployed should report similar well-being scores.
However, if the unemployed are found to report
lower well-being scores than do the employed then
either unemployment is not a choice, or it is a choice
and it is systematically chosen by individuals who
have lower levels of well-being.

* Paris School of Economics and IZA.
1 This is less true now than it was in the past: my most raucous sem-
inar audiences were in the first half of the 1990s.

2 There is by now a considerable amount of disparate research
which suggests that this is the case: some of this is reviewed in
Clark, Frijters and Shield (2008).



The results here are arguably unequivocal. The ana-
lysis of cross-section data reveals that the unem-
ployed report significantly lower well-being scores
than do the employed. The estimated regression co-
efficient here is both very significant and very large
in absolute size. This is illustrated in the Figure,
where the raw data from eight waves of the Euro-
pean Community Household Panel (ECHP) (1994
to 2001) have the unemployed reporting life satisfac-
tion scores almost two points lower than those of the
employed, on a scale that only goes from one to six.
In this sense, unemployment is one of the most neg-
ative events to be identified in the typical panel data
to which happiness economics appeals (such as the
British Household Panel Survey (BHPS) and the
German Socio-Economic Panel (GSOEP)).

This negative correlation between unemployment
and well-being is robust to the addition of explana-
tory variables (including income) in multivariate re-
gression analyses (amongst many others, see Clark
and Oswald 1994 and Winkelmann and Winkelmann
1998). If we believe that well-being scores are com-
parable between individuals, then the conclusion is
that unemployment is associated with far lower well-
being, and this lower well-being is largely not ex-
plained by the associated lower income.

The issue of well-being score comparability, such
that it is those with low well-being scores who end up
unemployed, can be addressed by appealing to the
increased development of panel data sets including
well-being questions over the past 25 years. By re-
interviewing individuals at regular (very often one-
year) intervals, fixed psychological factors or re-
sponse style systematically affecting well-being scores

can be controlled for. Even if it is
true that grumpy people are more
likely to end up unemployed, the
economic question regarding
choice or constraint can be an-
swered by seeing whether grumpy
people end up even grumpier
when they enter unemployment.3

This kind of analysis is illustrated
simply in the Table, using data
from the first 17 waves of the
BHPS. I here consider those aged
16 to 65, who are either working
(employed or self-employed) or
unemployed. I use two well-being
measures. The first is the zero to

twelve General Health Questionnaire Caseness score
(as used in Clark and Oswald 1994), reflecting overall
psychological functioning, which is available in all
waves. The second is a “standard” overall life satisfac-
tion score, on a one to seven scale, which was record-
ed in waves 6–10 and 12–17. In both cases larger num-
bers reflect higher levels of well-being.

The message from the first panel of the Table is that, as
in the Figure, the unemployed report lower well-being
scores than do those in work. The difference in well-
being by labour-force status is significant at all conven-
tional levels for both measures. The second and third
panels report “within-subject” analyses of the same
relationship.These are presented as transition matrices,
and measure the average change in well-being accord-
ing to both last year’s and this year’s labour-force status.
The diagonal terms show that there is little change in
well-being from year to year for those who do not
change labour-force status. However, the off-diagonal
elements suggest substantial movements. Someone who
was employed last year but is now unemployed has an
average drop in well-being of 1.07 points; when individ-
uals move from unemployment back to work their well-
being rises by about 1.3 points. Both of these figures are
similar to the simple cross-section difference in the first
panel of the Table. The same conclusion, to a somewhat
lesser extent, holds for life satisfaction.Were it to be the
case that the unhappy are more likely to become unem-
ployed, the within-subject work-unemployment well-
being difference would be smaller than that between
subjects. The Table provides only little evidence of this.
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3 A useful analogous analysis of marriage using panel data con-
cluded that most of the reason why the married were more satisfied
than singles in cross-section data was that more satisfied people
were more likely to get married (Stutzer and Frey 2006).
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The conclusion from the well-being analysis of un-
employment is then that it is associated with signifi-
cantly lower levels of well-being than working, both
between individuals and within-individual. This is
not consistent with unemployment being a choice.
Second, most of the well-being impact of unemploy-
ment seems to be non-pecuniary. Both of these find-
ings should influence labour-market policy.

Unemployment is not the only labour-force status of
interest. There is also a small literature which has
looked at well-being and self-employment.4 Al-
though the self-employed do worse than the em-
ployed with respect to many aspects of the job, they
systematically (at least in rich countries) report high-
er levels of overall job satisfaction than do the em-
ployed. If, as well-being data suggest, self-employ-
ment is better than employment, why aren’t more of
us self-employed? Two broad explanations have been
proposed. One is in terms of matching on the labour
market. Some individuals may really like autonomy
but not be particularly risk-averse: with these prefer-
ences, they will prefer self-employment to employ-
ment. Others may have different preferences that
lead them to prefer employment. Certain parameter-
isations of the utility will yield greater satisfaction for
those who choose self-employment than for those
who choose employment, even though both are
happy with their choice.

The second explanation is in terms of barriers to
entry into self-employment: some people really want
to be self-employed but can’t, so that their choices
are constrained.These barriers are often imagined in
terms of capital constraints. A well-known contribu-

tion by Blanchflower and Oswald (1998) appeals to
satisfaction data to provide some evidence in favour
of this capital constraints story. The authors use the
National Child Development Study (NCDS) data to
show that those who receive an inheritance are more
likely to become self-employed (and control for en-
dogeneity by instrumenting inheritances with the
death of a parent). They also show that the self-em-
ployed in their sample report higher job satisfaction
on average than do the employed. However, they
then separate the sample to show that this gap is
only found for the self-employed who did not re-
ceive an inheritance. The self-employed who have
received inheritances actually report the same level
of job satisfaction as do employees. This finding is
consistent with capital constraints, in the sense that
self-employment is a choice for those who have enough
resources, but is simply not available for some others.
Without the analysis of subjective data, not only would
the “problem” of the satisfied self-employed not have
been apparent, but the interpretation via capital con-
straints would likely have been more difficult to show.

The same comparison of labour-force statuses can
also be carried out with respect to retirement. One
crucial piece of information in terms of the debate
over different retirement ages is the effect of retire-
ment on both health and overall well-being. While
there is an enormous literature on well-being and
age – and on older individuals and retirees specifi-
cally – that on changes in well-being attendant on
retirement is not particularly large. The analysis here
is complicated by serious problems of endogeneity
(those in worse health and with lower levels of well-
being tend to choose to retire earlier). These are
dealt with by looking for exogenous movements in
retirement age or benefits. Some contributions along
these lines are Charles (2004) who finds that, when
retirement is instrumented, it reduces both depres-
sion and loneliness, Coe and Lindeboom (2008) who
find no overall effect of retirement on health, and
Dave et al. (2008), who suggest that retirement is
associated with worse mental health. In general, the
results in this small literature are ambiguous, and
more work on this particular aspect of well-being
and labour supply, especially in the context of the
greying population, would seem of great use.

Subjective well-being and job quality

Following on from the broad idea of subjective well-
being as reflecting the relative attractiveness of dif-

4 Two examples are Blanchflower and Oswald (1998) and Bianchi
(2010).

Table

Well-being, employment and unemployment: BHPS

Employed(t) Unemployed(t)

GHQ-12 10.36 9.19
Life satisfaction 5.24 4.61 

Transition matrix: GHQ-12

Employed(t-1) –0.039 –1.066 
Unemployed(t-1) 1.305 –0.011 

Transition matrix: Life satisfaction

Employed(t-1) –0.020 –0.370 
Unemployed(t-1) 0.358 0.025 

Source: BHPS, 1991–2007. Life satisfaction measured
on a one to seven scale; GHQ-12 on a zero to twelve 
scale.



ferent labour-market outcomes, it seems reasonable
that individuals should leave lower-satisfaction for
higher-satisfaction jobs. This is in fact what they are
observed to do in panel data: job satisfaction at time t
has been shown to be a good predictor of future quits
(Clark 2001 and Lévy-Garboua et al. 2007, amongst
others). This role of job satisfaction in predicting la-
bour-market mobility continues to hold regardless of
the observable job characteristics which are added to
the quit equation. This underlines that both jobs con-
sist of more than just wages and hours and other
observables, and that job satisfaction does a good job
of picking up these unobservable job characteristics
(which are important to workers, as they are observed
to seek them out).

This brings me to the second topic, that of the distri-
bution of well-being at work. As the quits literature
has intimated, not all jobs are the same. Further-
more, they are not the same in ways that are not only
reflected in wages and hours of work. This allows us
to make some progress in talking about job quality.
This is a topic that has interested me since the mid-
1990s. The central questions here are whether some
jobs seem to be systematically better than others,
and whether jobs have been getting worse over time.

There has in the past been a tendency to examine job
quality as purely a function of income, and perhaps
hours of work. There is no guarantee that these on
their own will provide an adequate description of job
quality, however. The job values questions in the
three “Work Orientations” waves of the Internatio-
nal Social Survey Programme (ISSP) (1989, 1997 and
2005), suggest that the job aspects that both men and
women consider to be the most important are job
security and the interest of the job (Clark 2010).
These are followed by independence and whether
the job allows the individual to help others. Only
around a quarter of ISSP respondents consider hav-
ing a job with a high income as very important.These
most important aspects of the job would seem to be
very difficult to measure objectively, and any evalua-
tion of job quality based only on income and hours
of work will miss out on many job domains that
workers value.

One approach, followed in Clark (2010), is then to
construct a series of indicators using the ISSP data to
evaluate worker’s subjective evaluations of pay,
hours of work, promotion and job security, the diffi-
culty of the job, job content, and interpersonal rela-
tionships at work. These are complemented with a

job satisfaction score which arguably summarises all
of the aspects that workers appreciate or dislike about
their job, some of which are explicitly measured in the
ISSP and some of which are likely not.

The analysis of movements in these subjective job
quality measures over time reveals that while some
of them dropped between 1989 and 1997, there has
been a recovery up to 2005. This is particularly the
case for promotion opportunities and job security.
Concentrating on the overall measure, job satisfac-
tion rose for both men and women. The analysis
shows that this was partly, but far from entirely, due
to the movements in income and hours of work over
the period in question.

The regression analysis of both the six specific do-
mains of job quality, as well as the overall measure of
job satisfaction, underline that there are systematic
differences between both types of individual and
types of job in terms of well-being at work. In partic-
ular, men are less satisfied with their jobs than wom-
en, ceteris paribus, and older employees and the
married are more satisfied. A number of the country
dummy variables are also significant: workers in Hun-
gary, Japan and France are relatively miserable, while
the most satisfied on average are found in Denmark,
Switzerland and the US. Last, it is very typically found
that both industry and occupation are significantly
correlated with subjective measures of job quality.
As such, jobs are not homogeneous, and in ways
other than just earnings and hours of work. When
sufficient numbers of different waves of data are
available, it can also be shown that the trends in job
satisfaction are not the same across different groups
of workers (Clark 2005 carries out this exercise using
BHPS data). Subjective well-being data thus allows
us to identify which groups of workers are doing
worse than others, and those who are falling behind.

Let’s put it all together

Understanding the distribution of well-being across
society, and here across workers, is surely a useful
piece of information in its own right. Yet we can also
consider it as a complement to the analysis of worker
behaviour sketched out in the section on the labour
market. Empirical analysis shows that the well-being
of the unemployed is lower than that of the em-
ployed, on average. But of course no-one is average.
The systematic heterogeneity in job quality discussed
above will translate into heterogeneity in the employ-
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ment-unemployment well-being gap. Put simply, some
will lose more psychologically from unemployment
than others. Sceptics may claim that changes over
time in life satisfaction scores are going to be too
noisy to reflect this phenomenon. Yet the drop in
well-being on entering unemployment is correlated
with both the search intensity of the unemployed, and
the speed at which they consequently find a new job
(see Clark 2003, using BHPS data, and Clark et al.
2010, in GSOEP data). This seems like an important
piece of information. As is arguably the case with all
individual choices, it is not the level of utility that
counts, but the level of utility compared to the other
options. In this context, shorter unemployment spells
will not result from making unemployment a miser-
able experience, but from making sure that employ-
ment is attractive relative to unemployment: it is the
delta that counts (and the latter also sounds rather
more palatable as a policy proposition).

Taking heterogeneity seriously may also help us to
understand why the results regarding retirement are
so mixed: some may experience a drop in well-being
on retirement, and others a rise. This is obviously
linked to the type of job that the individual had;
however, it is also linked to the type of retirement
that the individual can expect too. As the results in
Clark and Fawaz (2009) demonstrate, a simple tax-
onomy of “good jobs” doesn’t necessarily do a good
job in predicting the change in well-being on retire-
ment. Those who had bad jobs may equally have poor
pensions: as such, they may not always experience
much of a well-being benefit from stopping work.
Again, behaviour is driven by a comparison of avail-
able options on the labour market, and subjective well-
being information would seem like a useful way of
summarising how attractive these different options are.

Despite the increasing amount of work using well-
being data, in particular over the past ten years or so,
there are still enormous gaps in our knowledge.
Taking well-being data seriously as both an index of
the distribution of well-being and a driver of individ-
ual behaviour will likely remain a very fruitful area
of research for the foreseeable future, not only in
economics but across all of the social sciences.
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WELL-BEING, FRONT AND

CENTER: A NOTE ON THE

SARKOZY REPORT

RICHARD A. EASTERLIN*

Introduction

As a result of French President Nicholas Sarkozy’s

dissatisfaction with current measures of well-being,

most notably GDP, in February 2008 he asked three

economists – Joseph Stiglitz, Amartya Sen (both

Nobel Prize winners), and Jean-Paul Fitoussi – to

create a commission to consider better ways of mea-

suring social progress. The resulting 25-member

group includes 22 scholars with advanced degrees in

economics. Of the other three, two are leading con-

tributors to behavioral economics, the third a pio-

neer in the study of social capital. Eight members

were born in the United States, six in France, and

three in Britain; four of the remainder are from

developing countries. Only two members are female.

The place-of-birth and sex distributions are probably

reasonably representative of the composition of the

economics profession at the time of the members’

professional training.

The resulting Report by the Commission on the

Measurement of Economic Performance and Social

Progress1 is a landmark document, most notably in

its advocacy of the use of subjective measures of

well-being for designing policies and assessing so-

cial progress. The magnitude of this recommenda-

tion may not be fully appreciated by non-econo-

mists. For decades economists have prided them-

selves on being “behaviorists”, and they dismissed

self-reports, insisting, in the words of Victor Fuchs,

1995 president of the American Economic Associ-

ation, “that what people do is more relevant than

what they say” (Fuchs 1983, 14, italics in original).
Economic historian Deirdre McCloskey has char-
acterized the attitude of economists as follows:

Unlike other social scientists, economists are
extremely hostile toward questionnaires and
other self-descriptions. … One can literally get
an audience of economists to laugh out loud by
proposing ironically to send out a questionnaire
on some disputed economic point. Economists
… are unthinkingly committed to the notion
that only the externally observable behavior of
economic actors is admissible evidence in argu-
ments concerning economics (1983, 514).

That a group of distinguished economists, five of them
Nobel Prize winners, and most of them trained in the
economic era of behaviorism, would assert that in
measuring social progress serious attention should be
given to self-reports of subjective feelings comes close
to economic heresy. To be sure, the group does not
advocate exclusive use of subjective measures, but
even to admit such measures to the hallowed compa-
ny of so-called objective indicators like GDP or the
unemployment rate is a sharp break with a discipli-
nary paradigm that has dominated economists’ think-
ing for decades. It is, in my opinion, long overdue.

The Report itself comprises three main segments, enti-
tled “Classical GDP Issues”, “Quality of Life”, and
“Sustainable Development and Environment”. The
Commission was divided into subgroups, each working
on one of the three topics. Although the membership
of the subgroups is not stated, it can be fairly well sur-
mised from the references on each topic.

Readers are thoughtfully presented with three options,
each of which covers all three segments: the “Executive
Summary” (12 pages), a “Short Narrative on the
Content of the Report” (62 pages), and “Substantial
Arguments Presented in the Report” (207 pages). In
what follows I draw chiefly on the Executive Summary.

To make a long story short, the Report is built on a
conceptual distinction among four types of measures:

1) production (economic performance),
2) material living level (economic well-being),
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3) overall (multi-dimensional) wellbeing, and 
4) well-being of current versus future generations

(sustainability).

Substantively, item 1, “Production”, as captured in
measures of GNP or GDP, gets little more than a
handwave.The Report rehashes at some length long-
standing problems in the measurement of these con-
cepts: the need to take greater account of changes in
the quality of goods and to improve measures of ser-
vices such as those provided by retail trade and fi-
nancial intermediaries, and particularly of govern-
ment-provided services (health, education and the
like). Nothing new or startling is said here, and no
recommendations are forthcoming. In fairness, one
would hardly expect solutions to issues of output
measurement that have been debated since the
1930s (for example, in the series of volumes pub-
lished by the NBER’s Conference on Research in
Income and Wealth and by the International Associ-
ation for Research in Income and Wealth).

What is new, for economists at least, is the assertion
that GNP and GDP are seriously deficient as mea-
sures of well-being, whether or not modified to take
account of problems like those noted above. Instead,
“the report advocates a shift of emphasis from a ‘pro-
duction-oriented’ measurement system to one focused
on the well-being of current and future generations”
(p. 10), that is, a shift from item 1 in the list above to
items 3 and 4. The Commission’s rejection of GNP
and GDP as measures of well-being is forceful and
caustic: “To focus specifically on the enhancement of
inanimate objects of convenience (for example in the
GNP or GDP which have been the focus of a myriad
of economic studies of progress), could be ultimately
justified – to the extent it could be – only through
what these objects do to the human lives they can
directly or indirectly influence” (p. 8). Note, too, the
extent of the shift the Commission is advocating – it is
not just the addition of new statistics, but a shift in the
orientation of the entire “measurement system”.

As I noted, none of the Commission’s specific recom-
mendations relates to item 1,“production”. Of the 12 re-
commendations that are offered, all are concerned
with measuring well-being: five relate to item 2, five to
item 3 and two to item 4.

Those bearing on item 2 – economic well-being –
deal chiefly with ways in which the national econom-
ic accounts, on which GDP is based, might be modi-
fied and used “to shift emphasis from measuring eco-

nomic production to measuring people’s well-being”

(p. 12), specifically, material well-being. In this re-

gard, the main thrust of the recommendations is to

focus on measures of the income, consumption, and

wealth of households, both their per capita amounts

and their distribution. Of special note is the recom-

mendation of time-use studies as a way of obtaining

insight into goods produced and consumed at home.

The Commission’s heart, however, is not primarily in

better estimates of material well-being. Rather, it is

in broadening the measurement of wellbeing to

encompass multiple domains (item 3). To this end,

the Commission identifies eight “key dimensions” of

well-being that “in principle…should be considered

simultaneously” (p. 14):

i. material living standards (income, consump-

tion, and wealth),

ii. health,

iii. education,

iv. personal activities including work,

v. political voice and governance,

vi. social connections and relationships,

vii. environment (present and future conditions),

and 

viii. insecurity, of an economic as well as a physical

nature.

In the Commission’s view, “All these dimensions

shape people’s well-being, and yet many of them are

missed by conventional income measures” (p. 15).

(This is a masterpiece of understatement; one may

well ask whether any of these dimensions are cap-

tured by “conventional” income measures.) To rem-

edy this situation the Commission offers a number of

recommendations. It is in this connection that the

Commission’s radical view (for economists) of sub-

jective measures comes to the fore. After advocating

the official collection of a variety of objective mea-

sures on each of the dimensions of well-being noted

above, the Commission states:

Research has shown that it is possible to col-

lect meaningful and reliable data on subjec-

tive as well as objective well-being. Subjective

well-being encompasses different aspects

(cognitive evaluations of one’s life, happiness,

satisfaction, positive emotions such as joy and

pride, and negative emotions such as pain and

worry): each of them should be measured sep-

arately to derive a more comprehensive ap-

preciation of people’s lives. … [T]he types of

question that have proved their value within



small-scale and unofficial surveys should be
included in larger-scale surveys undertaken
by official statistical offices (p. 16).

We have here, potentially, an analog to the great
breakthrough of the 1930s when the immense re-
sources of government took over from individual
scholars the measurement of national income.

The Commission does not dodge the thorny issue of
the desirability of a single summary measure of
well-being, recognizing the “strong demands” for
such a measure. Although not going so far as to
endorse any one measure, it notes that several sum-
mary measures “are already being used, such as
average levels of life-satisfaction for a country as a
whole [a subjective measure], or composite indices
that aggregate averages across objective domains,
such as the Human Development Index”, and that,
with new statistical efforts “[o]thers could be imple-
mented” (p. 16). In addition, the Commission rec-
ommends that attention be given to distributional
aspects of overall well-being and its various
domains, as well as to interrelations among domains.
The issue of interrelations is illustrated by the state-
ment that “the consequences for subjective well-
being of being both poor and sick far exceed the
sum of the two effects” (p. 206, cf. also pp. 16, 55).
What is especially telling about this statement is the
(perhaps unwitting) primacy given to subjective
well-being as the criterion of overall well-being.

The analysis of and recommendations for measures
of current wellbeing, item 3, are carefully separated
from item 4, “sustainability,” that is, whether the
current level of well-being can be maintained for
future generations. And for good
reason: “It is no longer a ques-
tion of measuring the present,
but of predicting the future, and
this prospective dimension mul-
tiplies the difficulties already en-
countered” in the discussion of
items 1–3 (p. 61). After an excel-
lent survey and evaluation of the
bewildering array of concepts and
measures of sustainability, the Re-
port ventures two fairly muted re-
commendations, opting for mul-
tiple economic and environmental
indicators and largely rejecting
both aggregative indexes of sus-
tainability and attempts to synthe-

size the measurement of sustainability with that of
current welfare. In the end it is the measurement of
current welfare – item 3 – that is clearly the Re-
port’s central focus and contribution.

Given the wide-ranging scope of the Sarkozy Re-
port, it is not hard to find specific points with which
one may take issue. But such disagreements are, at
best, secondary to the general message that is con-
veyed – that the commonly accepted standard of
social progress, GDP, is seriously deficient. Instead of
GDP, measures relating to the multiple dimensions
of well-being, not just material gains, should be used
in policy decisions and welfare evaluations.

The significance of this message cannot be exagger-
ated. Consider two examples. The World Bank’s
World Development Report (WDR) 2009 acclaims
the benefits of urbanization, devoting three chapters
to policy proposals to promote urbanization in de-
veloping countries. The benefits identified in WDR
2009 are first and foremost income gains, as workers
shift from lower-paying rural work to higher-paying
urban jobs. Under the heading “What this Report is
not about” (World Bank 2009, 34), WDR 2009 ex-
plicitly sets aside consideration of the social and
environmental effects of urbanization, effects that
might well be negative. If the Sarkozy Commission
were to have its way, then these effects would re-
quire at least equal attention along with income
gains, and the result might well be a quite different
set of policy proposals.

Or consider a 2008 World Bank report that hails as
“success stories” and a model for the developing
world the exceptional growth rates of GDP per capi-
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ta achieved in recent decades by countries such as
China and South Korea (Commission on Growth
and Development 2008, 19–20). Since 1990 China
has had perhaps the highest rate of economic growth
ever recorded. With incomes more than tripling in a
fraction of a lifetime, one might have expected the
population to be fabulously overjoyed. During this
period, however, satisfaction with life has not im-
proved at all (see the Figure).

If overall life satisfaction is taken as an indicator of
well-being (though not necessarily the only one), as
the Sarkozy Commission recommends, one might
have second thoughts about this “success story” as a
model for other developing counties. At a minimum,
the life satisfaction measure might lead one to won-
der whether other dimensions of well-being, not
reflected in the trend of GDP per capita, need to be
examined. The pattern for China is no exception. A
study of 37 countries worldwide – 17 developed, nine
developing, and 11 in transition – reveals no signifi-
cant relationship between the improvement in hap-
piness and the long-term rate of growth of GDP per
capita (Easterlin and Angelescu 2009). This is true
for the three groups of countries taken separately
and for all 37 countries combined.

Heretofore, social science disciplines other than eco-
nomics have been less enthusiastic about the benefits
of economic growth, but it is economists that have
had the policymaker’s ear. With the Sarkozy Report,
a sea change is perhaps in the making.
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THE GREATEST HAPPINESS

PRINCIPLE: ITS TIME HAS

COME

RICHARD LAYARD*

Introduction

A good society is one where people are as happy as pos-
sible, and as few as possible are miserable. That is what
many enlightened people believed in the eighteenth
and nineteenth centuries.The time has come to reassert
that humane philosophy and to put it into practice.

As I shall argue, the belief was always right. But it was
difficult to put it into practice because we knew so little
about the causes of happiness. Over the last thirty years,
however, we have learned a great deal, due to the explo-
sive growth in the new science of happiness. At the
same time it has become more imperative than ever to
focus on happiness as the objective of public policy. For
we have largely eliminated the obvious evils of absolute
poverty and premature death. But, despite rapid rises in
living standards, happiness has not risen over the last
fifty years in Britain, the US or West Germany. If we
want further rises in happiness, we need to focus seri-
ously on what really causes happiness and misery.

So I will begin by discussing the causes of happiness
and why it has not risen (see Layard (2005) and
Layard, Mayraz and Nickell (2010) for the evidence).
I shall then defend the greatest happiness principle
and show how it differs from the principles of laissez
faire economics. Finally I shall illustrate how it should
alter our priorities for public policy.

The causes of happiness

Happiness is an objective dimension of all our expe-
rience – like temperature. At every instant we feel

good or bad, on a scale that runs from the extremes of

misery to the utmost bliss. Our feeling good or bad is

affected by many factors running from physical com-

fort to our inner sense of meaning, and “pleasure and

pain” are not adequate terms for what we are talking

about. What matters is of course the totality of our

happiness over months and years.The science enables

us to measure this and to attempt to explain it.

To measure happiness we can ask a person how

happy he is – or we can ask his friends or indepen-

dent investigators. These reports are highly correlat-

ed. But the big breakthrough has been in neuro-

science. Researchers have identified an area in the

left front of the brain where good feelings are expe-

rienced, and another in the right front where bad

feelings are experienced. Activity in these brain areas

alters sharply when people have good or bad experi-

ences. And when we compare people, those who de-

scribe themselves as happy are more active on the left

side than unhappy people, and less active on the right

side. So the old behaviourist idea that we cannot

know how other people feel has at last been put back

in the dustbin where it belongs.

So, how are we doing? When Britons or Americans

are asked how happy they are, there is no improve-

ment in happiness over the last fifty years – nor do

the same individuals report themselves as happier

over time, though they are richer. Moreover, psychi-

atric surveys show that more people suffer from de-

pression, and crime is also significantly higher –

another indicator of dissatisfaction. These are devas-

tating facts that cannot be ignored.

What explains them? Why has happiness not increased

at the same time that living standards have risen so

sharply? And why in particular is there no increase in

happiness at the upper tail of the income distribution,

when income inequality has increased so much?

To answer these questions we have to look at the

causes of happiness. In every study, satisfaction with

family/personal life is the most important, in terms of

variance explained. Financial satisfaction generally

comes next, but this is not well correlated with in-
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come, for reasons I’ll explain. Then comes work –
whether you have work (if you want it) and whether
you like your work; this is followed by your satisfac-
tion with your community. And of course good
health and political freedom have big effects.

So how are we doing on these various causes? In-
comes are up, but there is little increase in financial
satisfaction. This is because people are to a large ex-
tent comparing their incomes with what others like
them are getting or with what they themselves have
got used to. If your comparator income is rising as
fast as your actual income, this blunts the gain in
happiness as actual incomes rise.

Moreover, as income rises, extra income brings less
extra happiness. The science of happiness enables us
to measure this effect – an extra £1 for a rich person
brings one-tenth as much extra happiness as it would
to a person one-tenth as rich (Layard, Mayraz and
Nickell 2008). So it is not surprising that the big rises
in upper incomes brings so little extra happiness.

I do however believe that over the last fifty years our
rise in living standards has had some positive effects
on our overall happiness. But this has been offset by
the negative effects of worsening human relation-
ships – more broken families, more pressure at work,
and less cohesive communities.

For most people a key determinant of happiness is
whether you feel that other people are on your side
– or alternatively that they are a threat. So we learn
a lot from how people reply to questions about trust.
A question often asked is “Would you say that most
people can be trusted – or would you say that you
can’t be too careful in dealing with people?” In Bri-
tain and the US the percentage who say “Yes, most
people can be trusted” has fallen from 55 percent in
1960 to under 35 percent today. By contrast in conti-
nental European countries, where data exist from
1980 only, trust has if anything been increasing.

Since human life began, senior citizens have lamented
a supposed decline of morals. But here is some further
evidence of a decline in the last fifty years. At various
times samples of Americans have been asked whether
they believe that people lead “as good lives – moral
and honest – as they used to”. In 1952, as many said
Yes as No. By 1998 three times as many said No.

The decline in trust is especially distressing when it
affects children. In a WHO survey of 11–15 year olds,

the children were asked whether they agreed that
“most of the students in my class(es) are kind and
helpful”. The percentage saying Yes were over 75 per-
cent in Sweden, Switzerland, and Germany, 53 per-
cent in the United States and under 46 percent in
Russia and England.

A key problem seems to be the growth of individu-
alism (stemming in particular from the US), the main
objective of which is to make the most of yourself –
which often means to do the best for yourself com-
pared with other people.This is a terrifying and lone-
ly objective. People do of course feel obligations to
other people as well, but these are not based on any
clear set of ideas. The old religious sanction is gone,
and so too is the post-war religion of social solidarity.
We are left with no clear concept of the common good.

We definitely need such a concept if we are to have
a cohesive society. And it has to be an ideal which
includes the welfare of all. If we had such a concept,
it would not only help us think about policy, but,
more important, it would motivate each citizen to
contribute to the good of others and to get satisfac-
tion from doing so.

The greatest happiness principle

So here is the concept we need:

• The common good consists in the happiness of all.
• The good society is one where people are as happy

as possible, and as few as possible are miserable.
• The right action (and the right policy) is the one

that produces the greatest happiness and, espe-
cially, the least misery.

This is of course what Bentham and many British
thinkers in the eighteenth and nineteenth centuries
believed. I have added only one modification to
Bentham. I believe the relief of misery is more im-
portant than the promotion of great happiness So it is
more socially desirable to increase the happiness of a
miserable person than to increase by the same amount
the happiness of someone who is already happy.This is
an important change from Bentham’s view that all
that matters is the sum of happiness – so that extra
happiness is equally valuable whoever experiences it.
This “additive assumption” of Bentham’s has been fre-
quently used as an argument against his version of util-
itarianism – and rightly so. But it in no way invalidates
a modified version of utilitarianism in which society’s
welfare depends only on the happiness of the citizens,



but with different weights for citizens at different
levels of happiness.1

But many people question the whole basis of an
approach that focuses on happiness. Sen (1992), Sen
and Williams (1982) and Nozick (1974), among oth-
ers, have made major criticisms.The main ones relate
to “other goods”, expediency, rights, agency, adapta-
tion and the nanny state.

Other goods

Why the greatest possible happiness? What is so spe-
cial about happiness? Why not the greatest possible
health, autonomy, accomplishment, and so on? The
answer is that happiness is the only experience that
is self-evidently good. If I ask you why health is good,
you can give reasons: people should not feel pain,
they should be able to function well, be of use to oth-
ers, and so on. Or, if asked why autonomy is good,
you will find reasons: people feel better when they
can control their lives. And so on. But if I ask you
why happiness is good, you can find no reason: you
will say that it’s self-evident. The reason for this is
deep in our biology. We are programmed to enjoy
experiences that are good for our survival, and that
is why we have survived. So the desire to be happy is
a completely central feature of our nature.

Fortunately, we have also been programmed in part
to have a sense of fairness. If a mean has to be divid-
ed, most of us accept (sometimes grudgingly) that it
should be divided 50:50 – on the basis that in princi-
ple others count as much as we do.

If you put this idea together with the fact that each of
us wants to be happy, you arrive at the Benthamite
principle. It is both idealistic and realistic. It puts others
on an equal footing with ourselves, where they should
be, but (unlike some moral systems) it also allows us to
take our own happiness into account as well.

Expediency

The second objection is that the rule is impractical
and encourages expediency. Not so. We all know we
cannot evaluate every action moment by moment
against the overall Benthamite principle. That is why
we have to have sub-rules, like honesty, promise-

keeping, kindness and so on, which we normally fol-
low as a matter of course and feel bad if we do not.
And that is also why we need clearly defined rights
embedded in a constitution. But when moral rules
come into conflict with each other (or legal rights
do), we need an overarching principle to guide us,
and this is what Bentham provides.

The rule is also criticised as putting ends before
means, by being consequentialist. This is a misconcep-
tion. If you take a decision, the consequences include
the whole sequence of feelings experienced by those
affected – those experienced during the action (the
means) as well as those that follow it (the ends). A
horrible action causing great pain would require
extraordinarily good (and certain) outcomes to justi-
fy it. Indeed it would normally hurt the feelings of the
author and he should be programmed to hate doing it.

Rights

Another objection to the principle is that it does not
start from human rights or desirable “capabilities”.
But how can we start there? If we start writing down
a list of human rights, any reasonable person will say,
why do you include this and not that? On what basis
do you make your selection? Why do these rights or
capabilities matter more than any others you might
include? A very reasonable answer is that some rights
or capabilities are more conducive to human happi-
ness than others. But then you are not starting from
rights, you are starting from happiness.

In his discussion of desirable capabilities, Sen ac-
knowledges the obvious problem of how we com-
pare the importance of advancing one set of capabil-
ities with another. He suggests that we choose the
weights by letting the population vote. But voting
must be preceded by rational debate. How would a
citizen decide how to cast his vote? He would surely
want to compare the relative importance of different
capabilities in contributing to some overall objective.
What more obvious objective than human happiness?

Moreover, political philosophy should be a sub-set of
moral philosophy. In a democracy, what people vote
for will reflect their general moral system.Those who
argue for a wide range of positive rights must explain
how the population can be induced to support them.
I doubt whether this is possible unless people feel
some general obligation or duty to promote the wel-
fare of their fellow citizens. So what we need is a
moral (and political philosophy) that starts from
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some general duty to promote the (weighted) happi-

ness of all, as best we can.

Agency

One important good, as I have said, is the sense of con-

trol over your life, and people generally enjoy a pound

they have earned more than one they have been given.

These are important truths which are often labelled as

the importance of “agency” . But they do not challenge

the principle of the greatest happiness.

What would challenge that principle would be the

assertion that, even if you sensed you had control,

that would not be enough – you need to have actual

control. Nozick has argued for that view via a fanci-

ful thought experiment. Imagine a machine, he says,

to which your inert body can be attached but which

can make you feel exactly as if you were leading a

normal active life. Would you plug in, says Nozick,

expecting the answer No. And if the answer is No,

says Nozick, this shows that feeling happy and active

is not enough – you actually have to do something.

Most of us probably would say No, but not because

agency matters more than experience. We would not

believe the machine could deliver the same experi-

ence – (no machine ever could) and someone might

even switch it off. Or we might want to bring happiness

to others, which we could not do through the machine.

And so on. Nozick’s is a flawed test and we can safely

continue to believe that all that ultimately matters are

the feelings that we and others experience.

Adaptation

Another objection is that humans adapt: some people

can be happy even when external circumstances are

harsh. People can adapt in part to poverty. According

to Sen, this might be used to justify leaving them in

poverty. But of course the corollary also holds: people

adapt to wealth and get limited extra pleasure from it.

So adaptation does not blunt the case for redistribu-

tion – the rich will largely adapt to the loss of income.

In fact happiness research provides by far the most

powerful evidence there is in favour of redistribu-

tion. Within any one country there is a sharply dimi-

nishing marginal utility of relative income.And across

countries there is a sharply diminishing marginal util-

ity of absolute income: this is the clearest argument

for Third World “aid” that I know.

However, reverting to adaptation, it cannot be right
to have a social philosophy which ignores it. It is one
of the most fundamental properties of all living
organisms. Why ignore it, especially when this has no
especially conservative implications? When it suits
him, Sen invokes subjective emotion. For example in
rich countries he focuses on relative rather than
absolute income, arguing rightly that people should
be able “to appear in public without shame”. This
involves an explicit appeal to people’s subjective
states. However, when it comes to adaptation, he ob-
jects. But, surely, we should be even-handed, and
base all policy on its impact on people’s feelings. If
some things are easier to adapt to than others, and
some, like mental illness, are harder to adapt to, this
is highly relevant to public policy.

Nanny state and laissez faire economics

Finally, there are some people who might accept the
greatest happiness principle as a private ethical guide
but reject its use for public policy. It is easy to see why
supporters of a minimal state should not want to base
government upon it.

As we know from welfare economics, if we take
tastes as given, private voluntary exchange will pro-
duce the most efficient possible outcome unless
there are economies of scale, information problems
or external effects (where one agent affects another
directly and not through voluntary exchange.) This
powerful theorem implies correctly that any effec-
tive society must rely heavily on the unfettered
choices of self-determining agents.

But the assumptions also underline where state activ-
ity is needed. These conditions include the huge vari-
ety of cases where agents affect others directly (e.g.,
through crime or advertising) or where public tastes
could be improved to the benefit of all (e.g., through
moral education). This raises the spectre of an over-
active state regulating much of our life.

But here we should immediately go back to psy-
chology and the causes of happiness. People do not
like regulation as such – it makes them miserable.
Almost certainly bureaucrats obsessed with objec-
tive standards already interfere in the name of
those standards beyond the level that is justified in
terms of happiness. But, equally true, there are
some areas where the state could manifestly do
more to promote a happy lifestyle. Let me end with
a few examples.



Public policy implications

Taxation and redistribution

In almost any political philosophy, redistribution is
one role of the state. The greatest happiness princi-
ple bases the case for redistribution partly on the
diminishing marginal utility of income. If there were
no efficiency cost of redistribution, this fact would
argue in favour of total income equality. But there is
an efficiency cost, since taxes (spent on services) do
discourage work effort.

But happiness research puts work effort into a new
perspective. Individuals work partly in order to raise
their income relative to others. But it is impossible
for the average person to raise his income relative to
others. So some of the work effort is wasted. It is like
an arms race. Thus, if taxes somewhat discourage
work effort, they are orchestrating a desirable arms-
limitation agreement. They are reducing the unnec-
essary sacrifice of family life and social life that ex-
cessive work entails.

Existing knowledge shows this is a serious issue, but
does not offer a precise figure for policy use. So I am
not saying that taxes should be higher than they are
– but they should be higher than if you had not con-
sidered this point.

Expenditure on mental health

When it comes to expenditure, there is one obvious
area of shameful neglect. One in six Britons is cur-
rently a diagnosable case of clinical depression and/ or
chronic anxiety disorder. Only a quarter of these peo-
ple are in treatment. For most the only available treat-
ment is pills prescribed by a non-specialist GP. This is
in flagrant contravention of NICE Guidelines which
say these people should also be offered modern evi-
dence-based psychological therapies, which are at
least as effective as drugs. They are what the majority
of patients want, and, if they cannot have them, many
patients prefer to go untreated. This volume of
untreated suffering is especially scandalous when it
turns out that treating it would involve no net cost to
the Exchequer – due to the savings on incapacity ben-
efits (Layard, Clark, Knapp and Mayraz 2007).

So why does this situation persist? I believe it reflects a
deeply-rooted form of materialism or what one might
call “objectivism” – a belief that the subjective world is
too fuzzy for us to take it seriously. Yet the subjective

world is what we experience each moment of our lives.
In truth the severity of depression and anxiety states
can be measured quite accurately, and the best thera-
pists are as dedicated as physicians and surgeons (or
more so) to measuring the impact of their treatments.

Building character in childhood

It would of course be much better to prevent mental
illness than to have to treat it. This ought to be a ma-
jor role of our educational system – to implant the
seeds of a happy life and of one that brings happi-
ness to others.

Most schools pay too little attention to this. It is not
easy to teach but well-tested materials are becoming
available at an encouraging rate. (One example is
the Penn Resiliency Programme now being used in
three of our local authorities). Teachers should be
taught to use these materials, and in secondary schools
Personal Social and Health Education (PSHE) ought
to be a specialist subject in which teachers can spe-
cialise in their post-graduate certificate in education.

Parenting

Another obvious area where the state has to become
more involved is the quality of parenting. If bad par-
enting produces crime and bad behaviour – let alone
personal misery – the state must act at many levels.

Parenting should be taught in schools. Above all
people should recognize the huge responsibility in-
volved in having children well before they decide to
have their own. Then parenting classes should be
offered to parents around their first pregnancy, and
these should cover not only biology but also the
emotional side of child-rearing – including its impact
on the relations between the parents. And finally
there should be high quality services available when
parents run into trouble. There exist evidence-based
interventions which should be readily on offer. Here
as elsewhere, what is different from the past is that
the new interventions rely less on the few people of
great wisdom and more on the findings of science
which can be implemented by ordinary mortals.

Advertising and gambling

Finally I want to take two examples where tastes are
clearly affected by public policy. Advertising is clearly
meant to change our tastes, so we are entitled to ask, Is
the change for the better? Undoubtedly some advertis-
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ing provides valuable information. But a lot of adver-
tising makes us feel we need things we previously did-
n’t need. The advertiser may have only wanted us to
buy his brand rather than another. But the overall
effect is to make people want more.This means that we
are less contented with what we have.The most serious
effect is on children, who put parents under intolerable
pressure to buy the latest doll or the coolest make of
footwear. The waste is extraordinary, and children get
the idea that they need this vast array of spending just
to be themselves. That is the reason why Sweden bans
commercial advertising directed at children under
twelve.2 Every country should learn from this example.

Similarly in the case of gambling. Laissez faire eco-
nomics says, “If people are willing to pay, let them
spend their money as they want.” But the expansion
of gambling can so easily produce addicts. Under
existing gambling laws there are at least 150,000 gam-
bling addicts in this country, and this addiction
blights both them and their families. If gambling laws
are eased, some people might gain a little extra en-
joyment at the cost of increased misery for others. It
is hard to see how this could be justified.

Conclusion

We are at the beginning of a major revolution in pub-
lic values, reflecting two main forces. One of these is
our historical experience. Increasingly people realise
that ever-increasing affluence brings less enhanced
satisfaction than they expected. There is also a major
revulsion against many blinkered forms of manage-
rialism that appeal only to self-interest. People are
looking for something more in life – involving less
selfishness and more devotion to a common cause.

At the same time there is the new science of happi-
ness, which provides a more accurate account of
what makes people happy than the cruder forms of
elementary economic theory. It shows for example
that people who are mainly concerned with their
own welfare are less happy than those who are more
concerned with others. And it shows that these atti-
tudes can be affected by public policy.

This points the way for a revolution in political phi-
losophy. At present we have no coherent political
philosophy that inspires our society. Rampant indi-
vidualism has filled this vacuum and contributes to

alienation from the political process. But individual-
ism is inherently inconsistent. It appears to promote
the interest of individuals but it cannot do so, be-
cause the other individuals we would like to encoun-
ter are not individualistic.

Instead we need a political philosophy which is in-
trinsically defensible but also internally consistent.
Consistency means that, if people use the philosophy
in their individual lives, the result will be the society
which the philosophy advocates. The principle of the
greatest happiness satisfies this requirement. We want
a society where people desire to produce as much hap-
piness in the world as they can. If everyone thinks like
that, they will all end up happier. This is a consistent
philosophy.

It would, of course, involve reversing a trend, and
many people assume that trends go on forever. That
is not how I read history. In many areas I see some-
thing more like cycles. For example we can observe
clear ups-and-downs in the extent to which social
responsibility has been stressed in our national life-
style. In the early seventeenth century it was de ri-
gueur; while the eighteenth century was more easy-
going. The nineteenth century saw increased social
responsibility; while the last forty years have seen in-
creasing individualism. It is quite possible that the
current trend will be reversed again in the coming
decades, as it was two hundred years ago.

We do not need a return to Victorian values, some of
which were pretty gloomy. Instead, we need a philos-
ophy which fully values happiness and enjoyment,
but at the same time enjoins us to strive for the hap-
piness of others. And that is the philosophy of the
Greatest Happiness.
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HAPPINESS AND POLITICAL

INSTITUTIONS
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What does happiness research mean for public
policy?

The study of individual happiness has enriched eco-
nomics with many new and sometimes challenging
(preliminary) insights.1 More and more often, it is
asked about the policy consequences that are to be
derived from these insights. We observe that econo-
mic research on happiness has an explicit or implicit
tendency to follow a “benevolent dictator” approach
where the government, and individual politicians and
public officials, are assumed to be able and willing to
pursue people’s happiness, or to maximize a social
welfare function where individuals’ welfare is pro-
xied by individuals’ reported subjective well-being.

This article proposes a different approach by using the
insights of public choice theory to develop the founda-
tions of happiness policy. In particular, politicians are
assumed to behave as other members of society do, and
to be self-interested. However, they are subject to sev-
eral constraints, in a democracy the need to secure re-
election being the most important. Following the con-
stitutional point of view (see, in particular, Buchanan
and Tullock 1962; Brennan and Buchanan 1985) 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.

The goal of our contribution is threefold. First, our
discussion should make clear that the policy ap-

proach 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

seen as addressees. Second, we emphasize that there

is no shortcut to an optimal happiness policy maxi-

mizing some aggregate happiness indicator as a so-

cial welfare function. Third, we argue instead that a

constitutional perspective should be applied focus-

ing on (political) institutions.

Happiness optimal policy interventions

The ordinalist revolution in economics, on which

classical micro-economics is firmly based, takes it for

granted that individual welfare can be measured

only in an ordinal, but not in a cardinal way, and that

it makes no sense to make interpersonal compar-

isons of utility. These are exactly the fundamental as-

sumptions where the countermovement of happiness

research sets in. Both cardinality and interpersonal

comparability may be less of a problem on a practi-

cal level than on a theoretical level.

If the accumulated evidence is judged sufficient, in

the sense that it allows for the cardinal measurement

and interpersonal comparison of happiness, then it

may be argued that one or more social welfare func-

tions exist which can be used to derive policies to be

pursued by democratic governments. One specific

social welfare function is the unweighted sum of in-

dividual cardinal welfare or happiness. This function

could be considered ‘democratic’ in the sense of at-

tributing equal weight to each person. In contrast,

the prices relevant for assessing the value of goods

entering GNP are largely determined by the prefer-

ences of people with high purchasing power. The pre-

ferences of individuals without any income to spend

are disregarded.

These steps towards aggregate happiness as a proxy

measure for social welfare would fulfill an old dream

in economics. It seems that the (so far empirically

empty) social welfare maximum of the quantitative

theory of economic policy has at long last been filled

with life. Based on this – so the idea – a welfare max-
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imizing macro policy or optimal taxation policy (for
a discussion see Weisbach 2008) and such like can be
pursued.

However, we nevertheless argue in the following sec-
tions that, for a number of reasons, the presumed “so-
cially optimal” values for the various determinants of
happiness should not – and will not – be used as poli-
cy goals to be pursued by democratic governments. In
order to avoid any misunderstandings, we certainly do
not argue that GNP should be maximized instead of
happiness. Rather, we favor a different approach in
order to use the valuable insights gained from happi-
ness research.

Objections from political economics to the 
maximization of aggregate happiness

The social welfare maximization approach disre-
gards, and tries to substitute for, existing political in-
stitutions and processes. This is the “benevolent dic-
tator” view castigated in constitutional political eco-
nomy. It applies to all kinds of efforts to derive a “so-
cially optimal” policy from the above, i.e., by maxi-
mizing an aggregate goal function. In a democracy,
there are constitutionally designed rules and institu-
tions allowing citizens to reveal their preferences
and to provide politicians (the government) with an
incentive to actualize them. As such, the maximiza-
tion of a social welfare function is an intellectual
exercise. Even if the government were to pay atten-
tion to the results, it has limited incentive to follow
up on them.

Citizens as metric stations

The social welfare maximizing approach, based on
empirically estimated happiness functions, disre-
gards the institutions on which democracy is based.
Citizens are reduced to ‘metric stations’. They are
forced into a state of passivity, which tends to in-
crease their alienation from the state. In this respect,
a happiness maximization approach is inimical to
democracy. It disregards the interaction between cit-
izens and politicians, the special-interest lobbying of
organized groups and the concomitant information
and learning processes.

The latter argument refers to the fundamental direct
interrelation between the approach applied to col-
lective choices in a society and individual well-being.
People have preferences for processes over and above

outcomes. They gain well-being from living and act-

ing under institutionalized processes, as they con-

tribute to a positive sense of self, addressing innate

needs of autonomy, relatedness and competence.We

call this contribution to individual well-being “pro-

cedural utility”. In the economy, individuals have

been shown to enjoy procedural utility in their capa-

cities as consumers or income earners; in the polity

and society, as citizens subjected to different politi-

cal and societal procedures; in organizations, as em-

ployees confronted with different organizational pro-

cedures; and in law, as litigants (for an introductory

survey, see Frey et al. 2004, and for an application 

to democracy, see Frey and Stutzer 2005). If people

are reduced to “metric stations”, they experience 

a significant loss of autonomy, and therefore re-

duced (procedural) well-being, when dealing with

public affairs.

Happiness research also fails to provide a rule about

the scope and limitations of government interven-

tion in the private sphere. Should the government be

allowed to prohibit the consumption of alcohol if

this were to raise the population’s happiness in the

long run, or should this be left to the discretion of

individuals (based on the results of happiness re-

search)? And even more importantly: To what extent

should the government be allowed to change the pref-

erences of its citizens? Many current interventions

might affect people’s well-being in the future due to a

change in preferences. Consider two extreme cases.

Suppose that the government could adopt a policy of

making people humble by reducing their material

aspirations initially so that they are more apprecia-

tive of material benefits afterwards. Or, suppose that

the government could raise a National Happiness In-

dicator by inducing people to take a “happiness pill”.

Should such policies be accepted? This question can-

not be answered within the happiness maximization

calculus, but must be decided at a more fundamental

level.A feasible and theoretically consistent approach

is to resort to the constitutional level, where people

make such fundamental decisions behind the veil of

uncertainty (see the section on a constitutional per-

spective below).

Probably the most fundamental issue is whether

happiness is the ultimate goal to be maximized.

Other valid goals, for instance, may be loyalty, re-

sponsibility, self-esteem, freedom or personal deve-

lopment. Whether happiness is the ultimate goal of

individuals, or whether it is only one of several



goals, has been a controversial issue in philosophy
for centuries.

Playing the system

So far, we have assumed that the decision to maxi-
mize social welfare in terms of aggregate (measured)
happiness does not have any influence on the mea-
surement of subjective well-being.This assumption is
highly debatable. Indeed, the political use of aggre-
gate happiness would certainly induce strategic in-
teractions between government and individuals. Two
kinds of distortions need to be taken into account.

Once aggregate happiness has become politically
relevant, the government, public bureaucracy and
various interest groups have an incentive to manipu-
late it. This has proved to be true for GNP and for
other economic indicators declared to be goals of
government activity such as the unemployment rate,
budget deficits and public debts. In the rare case that
a government is unable to manipulate a particular
indicator to its benefit, it has an incentive to create
new indicators. This is easily possible in the case of
happiness. A variety of indicators may capture indi-
vidual well-being. Governments and pressure groups
will choose those indicators most beneficial to their
respective interests, or will create new ones better
suited to their purposes.

A second systematic distortion stems from respon-
dents’ incentives to misrepresent their well-being.
When individuals become aware that the happiness
level they report influences the behavior of political
actors, they have an incentive to misrepresent it.
They can “play the system”.

Two limitations that ask for prudence

Consequences of adaptation and aspirations for

public policy?

A central finding in happiness research is that many
effects of life circumstances have only a short-lived ef-
fect on reported subjective well-being. Extreme and
well-known examples are paraplegics who after a time
of hardship in the long run report to be only a little less
happy than before, and lottery winners who after a
short period of elation report to be not much happier
than before. A more recent study based on longitudi-
nal data finds that average life satisfaction drops when
being subjected to a moderate disability but almost

fully recovers to the pre-disability level after two years.
In the case of a severe disability the recovery, howev-
er, is incomplete (Oswald and Powdthavee 2008).

The second, closely related phenomenon is the
change of people’s aspirations due to changes in
their life circumstances. In the context of econom-
ics, an important finding is that people adjust to
increases in their income (e.g. Stutzer 2004).

Hedonic adaptation and the aspiration treadmill are
not problematic as such for the measurement of in-
dividual welfare. However, they have great conse-
quences for social welfare maximization depending
on how they are treated. Let us consider the case
where courts have to decide about compensation
for losses suffered in a car accident. For the same
physical harm, should they award lower damages to
people with a strong capacity to adapt and higher
damages to others? Or in the area of government
taxation, what costs of taxation should be taken into
account? Materialists with high income aspirations
suffer a great deal from personal income taxes.
Should they be exempted from tax and government
services be financed by people who can easily adapt
to whatever material living standard they are con-
fronted with?

What matters in our context is that the means for
dealing with hedonic adaptation and the aspiration
treadmill are not part of the formal happiness maxi-
mization. Instead the means must be sought at a
more fundamental level, i.e., at a constitutional level.
A social decision making mechanism is required to
indicate how adaptation and aspiration effects have
to be dealt with in public policy. Obviously such deci-
sions have grave consequences for economic policy,
which the social welfare maximization approach can-
not address.

Happiness measures as normative preferences

The various happiness measures capture different as-
pects of individual well-being and thus different con-
cepts of individual welfare. For a measure of reported
subjective well-being to serve as a proxy for individ-
ual welfare, an important assumption is necessary:
The standards underlying people’s judgments are
those the individual would like to pursue in realizing
his or her ideal of the good life. People’s judgments
about their life can then serve as a proxy for their
individual welfare. People are assumed to pursue in-
dividual welfare based on some stable evaluation
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standards. Moreover, the extent to which individual
welfare is identified depends on whether the evalua-
tion metric fits people’s judgments about their life.
The normative basis of this approach thus goes be-
yond assuming the pursuit of happiness and also
involves choosing the concrete evaluation metric to
elicit people’s judgments.

Some people might favour a distant perspective re-
flecting on one’s life ex post facto, while others fa-
vour the reasoned ex ante evaluations as their stan-
dards. Still others might give priority to how they feel
when experiencing life as it occurs. Imagine those
people who see happiness or high standards of indi-
vidual welfare as a cognitive appraisal that the over-
all quality of life is judged in a favourable way. For
them, general evaluations 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, individual welfare might be best
measured by such approaches as the experience sam-
pling method or the day reconstruction method.

A constitutional perspective on happiness research

Based on the outlined objections and limitations, we
argue that happiness research should not aim at con-
structing a social welfare function at all. Instead the
insights provided by happiness research should be
used in a different way. Our vision rests on the fun-
damental presumption that the quality of the politi-
cal process is a key factor in people’s happiness and
that the legitimacy of political action finally rests on
the voluntary agreement of the citizens involved. In-
dividual sovereignty should not be reduced to self-
reports on well-being. It should include choices on
how to best pursue happiness, both individually and
collectively. The claim is not for ‘naïve’ consumer or
citizen sovereignty, which assumes optimal behavior.
People, with their bounded rationality and bounded
willpower, are sometimes aware of their own limita-
tions (and sometimes aware only of the limitations
of their fellow citizens).

Accordingly, at the collective level, the political pro-
cess should be institutionally structured so that peo-
ple’s common interests become the principal driving
force. Economic policy must help to establish those
fundamental institutions, which make politicians and
public bureaucrats most responsive to people’s com-
mon interests (dominating behind a veil of uncertain-

ty) and which finally lead to the best possible fulfill-
ment of individual preferences.As argued above, hap-
piness is not necessarily people’s ultimate goal. It
may even be that people see some virtue in unhap-
piness if they reckon that discontent is the only way
to overcome social ills.

Happiness research has two different practical uses
for policy: (1) It helps to identify which institutions
enable individuals to best meet their preferences and
which therefore contribute most to their personal
happiness; (2) It provides important informational
inputs for the political process.

(1) Happiness research provides insights on how,
and to what extent, institutions have systematic
effects on indicators of individual well-being.The
emphasis is on institutions rather than specific
policy interventions. To give an example, happi-
ness policy should focus on the relationship be-
tween the fiscal constitution of a jurisdiction and
people’s subjective well-being rather than on the
optimal tax scheme in terms of happiness. The
range of institutions under study includes self-
binding mechanisms, social norms, private and
public law (i.e., the rules of the game), as well as
constitutional conditions on how to choose rules.
The latter, for example, involves the possibility 
of direct democratic decision making (Frey and
Stutzer 2000).

(2) The results gained from happiness research
should be taken as informational inputs into the
political process. These inputs have yet to prove
themselves in political competition, in citizens’
discourse, and also in the discourse between citi-
zens and politicians. Happiness research already
has produced many insights, which can be intro-
duced into the political discussion process. They
include policy issues like, for example, the effect
of mandatory retirement and mandatory school-
ing on happiness (Charles 2004; Oreopoulos
2007); the impact of tobacco taxes on smokers’
well-being (Gruber and Mullainathan 2005); or
the relation between working time regulations
and people’s subjective well-being (Alesina et al.
2005). A competent overview of selected find-
ings, with policy relevance, is provided by Diener
et al. (2010).

The proposed constitutional vision takes into ac-
count that there is a demand for happiness research
in the current politico-economic process. For exam-
ple, parties in competition will want to learn about
voters’ preferences from data on reported subjective



well-being. This demand for analyses might include
evaluations of specific policy issues as well as grand
policy schemes. Or, the public administration involv-
ed in valuing public goods will use the life satisfac-
tion approach (for a review, see Frey et al. 2010) in
order to get complementary information for cost-be-
nefit analyses.

Concluding remarks

We asked at the outset about the consequences of
happiness research for public policy. Based on a po-
litical-economic analysis, we respond that the appro-
priate approach is not to maximize aggregate hap-
piness directly by seeking to improve outcomes
through direct policy interventions. Rather, we see
the role of happiness research as seeking to improve
the nature of the political processes. Individuals
should have more opportunity of advancing what
constitutes their idea of the good life, both individu-
ally and collectively. They should be made aware
that different issues require different measures and
indicators of well-being. Happiness research should
remain open to constructing a number of different
indicators, reflecting well-being according to differ-
ent aspects of life. Plurality is a necessary conse-
quence of the procedural view outlined. This is in
stark contrast to the maximization approach requir-
ing one single objective. From a constitutional
standpoint, we conclude that people are best served
with comparative institutional analyses on subjec-
tive well-being.
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MEASURING INTEREST

GROUP ACTIVITY

SILKE FRIEDRICH*

Introduction

Special interest groups play an important role in the
political systems of the developed world. Repeated
accounts of this can be found in economics and polit-
ical science literature, and also among journalists
and policy makers. But measuring the influence of
interest groups is both important and challenging.

There is little consensus among social scientists
about the appropriate definition of “special interest
group”. Some authors use the term broadly for any
subset of voters who have similar socio-demograph-
ic characteristics, or similar beliefs, interests and pol-
icy preferences.1 Others define special interest
groups as organizations that engage in political activ-
ities on behalf of their members. In the following we
will focus on studies that employ the more narrow
definition.

In order to analyze the influence of special interest
groups on public policy making, measures of interest
group influence have to be determined. This has
shown to be a complicated task because there are at
least three distinct problems: the existence of differ-
ent channels of influence, the occurrence of counter-
active lobbying and the fact that influence can be
wielded at different stages of the policy process. The
most basic challenge is to find measures that address
the different channels of influence. This is crucial to
be able to address the impact of different lobbying
tactics on policy outcomes.

In order to promote their political objective, special
interest groups engage in a variety of activities,
which is why there is extensive theoretical literature

on different channels of special interest group influ-
ence. Grossman and Helpman (2001), for example,
give an overview of models that explain the effec-
tiveness of special interest group tactics. They de-
scribe two main channels of influence of special in-
terest groups, the dissemination of information and
campaign contributions.

Interest groups inform policy makers, the public and
their members. The reason for the dissemination of
information is simply to inform and persuade policy
makers of the wisdom of the groups’ position. Spe-
cial interest groups can be an important source of in-
formation for politicians because they are already
familiar with the subject they are promoting and are
willing to undertake research in the area. According
to findings of extensive surveys conducted among
interest groups in the US on the federal level, special
interest groups spend a majority of their resources
on informing policy makers.2

The other main tactic of special interest groups men-
tioned by Grossman and Helpman (2001), which
may be unrelated to the groups’ access to informa-
tion, is the provision of resources to candidates and
parties. Campaign contributions can buy access, cre-
dibility or simply influence for special interest
groups. Of all forms of special interest activity, cam-
paign contributions are the most broadly analyzed
lobbying tactic.

While the theoretical approach to assessing interest
group influence is essential to determine the mecha-
nisms and channels used to exert influence, the evi-
dence from surveys is very helpful to analyze the
actions taken by special interest groups. But in order
to analyze the influence of special interest groups on
public policy making, measurable determinants of
interest group influence are necessary. A first step in
this direction is to register lobbying activity. The pur-
pose of this study is to analyze the status quo of lob-
bying registration in the US and in Europe and to
show how this data has been used to find measurable
determinants of interest group activity.

* Ifo Institute for Economic Research at the University of Munich.
1 See for example Putnam (1994).

2 For surveys conducted, see, for instance, Baumgarner et al. (2009);
Nownes and Freeman (1998); Heinz et al. (1993); Schlozman and
Tierney (1986).



Lobbying in the US

Registration of lobbying 

Data on all lobbying establishments in the US are
available for recent years, i.e., since the Lobbying
Disclosure Act of 1995 (LDA). The LDA requires
organizations to register and report information on
their special interest activities to the Senate Office of
Public Records (SOPR) every six months.According
to the Act, a lobbyist is any individual who (1) re-
ceives compensation of USD 5,000 or more per six-
month period, or makes expenditures of USD 20,000
or more per six-month period for lobbying, (2) who
makes more than one lobbying contact, and (3) who
spends 20 percent or more of his or her time over a
six-month period on lobbying activities for an orga-
nization or a particular client. According to this def-
inition, two types of registrants are obliged to report
under the LDA, lobbying firms and organizations or
firms that conduct in-house lobbying activities (self-
filing organizations).3 Lobbying
firms are private firms who take
on work for a number of different
corporate and non-corporate cli-
ents. They have to declare their
lobbying revenue. Self-filing orga-
nizations declare (a good faith 
estimate) of their spending on in-
house lobbying efforts.

The following three figures sum-
marize the information on lobby-
ing activity in the US that is avail-
able as a result of the LDA.4 The
data for these figures is drawn
from the Center for Responsive
Politics (CRP), a Washington based
non-profit organization for the
promotion of political transparen-
cy.5 Figure 1 shows how many reg-
istered businesses, labor unions

and other organizations have lobbied the US Con-
gress and federal agencies between 1998 and 2008.
While the number of active lobbyists has increased
only slightly during the last decade, Figure 2 shows
that the lobbying expenditures in the US have more
than doubled during that time. This increase in spend-
ing on lobbying has not been driven by a particular
industry, as shown in Figure 3. This figure also high-
lights which sectors have spent most on lobbying dur-
ing the last decade: the health sector, followed by the
business sector and finance, insurance and real estate.

Contributions from political action committees

Besides spending resources on informing policy
makers, interest groups can give contributions to
campaigns. There are two main types of campaign
contributions, individual contributions and contribu-
tions by Political Action Committees (PACs). Since
individual contributions are made by American citi-
zens, and not by organized groups, we focus on PAC
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Van Scoyoc Associates, who represent
some of the largest corporations, as well
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porations such as Wal-Mart, who have
their own lobby shop in Washington, as
well as peak industry groups such as the
American Medical Association.
4 The figures summarize lobbying activity
on the federal level. Each US state has
individual rules for monitoring and/or
restricting lobbying activities.
5 http://www.opensecrets.org/(accessed No-
vember 2010).
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contributions here.6 PACs are political committees
organized for the purpose of raising and spending
money to elect and defeat candidates. Most PACs re-
present business, labor or ideological interests. PACs
can give USD 5,000 to a candidate committee per elec-
tion (primary, general or special). They can also give
up to USD 15,000 annually to any national party com-
mittee and USD 5,000 annually to any other PAC.

PACs may receive up to USD 5,000 from any one indi-
vidual, PAC or party committee per calendar year.

Figure 4 shows the PAC contributions between
1998 and 2008 as reported by CRP. Comparing the
PAC contribution with the lobbying expenditures
above shows that a fraction of resources spent by
special interest groups is spent on PAC contribu-
tions. But the same sectors that have the highest
lobbying expenditures spend most on PAC contri-
butions (Figure 5).

Empirical evidence of interest
group influence in the US

In general, studies that incorpo-
rate interest group activities other
than donating to campaigns are
rare. Moreover, there is limited
empirical work linking the theory
to the data.7 The few studies that
assess such influence generally
estimate an equation in which the
dependent variable represents a
decision variable of the public sec-
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6 It is important to note that individual contributions constitute a
large share of campaign contributions and are essential to analyze
the impact of such contributions on election outcomes. See
Stratmann (2005). Data on individual contributions to campaign
can be found at the Federal Election Commission (accessed Octo-
ber 2010).

7 See Potters and Sloof (1995) or de
Figueiredo (2009) for summaries of the
existing literature.



tor which the interest group is hypothesized to influ-
ence. Roughly, two sets of dependent variables can be
distinguished. One set concerns the behavior of indi-
vidual political decision makers (i.e., voting records).
The second set relates to policy outcomes. The LDA
data has been used to analyze how much firms lobby
and how they lobby.8 Furthermore, the data has been
used to quantify the effect of lobbying activities on
policy outcomes in specific industries.9

Evidence from survey data show that a main value
for lobbyists is their proximity to policy makers.10

One important way to establish personal connec-
tions between lobbyists and politicians is to employ
ex-government staffers in the industry or in lobbying
firms, the so-called “revolving door” movement.
Lobbying salaries are typical several times higher
than public sector salaries, which suggests that there
is the opportunity for former officials to cash in on
their government connections. While there is a lot of
anecdotal evidence of this practice, direct empirical
evidence on the extent to which previous officials
are able to convert political contacts in to lobbying
revenue is scarce.11 Blanes i Vidal et al. (2010) con-
ducted one of the few studies that is able to quantify
the value of direct connections between lobbyists
and politicians. They analyze the relationship be-
tween previous government officials and the Con-
gressional politician in whose office they had previ-
ously worked. The authors use data on the lobbying
revenues of these ex-staffers and show how these re-
venues change once their previous employer leaves
the Senate.

The only form of lobbying activity that has been
recorded rigorously for a long time are campaign
contributions. Hence, it is not surprising that PAC
contribution have been extensively analyzed. The
main question concerning PACs is a very sensitive
one: What exactly do they buy? Stratmann (2005)
surveys the existing literature on campaign contribu-
tion and summarizes different hypotheses about the
purpose giving PACs. A main argument in the litera-
ture is that PACs buy influence. If this is the case,
then incumbents who receive money from special
interest groups cater to their wishes because they re-
ceived campaign contributions. Many theoretical

models predict that interest groups buy political
favors with their contributions.12 But the empirical
evidence for this prediction appears mixed.13 Other
possible explanations for Political Action Commit-
tees to contribute to elections could be that, accord-
ing to Stratmann (2005), special interest groups de-
rive consumption value from PACs, or see them as
investments in policy or as a means of gaining access
to the legislator. But while it is relatively straightfor-
ward to examine the influence of PACs on election
outcomes or policy choices, other hypotheses about
the purpose of PACs are not as easily quantifiable.

Lobbying in Europe

Registration of special interest groups

In the US, lobbying regulations, both in the form of
registration and limitations, have been a matter of
concern since World War II. In most European coun-
tries, special interest groups have been analyzed to a
far lesser extent. Chari et al. (2010) give a compre-
hensive assessment of lobbying regulations around
the globe. The term “regulations” for lobbyists, as it
is used by Chari et al. (2010), means that political
systems have established rules which lobby groups
must follow when trying to influence government
officials. The most basic rule is that lobbyists have to
register with the state before contact is made with
public officials. Other lobbying regulations that have
been put into place are that special interest groups
have to indicate which public actors they intend to
influence, that they provide the state with individ-
ual/employer spending records or that there has to
be a publicly available list with lobbyists. Another
registration criterion is if revolving door practices
are openly monitored.

Chari et al. (2010) show that lobbying regulations are
relatively rare in liberal democracies and that the
norm in most countries is that there are no lobbying
rules. See Table 1 for an overview of lobbying regu-
lations in the EU and in the US. In the EU, Germany
is the only country with a long history of lobbying
regulations (since 1951). In Italy, lobbying regula-
tions exist at the regional level. Hungary, Poland and
Lithuania have adopted special interest regulations
after 2000.
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8 See, for example, Schuler et al. (2002) and de Figueirdo and Kim
(2004).
9 See, for example, Schuler (1996) for evidence from the US steel
industry; Hedge and Mowery (2008) for evidence from the biome-
dial industry; and de Figueirdo and Silverman (2006) for lobbying
in the education sector.
10 See, for example, Baumgarnter et al. (2009).
11 See Dal Bo (2006) for a review on regulatory capture.

12 See, for example, Grossman and Helpman (2001).
13 See Stratmann (2005) for details.
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Contributions to political parties and campaigns

As in the US, campaign contributions are another

way for special interest groups to influence public

policy in European countries. Many governments

regulate from where and how much funding candi-

dates or parties can obtain from private organiza-

tions. The regulations concerning the disclosure of

campaign contributions also differ from country to

country.

Table 2 presents data from the CESifo Database for

Institutional Comparisons in Europe (DICE) on Fi-

nancing of Political Parties. The
Table gives a summary of the po-
litical structure of the countries
and the institutional framework
in which campaign finance takes
place, as well as laws limiting con-
tributions and disclosure require-
ments. This summary shows that
most countries have limitations
to campaign contributions (with
the exception of Austria, Sweden
and the Netherlands). Addition-
ally the source of campaign con-
tributions has to be disclosed in
all countries except in the Nether-
lands. But there is no reliable data
source on campaign contributions
in any of the countries mentioned
in Table 2.14

Registration of lobbying in the

European Union

Besides the obvious lack of data
on lobbying activity in European
countries, there is another issue
that makes the analysis of the in-
fluence of special interest groups
within European countries almost
impossible: the Europeanization of
interest group activity.

Today, many laws and regulations
concerning European Union (EU)
member countries originate in
Brussels. Töller (2010) estimates
that 40 to 80 percent of German
laws passed between 2002 and
2005 are at least influenced by
European impulse.15 With this

shift in political power from national governments to
EU institutions, one would expect interest groups to
change their focus of attention towards Brussels. In
the words of Mazey and Richardson (2006), one
would expect interest groups to “shoot where the

Table 1 

Lobbying regulations in EU countries and in EU institutions

Country/
Institution

Rules governing lobbyists as of 2009 

Austria No statutory rules 

Belgium No statutory rules

Denmark No statutory rules  

Estonia No statutory rules 

France
Indicated its aim to introduce a voluntary parliamen-
tary run register – July 2009.

Germany Regulation and registration through rules of procedure
introduced by the Bundestag in 1951; later amended in
1975 and 1980.

Hungary Regulation of lobbying activity since 2006.

Latvia No statutory rules 

Lithuania Regulation since 2001.

Luxembourg No statutory rules

Ireland No statutory rules 

Italy No statutory rules at national level. Nevertheless, re-
gional schemes have been introduced in the Consiglio
regionale della Toscana in 2002 and Regione in 2004.

Malta No statutory rules 

Netherlands No statutory rules 

Poland Regulations since 2005 

Portugal No statutory rules 

Romania No statutory rules 

Slovakia No statutory rules  

Slovenia No statutory rules  

Spain No statutory rules  

Sweden No statutory rules

United Kingdom No statutory rules in either Commons or House of Lords.

EU: European
Parliament

Regulated by Rule 9(2) of the Rules of Procedure,
1996.

EU: Commission Before 2008, “self-regulation” was the model adopted
by the Commission. However, as of 23 June, 2008, the 
Commission opened a voluntary register of interest 
representations.

EU: Council No statutory rules 

 Source: Chari et al. (2010).

14 A caveat of the data presented in Table 2 is that it relates mainly
to the year 2000. Hence, even though the main regulations have
remained in place, the data collection process might have changed
since then.
15 Töller (2010) finds that the degree of Brussel’s influence on
German laws varies across fields and that 40 percent of the new
laws in the fields of economics and transportation are at least influ-
enced by decisions made in Brussels. These shares are higher in
finance (42.6 percent), justice (42.2 percent), family and health
(42.3 percent), agriculture (75 percent) and environmental policy
(81.3 percent).
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Table 2 

Contributions to political parties 

Restrictions Transparency

Austria No limits on individual or corporate donations. No
limits on expenditure. Political donations by interest
groups are subject to an income tax surcharge to be
paid by the recipient party. Donations in excess of
EUR 7,730 must be disclosed (total amounts and type

of donor, i.e., individual, interest group, corporation).

States do not require strict reporting and data
provided by parties on the federal level
thought to be incomprehensive for it covers
only part of the parties’ activities and financial

dimensions.

France No foreign donations. No donations from private or
public-sector companies (since 1995). Individual
donations may not exceed ca. EUR 7,575 per year
and donations of more than ca. EUR 150 must be
given by cheque, thereby disclosing the identity of

the donor.

Legal status of parties is vague; data protected 
and not released to the public due to the
constitutional freedom of action granted to
parties. Available reports are incomplete:
expenses for local activities are not detailed
and links between parties and foundations
remain unclear. Poor level of supervision by
regulating authorities.

Germany No limits on individual or corporate donations. Ban 
on tax benefits for corporate donors imposed by the
Federal Constitutional Court. Donations in excess of
ca. EUR 10,300 must be disclosed (names, addres-
ses, and amounts). Ban of foreign donations except
from EU citizens and EU corporations. No donations
in excess of EUR 500 from anonymous individuals.

Reports and lists of donors are published in
parliament material (Bundestagsdrucksache).
Reports have a common format and are well
documented. The total revenue of assessments
remains unclear. For detailed info and statistics
see: http://www.bundes-tag.de/datbk/finanz/
index.html; http://www2.spd.de/partei/finanzen/

ausw_rechenschaftsbericht9 9.pdf

Italy No limits on individual or corporate donations for
routine activities (donations to candidates are limited
to EUR 8,700). Donations by privately run business-
ses must be approved by its board of directors and 
disclosed in the company’s annual report. No dona-
tions from public or semi-public entities. Donations in
excess of ca. EUR 2,640 must be disclosed by party
and donor.

Reports are published in Gazzetta Ufficiale, the
official publication for laws and decrees. Re-
ports contain few details: donors are not dis-
closed and income is only in itemized total 
amounts of money (i.e. membership fees,
donations and public subsidies). Political rou-

tine has often not followed disclosure rules.

Netherlands No common format for financial reports. “Dutch
legislators are still rather inexperienced with
regulation on the transparency of political

finance.” Nassmacher (IDEA Handbook).

Portugal No donations from public or semi-public entities or
from foreign governments and institutions. Private 
corporate donations limited to 1,000 monthly minimum
wages, with a limit of 100 monthly wages per contribu-
tor. Private individual donations limited to 30 monthly
minimum wages per contributor; annual total may not
exceed 500 monthly minimum wages. Donations in
excess of 10 times the monthly wage must be made by

cheque, thereby disclosing the identity of the donor.

Reports are published in Diario da Republica. 
Unreliable data; although provided with ac-
count information, the Tribunal Constitucional
has no authority to verify or investigate finan-

cial statements and transactions.

Spain No donations from public or semi-public entities or
from foreign governments and institutions. No limit
on total amount of income from private donations (the
total of anonymous donations may not exceed 5% of
total income); private donations must be disclosed 
(name, address, and ID number). Private individual
donations limited to ca. EUR 60,120 per year (est.
1987).

Reports are published in Boletin Oficial del 
Estado. Unreliable data; although provided
with account information, the Tribunal de
Cuentas has no authority to verify or investi-
gate financial statements and transactions. In
addition, disclosure is not strictly regulated or
enforced: in recent years, accounts have gone
unpublished.

Sweden No formal limits on individual or corporate donations.
No limits or regulation on expenditure or on the use
of public subsidies. Although corporate donations are
permitted and parties are not obliged to disclose in-
formation about donors, parties have voluntarily
agreed not to accept corporate donations and to dis-
close donations from private organizations (amount
and name). Under the agreement, individual dona-
tions are also disclosed, but only total income and 
number of donors must be reported.

No officially published reports; data on income
and spending protected by a traditional privi-
lege of privacy and different bookkeeping
systems by the parties. Only data concerning

public subsidies is reliable.

United King-
dom

No foreign donations. Limits on expenditure. No paid
broadcast advertising. Donations in excess of EUR
8,210 (GBP 5,000) must be disclosed. No donations
in excess of GBP from anonymous individuals or

blind trusts.

Note: This table is a condensed version of a table in the DICE Database: www.cesifo.de/DICE

Main Source: Nassmacher (2001). Other sources consulted: Baran (2000) and Nassmacher (2003). The information
relates mainly to 2000. Compilation: CESifo.
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ducks are”. This is why Coen describes this shift in
interest group attention as the “Europeanization of
interest groups”.16 The groups active in EU politics
represent a large variety of interests, from countries
within and outside of Europe. Hence, in order to
measure the influence of lobby groups on political
economic decision making processes in the EU
countries as well as in Europe as a whole, it is impor-
tant to understand the impact of special interest
groups on decisions made in Brussels.

In contrast to the US, EU scholars have not had access
to a single, systematic source of data on lobbying activ-
ities in the form of lobbying registration. Furthermore,
the current absence of a comprehensive registration
system in the EU makes it impossible to identify the
universe of the lobbying community in Brussels.
Available data on EU lobbying activities come from
the European Parliament, the EU Commission and
from Landmarks’ commercial register.

In 1996, the European Parliament (EP) adopted a
mandatory system of lobbyist registration. The EP
accreditation registers all groups and their represen-
tatives that obtained the EP’s special entry pass,
which is needed for lobbyists to access the EP build-
ing and to interact with members of the EP. But the
only information available from the interest groups
active in the EP is the name of the organization.

In 2008, the European commission adopted a vol-
untary system of lobbyist registration which was
initiated by the European Transparency Initiative.
As a result, the CONECCS database (Consultation,
European Commission and Civil Society) was re-
placed with the new Register of Interest Repre-
sentatives. The former CONECCS database lists
groups participating in commission committees or
hearings on a voluntary basis. The aim of this data-
base was to make the commission more transpar-
ent, to function as a venue for interest groups and
to help the commission to find the appropriate mix
of partners. The Register of Interest Representa-
tives is continuing the data collection of CONECCS
and requires additional information from the inter-
est groups that choose to register. For example, in-
house lobbyists who want to be listed in the regis-
ter have to disclose their estimated lobbying
expenditures per year in ranges of EUR 50,000,
and lobbying firms have to disclose their annual

income in ranges of EUR 50,000. Interest groups
that choose to register also declare their compli-
ance to an ethics code.

Another data source available to study interest
group activity in the EU is Landmarks’ European
Public Affairs Directory. This is a commercial regis-
ter of groups, firms, national and international insti-
tutions as well as regional actors active in EU poli-
tics in Brussels.

Berkhout and Lowery (2008) have compared these
different datasets and found that there is surprising-
ly little overlap. Baumgartner et al. (2010) have com-
bined the data from CONECCS (now Register of
Interest Representatives), the EP’s accreditation
register and Landmarks’ European Public Affairs
Directory. With the EU Interest Group Population
Dataset 2007–2008, they have created the most in-
clusive and accurate list of lobbying organizations in
the EU yet compiled.17 But this new data set only
lists lobbying organizations, without providing any
information about the number of lobbyists working
for each organization and without disclosing lobby-
ing expenses of the organizations listed. Table 3
shows the size of the disaggregated data sets used by
Baumgartner et al. (2010).

It has been observed in earlier analyses of interest
group populations in various national systems that
professional associations and corporations, i.e.,

16 Coen (2007) talks about “the Europeanization of interest
groups”.

Table 3 

Sources of the EU interest group population dataset

2007–2008 

Dataset Number of
organizations

CONECCS 749 

Landmarks directory
a)

2,522 

EP accreditation register 1,534 

Total groups listed in any of the

three sources

4,805 

Minus duplicates –1,105 

Final Dataset 3,700 

a) Landmarks' directory lists organizations in different

categories (trade organizations, professional organiza-

tions, etc.). Some organizations are listed in more than

one category. The figure 2,522 in the table refers to

the number of unique organizations listed, after delet-

ing duplicates.

Source: Baumgartner et al. (2010).

17 According to Baumgarner et al. (2010), the full dataset will be
made freely available at http://sites.maxwell.syr.edu/ecpr/intereuro



groups representing business interests, provide the

largest share of groups mobilized for political ac-

tion. Table 4 shows that the EU is no exception to

this trend. The Table gives an overview of the type

of organizations that are registered to lobby in the

EU. 50 percent of the groups mobilized for political

action are professional associations and interest

groups. Combing the categories associated with

business interests (e.g., all those except internation-

al organizations, regions, think tanks, political par-

ties and other) shows that 82.5 percent of the lob-

bying organizations in the EU come from the busi-

ness sector.

Analyzing the origins of the special interest groups

active in the EU shows that representatives from

large member states dominate the scene (Table 5).

43.7 percent of all registered special interest

groups are based in Germany, France or the UK.

The Benelux groups benefit from their geographi-

cal proximity to the EU capital Brussels. With 14.7

percent of all registered special interest groups in

the EU, these countries are overrepresented given

their relative size. Organizations from Eastern

Europe so far seem hesitant to enter the Brussels

scene. Only 4.5 percent of organizations registered

to lobby in the EU are from new EU states.

Empirical evidence of special interest group activity
in Europe

Most economic studies that explain the impact of
lobbying activities are based on evidence from the
US. This is not surprising since the registration of
lobbyists is most transparent in the US. But even in
the US, empirical evidence on the impact of special
interest groups on public policy is scarce.

In Europe, data on special interest group activity is
simply non-existent in many countries. This explains
why there is hardly any empirical evidence on the
impact of special interest groups. Coen (2007) sum-
marizes the empirical and theoretical studies on
interest groups influence in the EU. He notes that
there is an increasing amount of theoretical litera-
ture explaining the Europeanization of interest
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Table 4 

Types of organizations registered to lobby in the EU

Group Type
Fre-

quency
Per-
cent

1. Professional associations and 
interest groups

1,847 49.9

2. Corporations 492 13.3 

3. Chamber of Commerce 36 1.0 

4. Consultants 219 5.9 

5. National employers' feder-
ations

58 1.6 

6. International organizations 118 3.2 

7. Law firms 124 3.4 

8. National trade and professional
organizations

252 6.8 

9. Regions (incl. municipalities) 267 7.2 

10. Think tanks and training 146 4.0 

11. Labor unions 30 0.8 

12. National associations of
Chambers of Commerce

27 0.7 

13. Political parties* 7 0.2 

14. Other 7 0.2 

Missing 70 1.9 

Total 3,700 100.1

* Not a Landmarks' category.

Source: Baumgartner et al. (2010).

Table 5 

Country of origin of organizations registered to lobby

in the EU

A. EU–15 states Frequency Percent

Germany 380 18.7 

United Kingdom 285 14.0 

France 274 13.4 

Netherlands 150 7.4 

Italy 139 6.8 

Belgium 120 5.9 

Spain 75 3.7 

Austria 54 2.7 

Sweden 41 2.0 

Denmark 42 2.0 

Finland 18 0.9 

Portugal 15 0.7 

Luxembourg 13 0.6 

Ireland 13 0.6 

Greece 5 0.3 

B. New EU–27 states

Poland 28 1.4 

Czech Republic 16 0.8 

Slovakia 12 0.6 

Hungary 11 0.5 

Romania 7 0.3 

Latvia 4 0.2 

Estonia 4 0.2 

Lithuania 2 0.1 

Slovenia 3 0.2 

Cyprus 2 0.1 

Malta 2 0.1 

Bulgaria 2 0.1 

C. Selected non–EU states

USA 181 8.9 

Switzerland 75 3.7 

Note: The table lists the nation of origin for those organ-

izations that report it. For non–EU states, we include 

only the two prominent home countries.

 Source: Baumgartner et al. (2010).
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groups. Most studies concerned with the impact of
special interest groups tackle similar methodological
and theoretical questions as their counterparts in the
US. However, Woll (2006) warns, for example, that
before the replication of US models becomes the
norm in Europe, it is important to investigate how
applicable these concepts are to the EU public poli-
cy process and distinct EU institutions as well as to
the national political systems in Europe. And while
recognizing that Europeanization has occurred, it
must not be forgotten that not all interest groups
make use of the new EU opportunities and distinct
national interest groups remain.18

The challenge

Measuring the influence of interest groups is both
important and challenging. Dür (2008) quotes
Loomis (1983), who describes the attempt of mea-
suring lobbying activity as “searching for a black cat
in the coal bin at midnight”. Baumgartner and Leech
(1998) describe research on special interest groups
as an area of “confusion” in the literature.

In order to assess the impact of interest groups it is
crucial to know who exerts influence. As this study
shows this in itself is a major challenge, since lobby-
ing regulations are non-existent in many European
countries.

Hence, a first step towards being able to measure the
influence of special interest groups in Europe would
be to register lobbyists and disclose their expendi-
tures related to lobbying activities. In the EU, the
EU Interest Group Population Dataset 2007–2008 is
a first step in this direction. So is the European
Transparency Initiative (EIT), which obtained the
disclosure of lobbying expenditures for the interest
groups who voluntarily register as lobbyists at the
European Commission. But while registering lobby-
ing activities at the EU level is important, it does not
replace the need for lobbying regulations in the EU
countries.

The disclosure of contributions to political parties
and campaigns would be another important step
towards more transparency of interest groups activi-
ties in Europe. Such data is available in most EU
countries. But there is no equivalent to the US orga-
nizations – the Center for Responsive Politics or the

Federal Election Commission – to publish the avail-
able records on campaign contributions.

In the literature concerned with the influence of spe-
cial interest groups, the practice of revolving door
lobbying is getting more and more attention. This
practice is widespread in European countries and in
the EU. Hence, the disclosure of former politicians
who move on to the private sector would be neces-
sary to address the impact of this practice.

The most elaborate analysis of interest group influ-
ence has been conducted in the US. One reason for
this is certainly a political environment that makes it
necessary to investigate who pulls which strings in
politics.19 Another reason is the availability of data.

But even in the US, empirical determinants of spe-
cial interest group influence are scarce. The prob-
lems are that there are not only different channels of
influence. Interest groups also affect each other,
which has to be taken into account when measuring
their impact on public policy. Furthermore, interest
group influence can be wielded at different stages of
the policy process and depends crucially on the polit-
ical environment the interest group operates in.

But the recent changes in the rules on lobbying reg-
istration in the developed world are a step in the
right direction. Even though the question of interest
group influence is difficult to analyze, not only be-
cause of a lack of data, but also because of the many
facets of the issue, it is too important to ignore.
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THE EFFECTS OF THE BONUS

TAX – WHAT WAS INTENDED

AND WHAT WAS ACHIEVED?

DOINA MARIA RADULESCU*

Introduction

One of the main topics that has dominated policy
discussions all over Europe during the past months
has been the introduction of a bonus tax by the UK
and France. Given the widespread opinion that high
bonus payouts have fuelled excessive risk taking,
governments have tried to find ways of curtailing
this kind of incentive compensation.Thus, the British
Treasury announced at the beginning of December
2009 that it would impose a one-off ex-post 50 per-
cent levy on any discretionary bonuses exceeding
GBP 25,000 (EUR 28,000) awarded to employees of
banks for the period 9 December 2009 to 5 April
2010. Alistair Darling, the former British chancellor,
defended this measure by arguing that banks should
use their profits to strengthen their capital base
instead of paying high bonuses. On these grounds,
the proceeds from this bonus tax would be spent,
according to Darling, to refund taxpayers’ money
which was used for rescuing banks (Financial Times,
9 December 2009). The French Finance Minister
Christine Lagarde also announced that France would
levy a tax on bonuses exceeding EUR 27,500 in 2010.
Even the Social Democratic Party of Switzerland pro-
posed a bonus tax of 8.5 percent for bonuses exceed-
ing CHF 1 million as a response to excessively high
payments, whereas Greece even announced the intro-
duction of a 90 percent bonus tax.

The European Commission’s and the US’ stance on
dealing with excessively high bonuses is to some
extent different. The new EU rules to become effec-
tive as of 1 January 2011 envisage the deferral of be-
tween 40 and 60 percent of bonuses for three to five

years. Moreover, half of the upfront bonus payment
has to be paid in shares or in other securities linked to
the bank’s performance. As a result, the cash portion
of variable pay is limited to between 20 and 30 per-
cent (European Parliament 2010). In contrast the US
administration proposed the introduction of a cap of
USD 500,000 on the salaries and bonuses for execu-
tives of institutions that received federal assistance.

Moreover, as recently shown in a survey published
by the Institute of International Finance (2010) some
financial institutions have even initiated the restric-
tion of this kind of incentive compensation by offer-
ing fewer “guaranteed” pay packages or abolishing
“multi-year” guarantees which provided bank em-
ployees with fixed bonuses irrespective of their own
or the firm’s performance.

Still, given the lack of consensus on a uniform regula-
tory framework for dealing with this issue, banks in
more regulated countries are concerned that they
might suffer a comparative disadvantage relative to
their counterparts in less heavily regulated economies.

In general, whenever bonuses are a reasonable pro-
xy for the employee’s contribution to firm value, a
tax or a cap can reduce incentives and thus profits
to the detriment of the shareholders. Sometimes,
however, the bonus is based on an imperfect mea-
sure of the employee’s actual contribution to the
firm that does not depend only on effort but also on
luck. In firms where the measured performance is
more likely to reflect luck, a cap or even a tax might
be accordingly appropriate.

Under these circumstances, the question is whether
measures such as the bonus tax really achieve their
goals. The subsequent analysis shows that assuming
managers are highly mobile and have an outside
option not subject to a bonus tax, the compensation
contracts banks offer have to specify higher amounts
of gross effort-based pay. Therefore, it is not surpris-
ing to see that the bonus tax has not achieved its goal
of altering banks’ behaviour and is thus not the
appropriate instrument for dealing with this kind of
incentive compensation.* ETH Zürich, Kof, Switzerland.



Bonus payments in different 
sectors and countries during the
last decade

To obtain a better idea of the size
of bonus payments, the following
graphs show the development of
bonus payments in different sec-
tors and countries.

Figure 1 depicts the trend in the
average bonus paid in different
sectors in over 63 countries. As
the graph shows, the peak was
reached in the sector “IT and
Hardware” during the stock mar-
ket bubble in 2000. During the
past years, the highest average
bonuses were paid in the sectors
“Banks” and “Speciality and Oth-
er Finance” (primarily investment
banks). Accordingly, in 2007, the
mean bonus paid in the sector
“Speciality and Other Finance”
amounted to around USD 1.5 mil-
lion and declined to around USD
0.8 million in 2008.

Figures 2 and 3 depict the devel-
opment of bonus payments in
banks and investment banks in
selected countries between 1998
and 2008. At first glance, it is
noticeable that bonus payments
paid by US investment banks
were much higher than those
paid by other banks or by their
counterparts in European coun-
tries. The bonus paid by a US in-
vestment bank even reached
USD 6 million in 1999 or USD 
4 million in 2006. The peak in
1999 in the US can be attributed
to the stock market bubble. Nev-
ertheless, bonuses paid by banks
and investment banks in France
and England also display a rising
trend. Accordingly, the average
bonus paid by an investment bank
even tripled from around 300,000
USD to above USD 1 million in
England and France between
2002/2003 and 2007/2008.
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These extremely high incentive payments are mostly
linked to current period accounting profits, and the
widespread opinion is that high bonus payouts
fuelled excessive risk taking in the financial sector.
Under these circumstances, we should be interested
in considering the possible consequences of mea-
sures which aim at restricting the level and structure
of these compensation components, especially since
top executives have very high incomes. How they
respond to changes in taxes may have important effi-
ciency and revenue effects.

Implications of the bonus tax

To analyse the possible implications of a bonus tax,
consider the following thought experiment. Suppose
a firm operates in two different economies and
employs a manager in each of them to run the firm’s
operations in the respective country. I use the Princi-
pal Agent model, which assumes compensation con-
sists of two distinct components: the first one is inde-
pendent of effort whereas the second one is effort
sensitive. Applying such a framework one can com-
pute the optimal compensation components in each
of the two countries and then consider the effects of
the introduction of a bonus tax in one of the two
economies.

Let us assume furthermore that net-of-tax wages have
to be equalised between countries and that managers
face the same reservation wage (i.e., they have the
same outside option). Under these circumstances, net-
of-tax effort-based compensation in the country
introducing the tax equals the effort-based compen-
sation component in the other country.1 Thus, given
the higher gross effort-based compensation, the opti-
mal contracts are tilted towards more effort-based
pay. To put it differently, the bonus tax reduces the
risk cost to the manager from any performance-based
contract and weakens the effort-inducing incentives
of such a contract. The two effects combined encour-
age the firm to offer stronger effort incentives. A pre-
liminary look at compensation ratios2 in the UK con-
firms this result as these ratios stayed constant or
even increased compared to previous periods with no
bonus tax. Therefore, the predicted theoretical results

are confirmed by the banks’ reaction: They did not
reduce the compensation paid to managers but rather
increased it. Thus the bonus tax did not achieve its
purpose of altering bankers’ behaviour.

In addition, the introduction of such a tax reduces
firm profits and thus dividends. Why is that so? As
the tax negatively affects compensation and thus
effort, the firm needs to increase the manager’s com-
pensation to induce her to exert more effort. There-
fore, firm profits are negatively affected and the tax
incidence basically falls upon the firm’s sharehold-
ers. This result is in line with the intentions of Deut-
sche Bank or Credit Suisse to lower dividend pay-
outs as a response to the introduction of the UK
bonus tax (Frankfurter Allgemeine Zeitung, 19 De-
cember 2009).

Let me now turn to the welfare implications of such
a policy for the different economies. For this pur-
pose, it is necessary to distinguish between two main
scenarios: a first one in which managers cannot be
relocated between countries and a second one in
which relocation is possible.

No relocation possibility

Let us now pursue our thought experiment further
and assume the bank needs to employ a manager at
each location and operations cannot be moved to
no-tax countries. In this situation, the country that
abstains from introducing such a tax might be at a
disadvantage, because the dividend income accruing
to its residents will decline.

The welfare implications for the country imposing
the tax depend on the relationship between the pos-
itive tax revenue effect and the negative dividend in-
come effect. Assuming that the so-called home bias
holds, the country where the majority of the firm’s
shareholders reside will be affected most by the re-
duction in profit distributions.3

Relocation possibilities exist

A different situation arises if it is assumed that the firm
has the possibility to relocate managers between coun-

1 Contrary to the statement of Josef Ackermann (Frankfurter Allge-
meine Zeitung, 19 December 2009), if the bonus tax is introduced
ex ante, it is not possible to lower bonus payments in the no-tax
economy since the manager’s participation constraint would be
violated. Such a policy is only viable if the tax is a one time ex post
levy.
2 Compensation ratios are defined as the ratio of total compensa-
tion to firm revenues.

3 Assuming for instance Deutsche Bank shares are held primarily
by German citizens, German shareholders would lose more than
UK counterparts as a result of lower Deutsche Bank profit distrib-
utions.



tries as a response to a change in the bonus tax. This
assumption is in line with the reaction of the majority
of financial institutions – such as Goldman Sachs, So-
ciété Générale, BNP Parisbas, HCBC or JP Morgen –
which threatened to transfer operations out of the
UK. In this new scenario, the welfare implications
change as compared to the case with no relocation.
On the one hand, the country introducing the tax now
loses more in welfare terms since the possibility to re-
locate managers negatively affects both labour in-
come tax revenue and revenue from the bonus tax.
On the other hand, the country that abstains from in-
troducing a bonus tax might even gain in welfare terms
if the positive labour income tax revenue effect gener-
ated by the relocation of managers exceeds the nega-
tive dividend income effect.

Additional aspects of the different reform proposals

The new EU rules, as mentioned in the Introduction,
provide for half of the upfront bonus payment to be
paid in shares or other securities. Keeping in mind
that bonuses as incentive compensation depend on
accounting profits whereas shares and options as
incentive devices are linked to the firm’s market val-
uation, the Commission’s proposal ceteris paribus
overemphasises market valuation as a measure of
firm performance. Accordingly, such a measure may
induce bank managers to take actions which increase
the bank’s stock price.

The alternative instrument for dealing with high
bonuses which is being discussed in the US – the bo-
nus cap – is similar to a price cap for a monopolist. It
requires the government to know the “optimal” size
of the bonus and set the cap at this level, an informa-
tion that is not required for a bonus tax.

Conclusion

The preceding analysis shows that the bonus tax did
not really achieve its purpose. If it is assumed that
managers in the financial sector are highly mobile
and the supply of managers is very elastic, the inci-
dence of the bonus tax falls on the banks’ sharehold-
ers. It is thus not surprising that the bonus tax did not
succeed in changing the banks’ behaviour of dealing
with excessive bonuses which fuel risk taking. There-
fore, the question still remains what can be done to
deal with this kind of incentive pay. To induce man-
agers to take a longer term perspective instead of

focusing on short-term risky projects, compensation
packages have to be linked to the firm’s performance
over a multi-year period, as is already the case for
options with long vesting periods. In light of these
arguments, the new EU proposals are a step forward
since under the new rules a fraction of the bonus
payout is deferred for several years.

References

“What Banker Wants to Be in the UK?” (2009), Financial Times,
available at http://www.ft.com/cms/s/0/6284fdba-e4c3-11de-96a2-
00144feab49a.html.

“Deutsche Bank will Last der Bonus-Steuer mindern – Britische
Strafabgabe soll auf alle Mitarbeiter und Aktionäre umgelegt wer-
den” (2009), Frankfurter Allgemeine Zeitung, 19 December, p. 11.

European Parliament (2010), http://www.europarl.europa,eu/sides/
g e t D o c . d o ? p u b R E F = - / / E P / / T E X T + TA + P 7 - TA - 2 0 1 0 -
0274+O+DOC+XML+VO//EN&language=EN.

Institute of International Finance (2010), Compensation Reform in
Wholesale Banking 2010: Progress in Implementing Global
Standards, Washington.

CESifo DICE Report 4/2010 50

Reform Model



CESifo DICE Report 4/201051

Database

NEW REGULATIONS OF PART-
TIME WORK

Since the early 1990s, most OECD countries have in-

troduced new laws aimed at encouraging high-quali-

ty part-time work opportunities and reducing invol-

untary part-time work, by requiring part-time work-

ers to receive comparable wages and working condi-

tions to full-time workers; by allowing full-time work-

ers to reduce their hours in certain circumstances, or

by giving existing part-timers preferential treatment

when hiring full-time.

The Table outlines the statutory rights for part-time

work and part-time workers  in OECD countries and

the accession countries. In most countries, part-timers

are entitled to receive the same contractual pay and

working conditions as equivalent fulltime workers, on

a pro rata basis. Around half of OECD countries

require employers to notify part-time employees who

want to work longer hours of full-time vacancies

when they arise. Some also require employers to give

existing underemployed part-time workers preferen-

tial treatment when filling full-time vacancies.

Rights for full-time workers to request part-time work
are also widespread. In eight countries, parents can
request part-time work, either by taking parental leave
as a period of part-time work or requesting a reduc-
tion in working hours. In most cases, employers can
only refuse requests for part-time work from parents
on serious business or operational grounds, if at all,
and the period of part-time work must be taken before
their child reaches school age. Rights to work part-
time for non-parents are less common. Several coun-
tries have provisions that allow workers to request
part-time work for any reason, although employers
can generally refuse requests on any grounds. Other
countries give specific rights to part-time work to car-
ers of adults (Belgium, Czech Republic, Japan, United
Kingdom), workers who are sick or disabled (Norway,
Slovak Republic, Slovenia, United States), those pur-
suing education or training (France, New Zealand,
Norway, Sweden) or older workers (Belgium, Finland,
France, Luxembourg, Norway, Slovenia).

W. O.

Reference

OECD (2010), OECD Employment Outlook 2010: Moving Be-
yond the Job Crisis, Paris, ch. 4.

Table

Statutory rights for part-time work and part-time workers 

Rights to work part-time or request part-time work
Rights for existing 
part-time workers

Country

Equal
treatment
for part-

time
workers 

since:
Parents

Carers 
of

adults

Sick or
disabled
workers 

Educa-
tion or
training

Older
workers 

Automatic
reversion 

to full-time
hours

Notifica-
tion of full-

time
vacancies

Preferen-
tial treat-
ment for
full-time
vacancies

Australia – SB – – – – No No No
Austria 1992 SB – – – – Yes No No
Belgium 2002 N SB SB SB SB Yes Yes Yes
Canada (QC) 1990 – – – – – – No No
Canada (SK) 1995 – – – – – – No No
Czech Republic – SB SB – – – No Yes Yes
Denmark – AG – – – – .. .. ..
Estonia 1992 AG AG AG AG AG No Yes No
Finland 2001 SB AG AG .. AG Yes No Yes
France 1982 N SB SB N SB Yes .. ..
Germany 2001 SB SB SB SB AG Yes Yes Yes
Greece 1998 N, SB – – – – Yes Yes Yes
Hungary 2003 N, SB AG AG AG AG No Yes No
Ireland 2001 AG – – – – Yes .. ..
Italy 2000 AG AG AG AG AG .. .. ..
Japan 2007 N N – – – Yes Yes Yes
Korea 2007 AG AG AG AG AG No No Yes
Luxembourg 1993 AG – – – AG Yes .. ..
Mexico – – – – – – – No No
Netherlands 1996 N SB SB SB SB Yes No No
New Zealand – SB SB – – – No No No
Norway 2006 SB SB SB SB SB Yes Yes Yes
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Table (continued)

Rights to work part-time or request part-time work
Rights for existing 
part-time workers

Country

Equal
treatment
for part-

time
workers 

since:

Parents
Carers 

of
adults

Sick or
disabled
workers 

Educa-
tion or
training

Older
workers 

Automatic
reversion 

to full-time
hours

Notifica-
tion of full-

time
vacancies

Preferen-
tial treat-
ment for
full-time
vacancies

Poland 2004 N – – – – Yes Yes No
Portugal 1971 SB – – – – Yes Yes Yes
Slovak Republic 2002 SB SB SB .. .. No No No
Slovenia 1990 N – N – N Yes Yes No
Spain 2001 N N AG AG AG No Yes Yes
Sweden 2002 SB – – SB – Yes No Yes
Switzerland – – – – – – – No No
Turkey 2003 AG AG AG AG AG No Yes No
United Kingdom 2000 SB SB – – – No No No
United States – AG N N,  SB – – No No No

Notes: Acceptable grounds for refusing requests: N = none; SB = serious business grounds; AG = any grounds;
“–” indicates that the policy does not apply; “. .” indicates that information is not available. Many countries have addi-
tional eligibility criteria for requesting part-time work (e.g., length of service, size of firm). Acceptable grounds for
rejecting requests assume that the employee has met these criteria.
Australia: While there is no specific statutory requirement for equal treatment, all permanent employees have the
same safety net of minimum entitlements for wages, leave, dismissal protection, etc. Casual employees are not always
entitled to paid leave (but receive a loading on their hourly rate in lieu of this) and are entitled to unfair dismissal pro-
tection in certain circumstances.
Belgium: Equal treatment rules have applied since 2000 in collective agreements.
Canada (Québec): Right to equal treatment applies to wages if employees earn less than twice the minimum wage.
Saskatchewan: Right to equal treatment applies to pro-rated non-statutory health and life insurance benefits after 
qualifying period, only applies to employers with 10+ full-time equivalent employees.
Denmark: Right to equal treatment applied through collective agreements since 2001.
France: Employers cannot refuse requests for parental leave to be taken as part-time work, but can choose the num-
ber of hours worked (16–32 hours/week). Employers cannot refuse requests for part-time work for educational pur-
poses, but can postpone the period of part-time work.
Germany: Older workers do not have an automatic right to revert to full-time hours.
Greece: There are no grounds for refusing requests for a one-hour per day reduction in working time. Requests for
other arrangements must be agreed to by the employer.
Hungary: Requests from employees in the public sector cannot be refused and they have automatic reversion to full-
time work.
Japan: The employer must accommodate requests for part-time work or allow another flexible work arrangement as a
substitute.
Korea: The right to equal treatment was introduced progressively by company size since 2007 and applies to companies
with fewer than 100 employees from 2009.
Portugal: There is no statutory right to preferential treatment for part-time workers when filling full-time vacancies
but employers are obliged to consider requests for full-time work from part-time employees.
Slovenia: Right to revert to full-time hours does not apply to older workers.
United States: Workers with serious health conditions can work a reduced schedule without their employer’s agree-
ment. Workers with a disability can work part-time unless it causes undue hardship. If this is the case, the employer
must reassign the employee, providing a suitable vacant position is available.

 Source: Responses to OECD Part-time Work Questionnaire; ILO Working Time Database; ILO Maternity Protection  
 Database.
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FIGHT FAT

Since the 1980s, obesity has spread at an alarming
rate. Changes in food supply and eating habits, com-
bined with a dramatic fall in physical activity, have
made obesity a global epidemic. The US National
Institutes of Health defines a “body mass index” of
25–29.9 as overweight and 30 and above as obese.
Across OECD countries, one in two adults is cur-

rently overweight and one in six is obese. Over-
weight rates are growing virtually everywhere. The
rate of overweight people is projected to increase by
a further one percent per year for the next ten years
in some countries (Figure 1).

Rates are highest in the United States and Mexico
and lowest in Japan and Korea (Figure 2). Children
have not been spared, with up to one in three cur-
rently overweight (Figure 3). Severely obese people

die 8–10 years sooner than those
of normal-weight, similar to smok-
ers, and they are more likely to
develop diseases such as diabetes,
cardiovascular disease and can-
cer. Obesity is a burden on health
systems, with health care expendi-
ture for an obese person at least
25 percent higher than for some-
one of normal weight.

Cooperation between govern-
ments and the private sector is key
to the success of combating obesi-
ty. A prevention strategy combin-
ing health promotion campaigns,
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government regulation and family doctors counselling
their obese patients would avoid hundreds of thou-
sands of deaths from chronic diseases every year. It
would cost from USD 10 to 30 per person, depending
on the country. Failure would impose heavy burdens
on future generations.

W. O.
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THE ROLE OF CABLE TV
NETWORKS IN THE

BROADBAND MARKET

In October 2010, the German newspaper Frank-
furter Allgemeine Zeitung announced that Internet
via cable TV networks had overtaken DSL, both in
speed and new subscribers. A recent market survey
on the German telecommunication market (VATM/
Dialog Consult 2010) reported that half of all new
broadband subscriptions are realised via cable TV
networks. This is a significant change in the structure
of the German broadband market which for years
has been dominated by Internet access via DSL
technology. In 2002, merely 80,000 broadband con-
nections were realised via cable compared to 3.2 mil-
lion via DSL. But the number has increased dramat-
ically to 2.6 million in 2009, an increase by a factor of
32. At the same time, broadband access via DSL has
also increased significantly to 22.4 million connec-
tions in 2009, an increase by a factor of seven. Still,
the increase of the market share of broadband via
cable is large (Bundesnetzagentur 2010).

The crucial feature of broadband via cable TV net-
works is that it induces infrastructure-based compe-
tition in the broadband market. This is in stark con-
trast to competition on the basis of a single network
infrastructure. This kind of competition is dependent
on access regulation to those network elements
owned by the incumbent network provider that can-
not be profitably duplicated, such as the last mile of
the pre-existing voice telephony network. Compe-
tition via cable TV networks in contrast, by using a

second independent network, allows real infrastruc-
ture based competition that does not depend on
regulation.

Despite the increase of broadband via cable in Ger-
many in the last years, in an international compari-
son the share of broadband via cable relative to
broadband via DSL is quite low. The Figure shows
the number of broadband subscribers per 100 inhab-
itants for 27 OECD countries divided by technology.
It can be clearly seen that, both in relative and ab-
solute terms, broadband via cable does not play an
important role in Germany. In other countries broad-
band via cable is much more widespread and in
Canada and the US it is even more common than
broadband via DSL.

What determines these differences? One obvious
thought would be the extent of cable TV networks.
This, indeed, can explain why in Greece and Italy the
share of broadband connections via cable is zero:
these countries simply do not have a cable network.
However, the situation in Germany is different. Ger-
many has a far reaching cable network that covers a
large part of German households. Here, the explana-
tion is different and lies in institutional and owner-
ship structures.

The German cable TV network was owned by the in-
cumbent network provider Deutsche Telekom, that
offered DSL connections via its existing telephony
network. In response to EU pressure, the divestiture
of the cable network was realised and only after
Deutsche Telekom sold its last shares of the cable
TV network in 2003 the cable network was upgrad-
ed for the provision of high speed Internet and is

now an important competitor in
the market. In other countries
the ownership structure was dif-
ferent. The Table gives an over-
view of the structural changes in
15 EU countries. The main differ-
ence among the countries is the
ex ante ownership structure of
the cable TV network. In coun-
tries where the cable TV network
was independent, i.e., not owned
by the incumbent voice telepho-
ny provider, the first broadband
connections were typically realis-
ed via cable. Also in Canada and
the US, the cable TV networks
were always independent of the
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telephony providers. In other countries, e.g., France
and Finland, the cable TV networks were or still are
owned by the incumbent voice telephony provider.

N. C.
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Table

Structural changes of the cable market (EU–15)a)

Year of divestiture of telephone and cable companies or introduction of competition

Austria 1997 The incumbent Telekom Austria does not own a cable television network. In 1997 high speed 
Internet was launched by cable companies.

Belgium 1997 Belgium’s cable companies introduced cable telephony and cable modem service. In August
1997 high speed internet access via cable was launched.

Denmark 1997 The second largest cable network Stofa is owned by TeliaSonera, which purchased the network
in 1997. This marked an important change in the market structure by creating a large com-
petitor.

Finland The cable companies in Finland are owned by telecommunication companies.

France 2000 In August 2000 France Telecom sold its 49.9% stake in NOOS, France's biggest cable net-
work operator.

Germany 2003 The incumbent Deutsche Telekom used to be the largest cable network operator. The divesti-
ture process of Deutsche Telekom from its cable network started in 2000 and ended with the 
sale of its last shares in 2003.

Greece There is no cable network in Greece.

Ireland 1999 The incumbent Eircom owned the majority share in Cablelink.In 1999, during the privatisation
process, the Irish government decided to sell Eircom’s share in Cablelink.

Italy There is no cable network in Italy.

Luxembourg There is no independent cable network operator in Luxembourg.

Netherlands 1997 The Dutch government decided that the incumbent KPN had to sell its cable network. The 
divestiture took place at the end of 1997.

Portugal 1996 In 1996, Cabovisao, a subsidiary of the Canadian company Cable Satisfaction International,
entered the cable television market. It operates the second largest cable network in Portugal.

Spain 1998 In 1998, Spain’s cable companies began offering cable television and cable telephony services.
The incumbent Telefónica was prohibited from offering cable services; this strategy aimed at
developing the cable market by delaying the incumbent’s entry.

Sweden 2003 In 2003, the incumbent TeliaSonera announced its sale of ComHem, the largest cable televi-
sion network. This followed a decision by the European Commission that the company had to
divest its cable network as a pre-condition for the merger between Telia and Sonera.

United King-
dom

1998 In 1998, the divestiture of the incumbent British Telecom of its cable networks in Westmin-
ster and Milton Keynes took place following concerns on the part of the  European Commis-
sion.

a) The development of competition between telephone and cable companies is often characterized by a change of the
structure of the cable market. In countries where the cable companies have traditionally been independent, the year of
introduction of broadband services via cable is indicated. 

 Sources: Bundesnetzagentur (2003); OECD (2001); OECD (2003).
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MEASURING LIFE

SATISFACTION

In recent years, there has been a growing economic
debate about the question to what extent purely con-
sumption-based GDP alone can truly measure
“progress”. This is why a lot of economic research
has focused on developing measures complementing
GDP in order to capture societal progress.

The Commission on the Measurement of Economic
Performance and Social Progress (also referred to as
the Stiglitz Commission), for example, was launched
in 2008 by French President Nicolas Sarkozy. The
purpose of this commission was to measure progress
using a combination of GDP and measures of sus-
tainable development, the environment and quality
of life.1 The OECD project Society at a Glance has a
similar focus. New sets of economic, social and envi-
ronmental indicators are introduced to paint a com-
prehensive picture of how countries are performing.
In the context of such projects, in which measures of
life satisfaction are considered, it has become increas-
ingly important to find measures of how people actu-
ally feel about their lives and their own well-being.

In Society at a Glance (2009), societal well-being is
measured using several social cohesion indicators.2

One of them is life satisfaction. The main indicator
described in this OECD study is from the Gallup
World Poll 2006.3 This survey is based on nationally
representative samples of people aged 15 years and
older. The respondents are asked to evaluate their
lives on a Cantril Scale. This means they are asked to
imagine a “ladder” with scales from 0 to 10, where
the bottom (0) represents the worst possible life for
the respondent and the top (10) presents the best life
for them.The respondents are asked,“On which step
of the ladder do you personally stand at the present
time?” The Gallup World Poll uses the same ques-
tionnaire in all countries, which ensures maximum
comparability. One issue is the question to what ex-
tent the English language concept of “life satisfac-

tion” is translatable into different languages used
across the OECD. However, the problem is less pro-
nounced for “life satisfaction” than for happiness-
style questions, which is why life satisfaction is used
in the OECD study.

Figure 1 shows the average country scores of life sat-
isfaction in OECD countries. According to the Gall-
up World Poll (2006), people in Denmark are most
satisfied with their lives and the Turks have the low-
est average of life satisfaction. The difference be-
tween these highest and the lowest reported aver-
ages is considerable.

Figure 1 also shows that there are broad regional and
cultural country groupings.Three of the top six coun-
tries are Nordic, with Iceland as an outlier. Conti-
nental western and eastern European OECD coun-
tries are on the lower side of the life satisfaction
scale. Notable exceptions are the Swiss and the
Dutch and, to a lesser extent, the Belgians and the
Spanish. The Anglophone OECD countries are all in
the top half of the life satisfaction ranking.4

In Society at a Glance (2009), the authors use data
from the World Happiness Database of the Erasmus
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1The commission comprised some of the world’s great thinkers and
researchers. The report is available at
http://www.stiglitz-sen-fitoussi.fr/documents/rapport_anglais.pdf
(accessed October 2010).
2 The social cohesion indicators are indicators of life satisfaction,
work satisfaction, crime victimization, suicides, bullying and risky
behaviour.
3 See http://www.gallup.com/Home.aspx for the Gallup organiza-
tion (accessed October 2010).
4 For further analysis of the Gallup World Poll see Deaton (2008).
He examines the relationships between life satisfaction and in-
come, aging and health.

Figure 1



University Rotterdam to show that life satisfaction
in OECD countries is improving over time.5 Figure 2
shows that average OECD life satisfaction has im-
proved by an average of 0.8 steps on the 11-step lad-
der of the Cantril Scale from 2000 to 2006. Life satis-
faction increased or remained constant in 23 coun-
tries and only declined in Portugal, Hungary, the US,
Canada and Japan. Particularly striking is the rise in
life satisfaction in Turkey.

Measuring life satisfaction is an important indicator
for societal well-being. Surveys such as the Gallup
World Poll and the World Happiness Data Base are
gaining importance for the development of indica-
tors that capture societal progress.

S. F.
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HOSPITAL PAYMENT SYSTEMS

IN EUROPE

Expenditure for hospital care forms a substantial
part of healthcare spending in all modern healthcare
systems. In 2008, the mean share of hospital care in
total healthcare spending among OECD members
was 35.8 percent, with the shares varying between
26.7 percent in Slovakia and 46.9 percent in Sweden
(see column (1) of the Table; column (2) shows hos-
pital spending per capita adjusted for local price lev-
els).The variation between countries is primarily dri-
ven by the relationship of in-patient and out-patient
care in a healthcare system.

Another important driver of a country’s hospital
spending is the nature of hospital financing as differ-
ent financing schemes shape different incentives for
hospital care provision (Cyclus and Irwin 2010). Pro-
spective hospital budgeting occurs in the form of glo-
bal and line-item budgets. Under the former, hospi-
tals autonomously decide how to spend fixed pro-
spective funds. Under the latter, the hospital receives
a budget that is already earmarked for specific types
of spending. None of the two schemes directly en-
courages an efficient allocation of resources – instead,
there is an incentive to consume all funds available in
a budgeting period to avoid future budget cuts. Re-
trospective payment schemes that ex post reimburse
all hospital spending also do not reward cost-con-
scious hospital behavior.

Case-related financing schemes avoid some of the
problems of budget financing but can also fail to
enhance spending efficiency. Fixed reimbursement
rates per admission, for instance, can encourage hos-
pital decision-makers to raise the number of admit-
ted patients – irrespective of whether an admission is
needed or not. Also, financing by per diem rates per
occupied hospital bed tends to extend patients’ length
of stay beyond what is necessary.

To improve the alignment of the goals of hospital
managers, patients and payers, health policymakers
in many countries have introduced reimbursement
by Diagnosis Related Groups (DRGs). The scheme
first codes the patient case into a DRG. This coding
mainly depends on the illness, the procedure to cure
the illness and the patient’s demographic character-
istics. For each DRG case the hospital receives a
fixed reimbursement that is set in accordance with
estimates of efficient treatment costs. By attaching

reimbursement more closely to the nature of the ill-
ness rather than the type and number of adminis-
tered treatments or the length of stay, DRG financ-
ing aims to encourage more efficient provision of
care and avoid waste. Experience with DRGs has
shown, however, that this system also has unintend-
ed effects that go beyond its relatively high adminis-
trative costs. For instance, in order to increase reim-
bursement, hospitals tend to “upcode” cases into
more treatment intensive DRGs than actually re-
quired. Moreover, DRG reimbursement can incen-
tivize hospitals to discharge patients prematurely,
which may lead to costly re-admissions later on.
Furthermore, there are methodological issues in-
volving the correct incorporation of capital and
overhead costs into DRG rates and the appropriate
classification of complex cases.

Column (3) of the Table provides a summary of cur-
rent hospital financing schemes in OECD countries
(Paris et al. 2010). Seventeen out of 29 countries in
the sample use mixed reimbursement schemes that
aim to strike a balance between the up- and down-
sides of different financing schemes. The Table also
shows that in spite of the challenges they pose,
DRG arrangements today exists in the majority of
countries.

S. N.
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Table

Hospital service expenditures and financing schemes in selected OECD countries in 2008

Countries

(1) 

Hospital services
 in % of total current

expenditure on 
health

(2) 

Hospital service
expenditures/capita, 

US$ purchasing
power parity

(3) 

Hospital financing scheme

Australia 39.9* 1,263* Prospective global budget + Payment per case/DRG

Austria 38.8* 1,393* Payment per case/DRG (47%)/ Retrospective 
reimbursement of costs (48%) 

Belgium 31.2e 1,147e Payment per case (45%) + Payment per procedure
(41%) + payments for drugs (14%) 

Canada 28.9e 1,116e Prospective global budget (79%) + per case (9%) +
per diem (9%) 

Czech
Republic

45.8e 796e Prospective global budget (75%) + per case (15%) +
per procedure (8%)

Denmark 46.2* 1,567* Prospective global budget (80%) + Payment per
case/DRG (20%) 

Finland 35.3 1,010 Payment per case/DRG

France 35.0 1,259 Payment per case/DRG

Germany 29.4 1,061 Payment per case/DRG

Greece n/a n/a Per diem and retrospective payment of costs

Hungary 33.1 463 Payment per case/DRG

Iceland 40.6 1,363 Prospective global budget

Ireland n/a n/a Prospective global budget (60%) + Payment per
case/DRG (20%) + per diem (20%) 

Italy n/a n/a Payment per case/DRG

Japan 36.6* 984* Payment per procedure/service + diagnosis-adjusted 
per diem

Korea 41.6 705 Payment per procedure/service + DRG

Luxembourg 33.4*** 1,322*** Prospective global budget

Mexico 15.8 131 Prospective global budget (60%) + line-item (30%) +
payment per procedure (10%)

Netherlands 37.0e 1,378e Adjusted global budget (80%) + Payment per
case/DRG (20%) 

New Zealand 37.1 994 Prospective global budget + Payment per case/DRG

Norway 38.2** 1,613** Prospective global budget (60%) + payment per
procedure (40%)

Poland 34.5 391 Payment per case/DRG

Portugal 37.5* 796* Prospective global budget

Slovak
Republic

26.7 442 Payment per case/DRG

Spain 39.8 1,117 Line-item budget

Sweden 46.9 1,545 Payment per case/DRG (55%) + global budget

Switzerland 35.1* 1,567* Payment per case/DRG (2/3 cantons) + global budget

Turkey 40.9* 287* Line-item budget

United
Kingdom

n/a n/a Payment per case/DRG (70%) + global budget (30%)

n/a = data not available. – e = estimate. – * 2007. – ** 2006. – *** 2005.

  Sources: columns (1) and (2): OECD (2010); column (3): Paris et al. (2010).
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CONSTRAINTS FOR SMALL

AND MEDIUM ENTERPRISES’
INNOVATION ACTIVITIES IN A

EUROPEAN COUNTRY

COMPARISON

An important question in economic growth is why
disparities in income and economic development
across countries are large and persistent, despite
increasing globalization.The empirical literature sug-
gests that differences in income across countries are
attributed to a great extent to differences in produc-
tivity growth, while much of productivity growth is
spurred by firm innovation activities. Since firm
innovation depends heavily on incentives, better
understanding of the microeco-
nomic frictions that prevent firms
from engaging in innovation acti-
vities is required.

Because of the fact that increased
innovation activity has become
more and more important, the Eu-
ropean Commission launched the
European Charter for Small and
Medium Enterprises (SME) to
improve the business environment
for small enterprises in 2000. Re-
porting on the Charter was inte-
grated into the Lisbon report as of
2006. During the course of the
Charter the European Commis-
sion has initiated studies and indi-
cators that help to assess the status
of the innovation environment
that SMEs in EU member coun-
tries are exposed to.

Today a much discussed issue in
European countries is the lack of
appropriate skilled workers capa-
ble of complementing high-tech
production and services to contri-
bute to Europe’s future economic
success and competitiveness. And
indeed, the lack of skilled human
resources is a major constraint in
SME innovation activities across
many European countries as the
subsequent descriptive statistics

will show. In particular, because of disparities in the
innovation environment among EU members, the
introduction of a harmonizing Blue Card system, as
a counterpart to the US green card, is aimed at
increasing Europe’s attractiveness as a whole.

According to the Table the European Commission
asks nine questions in their Observatory of Euro-
pean SMEs about “What was the main constraint for
your innovation activities in the last two years?”:

– Question 1 = “Lack of ability to use new techno-
logies”

– Question 2 = “Too expensive human resources”

– Question 3 = “Lack of skilled human resources”

– Question 4 = “High interest rates”

– Question 5 = “Problems with access to finance

other than high interest rates”

Table

What was the main constraint for your innovation activities
in the last two years?

(Year of survey conduct: 2006/2007)

Q1 Q2 Q3 Q4 Q5 Q6 Q7 Q8 Q9 

Austria 2 16 10 4 9 4 7 35 14 
Belgium 2 5 12 11 6 4 5 42 15 
Bulgaria 1 1 7 5 9 1 7 64 7 
Cyprus 4 8 7 8 5 3 6 46 14 
Czech Republic 4 10 9 4 8 1 7 34 24
Denmark 2 4 9 2 2 1 7 53 20 
Estonia 4 8 37 3 11 0 7 11 21 
Finland 1 18 22 1 9 5 11 17 17 
France 2 2 3 4 8 3 7 50 21 
Germany 2 13 8 4 10 4 11 37 11 
Greece 5 12 11 6 11 3 15 23 14 
Hungary 5 7 2 6 16 3 5 52 4 
Ireland 6 15 13 13 12 2 11 11 16 
Italy 1 10 8 6 8 3 9 43 11 
Latvia 4 7 21 7 4 1 4 45 6 
Lithuania 4 10 38 2 10 4 5 13 14 
Luxembourg 3 5 5 1 8 2 8 48 19
Malta 2 9 5 5 11 2 11 25 29 
Netherlands 5 3 6 3 7 3 6 39 29 
Poland 3 6 13 5 16 2 7 36 12 
Portugal 4 9 6 10 13 3 9 32 16 
Romania 3 6 16 11 13 2 6 30 12 
Slovak Republic 2 5 11 6 12 2 4 39 20
Slovenia 4 7 15 5 11 4 6 30 18 
Spain 3 8 6 6 7 1 6 52 12 
Sweden 2 11 9 1 8 3 8 33 26 
United Kingdom 5 10 12 12 13 3 10 16 20 

Norway 2 5 17 1 11 2 6 42 15 
Turkey 10 6 14 20 11 2 9 21 7 

Mean 3 8 12 6 10 2 8 35 16

Note: Q indicates question asked by the European Commission. Figures re-
present percentages of total replies.

Source: European Commission (2007).



– Question 6 = “Hard to protect intellectual prop-
erty”

– Question 7 = “Lack of market demand for inno-
vation”

– Question 8 = “Did not plan to innovate” and

– Question 9 = “Don’t know/not applicable”.

Apart from questions 8 (did not plan to innovate)
and 9 (not applicable), which make up the highest
percentage in respondents’ constraints for innova-
tion activities, Question 3 and Question 5 show the
third and fourth most important constraint: lack of
skilled human resources (average percentage of re-
plies 10 percent) and problems with access to fi-
nance other than high interest rates (average per-
centage of replies 12 percent). Regarding the con-
straint of lacking skilled human resources, the
major EU countries which are above the mean, are
the United Kingdom (with 12 percent of total re-
plies), Finland (with 22 percent of total replies), and
Norway (with 17 percent of total replies). However,
most of the remaining above-mean countries are
located in the Baltic States or in southeast Europe
(like Romania and Slovenia) – countries with less
developed economic levels.1

Regarding the problem of finance constraints other
than high interest rates, the Table shows that in this
constraint category there are even more countries
with above-mean percentages of total replies. Those
countries with the highest percentage are Hungary
and Poland (both with 16 percent), followed by
Portugal, Rumania and the United Kingdom (13 per-
cent), and Ireland and Slovakia (12 percent). Those
countries in which the finance constraint seems to
be the least binding are Denmark and Latvia (with
2 and 4 percent, respectively). Here again, SMEs in
less developed countries are much more affected by
constraints in innovation activities than other, more
developed EU countries.

T. S.
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NEW AT DICE DATABASE

Recent entries to the DICE Database

In the months August, September, October and

November 2010 the DICE Database received

about 380 new entries, consisting partly of updates

of existing entries and partly of new topics. Some

topics are mentioned below:

• Active labour market policies 

• Business regulations in international comparisons

• Capital account liberalisation

• Comparison of fiscal rules

• Framework and process of privatisation

• Institutional characteristics of national mort-

gage systems

• Stability programmes and stability perfor-

mance of the euro member states

• Taxation of labour

• Tax burden of companies in Europe.

• Transparency of government policymaking.

FORTHCOMING CONFERENCES

CESifo Area Conference on the Global Economy
2011
11–12 February 2011, in Munich

The conference is intended to allow presentation of

current research undertaken by members of the net-

work area Global Economy on any topic under the

Global Economy rubric, covering trade, internation-

al finance, migration, global environmental issues

and others. Papers dealing with the global implica-

tions of growth in India, China, Russia and Brazil are

especially welcome. The keynote lectures will be

delivered by Gene M. Grossman (Princeton Univer-

sity) and Costas Arkolakis (Yale University).

Scientific organisers: Peter Egger and John Whalley 

CESifo Economic Studies Conference on Measuring
Economic Integration 
18–19 February 2011, in Munich

The processes of economic integration and fragmen-

tation are still not fully understood. Changes in the

institutional framework over the last two decades,

such as Germany’s unification, the dissolution of the

USSR and Yugoslavia, or the introduction of the

euro, have affected the pattern of economic activity

within Europe and across the world. Topics of partic-
ular interest include:

• Economic integration and endogenous trade costs 
• Aggregation bias in trade data 
• Regional vs. multilateral trade liberalisation 
• Interaction between trade and financial markets

The keynote lecture will be given by Jeffrey Berg-
strand (University of Notre Dame).

Scientific organisers: Volker Nitsch and Nikolaus Wolf

CESifo Area Conference on Macro, Money and
International Finance 2011 
25–26 February 2011, in Munich

Papers will deal with topics in Macro, Money and
International Finance.

Scientific organiser: Paul De Grauwe 

CESifo Area Conference on Applied Microecono-
mics 2011 
11–12 March 2011, in Munich

Papers will deal with any topic within the broad
domain of Applied Microeconomics (industrial
organisation, experimental and behavioural eco-
nomics, market regulation, banking and finance, auc-
tions). The keynote lecture will be delivered by
Armin Falk (University of Bonn).

Scientific organiser: Christian Gollier 

CESifo Area Conference on Public Sector Economics
2011 
8–10 April 2011, in Munich

The keynote lecture will be delivered by Mark V. Pauly
(The Wharton School of the University of Pennsyl-
vania).

Scientific organiser: Frederick Van der Ploeg

NEW BOOKS ON INSTITUTIONS

The Institutional Structure of Antitrust Enforcement
Daniel A. Crane
Oxford University Press, New York, NY 2011

New Directions in Financial Services Regulation
Roger R. Porter, Robert R. Glauber and Thomas J.
Healey, eds.
MIT Press, Cambridge, Mass. 2011
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Jerome L. Stein
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DICE
Database for Institutional Comparisons in Europe

www.cesifo-group.de/DICE

The database DICE was created to stimulate the political and academic
discussion on institutional and economic policy reforms. For this purpo-
se, DICE provides country-comparative information on institutions, re-
gulations and the conduct of economic policy.

To date, the following main topics are covered: Business and Financial
Markets, Education and Innovation, Energy and Natural Environment,
Infrastructure, Labour Market and Migration, Public Sector, Social Po-
licy, Values. Information about Basic Country Characteristics is pro-
vided for the convenience of the user.

The information of the database comes mainly in the form of tables 
– with countries as the first column – but DICE contains also several 
graphs and short reports. In most tables, all 27 EU and some important
non-EU countries are covered. 

DICE consists primarily of information which is – in principle – also
available elsewhere but often not easily attainable. We provide a very
convenient access for the user, the presentation is systematic and the
main focus is truly on institutions, regulations and economic policy con-
duct. Some tables are based on empirical institutional research by Ifo
and CESifo colleagues as well as the DICE staff.

DICE is a free access database.

Critical remarks and recommendations are always welcome. 
Please address them to 
poutvaara@ifo.de
or 
hoffmann@ifo.de
or
rohwer@ifo.de
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