Explaining the Easterlin
paradox
• Easterlin’s proposed explanations:
 Income comparison and relative utility
 Adaptation

• Both imply thresholds in the individual
utility function
 Benchmarks: self-regarding/ other
regarding

• This section presents the empirical
evidence of relative income concerns
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II. Adaptation
• “Material aspirations increase
commensurately with income, and as a result,
one gets no nearer to or farther away from the
attainment of one’s material goals, and wellbeing is unchanged” (Easterlin, 2003).
• Easterlin (2001): “People […] project current
aspirations to be the same throughout the life
cycle, while income grows. But since
aspirations actually grow along with income,
experienced happiness is systematically
different from projected happiness.
• Consequently, choices turn out to be based on
false expectations”.
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•

Leyden school (1970)
“Preference drift” (van Praag, Kapteyn)
“What income would you indicate as good or bad in
your circumstances? Please try to state what income
per month (before taxes) for your entire household you
consider to be sufficient.”
 “Minimum income question”: “What household
income per month would you consider an absolute
minimum in order to make ends meet and without
running into debt even if you reduce your needs to a
minimum? (We do not only mean housekeeping
allowance but all essentials, including insurance, rent,
taxes and so on).”
A $1 increase in household income leads to a 60 cents
increase (within about 2 years) in the income that
individuals consider to be ‘excellent’, ‘good’,
‘sufficient’, ‘bad’ etc.
 Hence, 60% of the welfare effect of income is
dissipated ex post by adaptation (Leyden School,
1970’s) and higher aspirations of agents.
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Stutzer (2004): Swiss HH Survey.
Aspirations reduce well-being
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The gap between actual income and
aspirations reduces well-being
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Is Adaptation to Income a Rich
Country Phenomenon?
• Di Tella and MacCulloch (2007):
 In rich countries, the level of GDP per capita attained in
1960 is sufficient to explain the level of happiness as of
2005.
 By contrast, in low-income countries, both the 1960
level and the later growth in GDP per capita exert a
statistically significant impact on average subjective
well-being in 2005.

•  smaller importance of adaptation in lowincome countries .
 “…for these nations, it is still the absolute level of
income that matters for happiness”.

Evidence of Adaptation of
Aspirations
in Low-Income Countries
• Rural China (Knight and Gunatilaka, 2009)
• South Africa (Barr and Clark, 2010)
• Peru and Madagascar (Herrera et al., 2006)
 The more individuals earn, the greater the income level
they consider as the minimum necessary to sustain their
household
 Subjective well-being is negatively correlated with level
of aspiration

Adaptation … and expectations
•

Adaptation  Decisions based on false

expectations
• This calls growth into question.
• But emotions associated with future events
(anticipatory feelings: Loewenstein, Caplin and
Leahy, QJE, 2001 )
=> Preferences for improving sequences.
• This can reconcile adaptation with growth.
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Existing evidence: field studies
or experiments
• Loewenstein and Sicherman (1991).
• Loewenstein and Prelec (1991).
• Loewenstein, Read and Baumeister (2003).
• Brocas and Carillo (2003, 2004).
• Camerer,Loewenstein and Rabin (2004).
• “Neuro-economics”: Berns et al. (2006)
functional magnetic resonance imaging -->
relate brain activity with anticipations and
dread.
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Senik, “Is Man Doomed to
Progress?”, Journal of Economic
Behavior and Organization, 2008.
Objectives of the paper:
• Evidence a preference for improvement ceteris
paribus?
• Impact of welfare effects of expectations and
progress per se?
• Data:
 Russian Longitudinal Monitoring Survey
(RLMS)
 Panel: 9 waves 1994-2004
 After attrition (of the wealthiest and the
youngest) about 25 272 observations, i.e.
2808 individuals surveyed at every wave.
13

Variables
• LIFE SATISFACTION (To what extent are you
satisfied with your life in general at the present
time?).
• EXPECTED IMPROVEMENT (Do you think
that in the next 12 months you and your family
will live better than today or worse?).
• SITUATION HAS IMPROVED (How has the
financial situation of your family changed in the
last 12 months?).
• FUTURE CONSUMPTION level (How
concerned are you about the possibility that you
might not be able to provide yourself with the
bare essentials in the next 12 months?).
• log REAL EXPENDITURE of the household
(annual).
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Taking a retrospective view
“After several years, for a given stock of intertemporal consumption, do people who have
more often experienced or expected a
progression in their living standard have a
higher score of cumulated happiness?”
Caveat 1: Happiness and expectations are
probably endogeneous to some idiosyncratic
invariant personal feature such as “personality”,
i.e. unobserved individual heterogeneity.
 Keep the time dimension of the data so as to
introduce individual fixed effects
-> divide the observations into three blocks of
three years.
->aggregate the stock of Consumption and the
score of Life Satisfaction inside each block. 15

Estimation

b=1 for years 1994-1996,
b=2 for years 1997-2000
b=3 for years 2001-2004,
•Cumulated Life Satisfactionib is the sum of life
satisfaction scores of individual i over the years of
block b.
•Cumulated Consumptionib is the sum of
consumption flows of individual i over block b.
•ei is a time invariant individual fixed effects,
•Xit is a vector of socio-demographic controls,
•It are time dummies, uit is a white noise.
The estimation of equation (1) is thus run on a
sample of 2808 individuals * 3 years, i.e. 8424
observations.
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Caveat 2
•Happiness and financial expectations can also be
endogeneous to some external variable (omitted
variable problem) + reverse causation problem
 instrument expectations
• Stutzer (2003) intruments aspirations using
aggregate income variables.
• As an instrument for expectations, I use the
predicted income of the next period (ŷt+1)
•which is what agents should expect if they had
perfect foresight.
 First stage regression of income on (age,
age square, gender, industry, diploma,
occupation and regional price level)  ŷt+1
 Then check that predicted expectations do
influence well-being
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Robustness. Are we sure to be dealing
with experienced utility?
• Definition

by the World Health Organization

(1946): “Health is a state of complete physical,
mental and social well-being and not merely the
absence of disease or infirmity”
=> health ≈ experienced utility
•Self-assessed HEALTH (How would you
evaluate your health? It is: very bad/ bad/
average/ good/ very good)  a proxy for
experienced utility.
=> Check whether self-assessed HEALTH
depends on expectations.
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Are healthy people more optimistic or
do optimistic persons feel more
healthy?
• Likewise for

the regression of life satisfaction, I

instrument EXPECTED IMPROVEMENT on future
predicted income. 2SLS estimation :
- first stage estimation of EXPECTED
IMPROVEMENT : the coefficient of

predicted
income is 0,032, with a T statistics of 4;
- second stage estimation of HEALTH, the
coefficient of instrumented expectations is 0,949,
with a T statistics of 2,4
(controlling for the usual variables).
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Happiness out of illusion?
Finally, the data shows that agents make quite
reasonable predictions about their future
standard of living.
•EXPECTED IMPROVEMENT in (t-1) is a
good predictor of PAST IMPROVEMENT (t)
•EXPECTED IMPROVEMENT in (t-1) is a
good predictor of CURRENT ECONOMIC
SATISFACTION (t).
=>Agents’ anticipatory feelings are not totally
compensated by an ex post dissatisfaction
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A built-in disposition?
“People have a gestalt notion of an ideal
distribution of outcomes in time” (Camerer and
Loewenstein, 2004)
•Psychologic tellic theories : Michalos (1985),
Diener and Lucas (2000), Pomerantz et al.
(1998), Emmons (1986).
•Biology: nervous system sensitive to deviations.
•Sysyphe: man is doomed to progress, even
though attaining his goals does not always make
him very much more happy.
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The welfare effect of progression
and the context
• Senik (2004, 2007): reference income has a
strong positive welfare impact in more mobile
and uncertain economies (e.g. Transition
countries).

• The current paper extends this result to
expected income in general.

• Growth is one of the important ingredients of
national welfare.
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So why doesn’t growth raise
aggregate happiness?
• 4 channels from income to happiness:
- actual consumption (+)
- comparisons (-)
- adaptation (-)
- expectations (+).
• The net effect of these four channels may
turn out to be deceptively small if these
effects more or less compensate each
other.  Easterlin paradox.
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