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An Extended Abstract

The existing empirical research reveals that the richer countries are happier than poorer countries; and within each country, the richer members of the society are happier than the poor. Yet on the other hand, time-series analyses show that higher per capita incomes have failed to generate any noticeable improvement in happiness levels throughout the developed countries. This presents researchers with a paradox. Three different theories are advanced to explain this happiness paradox. These are:  the theory of adaptation, social comparison theory and the aspiration level theory.  The adaptation theory says that an increase in the income will temporarily increases people’s happiness (well-being), but overtime they will adjust to their higher income such that their happiness reverts back towards its original level. The theory of social comparison suggests that people do not assess their life in isolation from all others. Rather they compare their income (achievements) with those around them, called the peer group (reference group). An increase in the income of the peer group has a depressing effect on an individual which reduces his life satisfaction. Thus, according to the social comparison theory, it is one’s relative income rather than one’s absolute income which determines life satisfaction. This theory is in commensurate with the well known Dusenburry’s relative income hypothesis. On the other hand, the aspiration level theory states that it is the gap between aspirations and achievements, rather than the achievements themselves which determines life satisfaction. If an increase in income leads to a commensurate increase in income aspirations, the magnitude of this gap will remain constant, hence life satisfaction will not increase. A number of studies have tested the happiness paradox based on one or the other theory using data largely from the developed world. However, the empirical evidence in support of happiness paradox is so far inconclusive. See, eg. Easterlin (1974, 1995, 2003, 2005) and Veenhoven and Hagerty (2006) and many more referred therein.   

This study performs an empirical investigation of the adaptation and social comparison hypotheses based on data for 8547 individuals from each of the five waves (2001 to 2005) of the Household Income and Labour Dynamics in Australia (HILDA) surveys.  In these surveys the individuals are asked to report their happiness (satisfaction in life) on a scale of 0 to 10 - a standard procedure adopted in most international happiness surveys. The research methodology consists of estimating different model specifications incorporating adaptation and average income of the peer group (called ‘comparison income’) along with several other control variables such as employment status, maritus status, age, sex, financial stress, education, commuting time, location (big city or outside) etc. and testing alternative hypotheses of adaptation and social comparison. The models are estimated using Ordered Probit estimation procedure.  In particular, the study focuses on the following:

First, we test adaptation to income using previous income up to four lags and experiment by reducing income lags one by one to see whether the results are driven by our choice of lagged incomes. 

Second, the mean income of peer-group formed based on age and education criterion is used to test whether peer group income has detrimental effect on one’s life satisfaction. In the absence of consensus among economists over the definition of peer-group, we check whether the results are sensitive to the choice of peer groups formed based on alternative criteria.   

Third, we investigate whether the effects of comparison income (peer group mean income) on the level of happiness of ‘poorer’ and ‘richer’ individuals are symmetric. The ‘poorer’ are those whose income is lower than the comparison income and richer are those with income above the comparison income.  An increase in comparison income diminishes the happiness of poorer persons by enhancing their relative deprivation and those of richer persons by affecting their relative status or superiority.  We hypothesis that the effect of comparison income may not have any significant affect the happiness of those who already enjoy higher status in the society. That is, the effects of comparison income on happiness could be asymmetric.  

Fourth, we investigate whether over the time the income gains and income losses have symmetric effect on the happiness reported by individuals. This is motived by the question often raised in the literature.  If sustained economic growth does not make people happier, would the declines in incomes over the years leave their happiness unaffected?  We hypothesis that effects of over times income gains and income losses on happiness are likely to be asymmetric.  Income losses matter more than income gains.  In general, people are quite worried when their income declines over the years. That is, in general people are loss averse in the sense that negative change (income losses) matter more than positive changes (income gains).  Kahnerman and Tversky (1979, Economerica, March , No.2) posit the idea of loss aversion as: “an alternative theory of choice … in which value is assigned to gains and losses rather than to final assets and in which probabilities are replaced  by decision weights. The value function is normally concave for gains, commonly convex for losses and is generally steeper than losses than for gains”. The testing of loss aversion hypothesis is an important empirical contribution of this study. 

Finally, we explore whether there exists is a reverse causation running from happiness to economic growth. It is quite likely that happier people work more or involve more in gainful activities and earn more income.  The causality could also be bi-directional.     

The empirical results show that during 2001-2005 income levels in Australia have grown but the life satisfaction has declined. This result is quite similar to the finding reported for China in the existing literature. The study provides empirical support for adaptation and negative effects of comparison income on individual happiness.  Incomes do not show any short and long-run effects on happiness.  The effects of comparison income on poorer and richer people are symmetric. The results do not provide support for the loss aversion hypothesis.  Neither income gains nor income losses are found to affect happiness. Other notable results that emerge are: Requiring financial assistance, unemployment and commuting time to work, has a negative effect upon life satisfaction. The elderly appear to be much happier than young one. Those who are of indigenous origin are more satisfied with life.  Being married has a positive and statistically significant effect upon life satisfaction. Being separated or divorced causes happiness to fall.  The widows tend to be more satisfied with life compared to those who have never married and who are not currently in a de facto relationship. Those with a long-term health condition tend to be less satisfied with life compared to those without a long-term health condition.  
To sum up,  if happiness is the main goal of human beings, then national agenda that focuses on economic growth alone may not be in the best interests of society as a whole.  Other options that may cause happiness to rise should be explored.
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