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Abstract

Expectations and information about the growth ofFGier capita have a large influence on decisiordema
by private and public economic agents. It will bhgueed here that GDP (per capita) is far from a sbbu
indicator of social welfare, and that its use ashsmust be regarded as a serious form of market and
government failure. This article presents an updatéhe most important criticisms of GDP as andathr

of social welfare and economic progress. It furtbeamines the nature and extent of the impact oP GD
information on the economy, revisits the custonsguments in favour of the GDP indicator, and caity
evaluates proposed alternatives to GDP. The maclesion is that it is rational to dismiss GDP a&s a
indicator to monitor economic progress and to gyadblic policy. As is clarified, this conclusion @& not
imply a plea against growth, innovation or natioaetounting.
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1. Introduction

It is not original to criticize GDP (or GNJPas an indicator of welfare or progress. But inguout to be
necessary to repeat the critique, as well as uptiate reflect the most recent theoretical and eiogi
insights. For the critique is only fully acceptedthin a small circle of academics, while it insaféintly
seeps through to economists working in businessggavernment, to economic teachers at variougdeve
of education, to policy makers, politicians andrpalists. As a result, obvious conclusions and gyoli
implications are not being picked up.

Gross domestic product (GDP) is the monetary, ptaxalue of all final goods and services
produced in a country over a period of a year. iHa GDP per capita (corrected for inflation) isgelly
used as the core indicator in judging the positibthe economy of a country over time or relativetat of
other countries. The GDP is thus identified, orsidered even synonymous, with social welfare —egtn
the substituting phrase ‘standard of living’). Tlaigproach does not follow from a thorough theorguab
GDP as a welfare measure, but has grown to beci¢his in the course of time. What is perhapstmos
striking is that many journalists and politiciansgardless of their political preferences, expmiijueless
statements about GDP. Not surprisingly, then, are abserve a strong urge for GDP growth worldwide.
This is being reinforced by international organizmas like the IMF and the OESO, where
(macro)economists play first fiddle. But these sanenomists should know better than anyone that GDP
(per capita) is not an adequate beacon for ste¢hmgconomy, at least when the ultimate goal isetve
social welfare.

It so happens that there is a quite extensiver¢tieal and empirical literature in which the ude o
GDP per head as a measure of welfare and progrésing criticized. Closely related is a growirtgriature
that proposes corrections and alternative indisatorspite of this, the influence of GDP infornoation the
economy — through the decisions of firms, finandamatitutions, consumers and governments — hasoby n
means declined. On the contrary, with the formatbérihe EU GDP growth has become an even more
explicit and important goal, witness the uncondiéib3 percent growth objective of the Lissabontetia

It is pertinent that economists express themseblearly about the shortcomings of the GDP
indicator and the implications of these. For thegktanding critique on GDP as a welfare indicadagiiher
correct, in which case the inevitable conclusiasve have to get rid of GDP as a welfare measgequse
policy and economic decisions guided by it leadotwer than feasible social welfare. Or the critigae
incorrect, in which case the counter arguments neds made explicit and clear. So far, the |dtes not
occurred. Indeed, the economic literature doe®fiet any serious efforts to refute the critiqué&S®P per
capita as a welfare indicator. With this articlentend to invite my fellow economists to arriveatlear
position on what to do with the GDP indicator.

The organization of the remainder of the textsigalows. Section 2 discusses the arguments of the
various critiques, which are divided into eightegairies. Section 3 illustrates that the influent&oP
information on the economy is easily underestimaBattion 4 analyses the customary arguments oufav
of GDP. Section 5 critically reviews the main afiggive social welfare or progress indicators tlatehbeen
proposed. Section 6 derives policy implicationsbblishing GDP as a macroeconomic indicator. Sedtio
concludes.

2. Shortcomings of the GDP indicator

Since the 1960s, the implicit and explicit intetpten of GDP (per capita) as a proxy of socialfarel has
received much criticism. Moreover, criticism hasneofrom some of the most respected economistseof th
20" century, including various Nobel laureates. Amahg most well-known critics are Kuznets (1941),
Galbraith (1958), Samuelson (1961), Mishan (196l6rdhaus and Tobin (1972), Hueting (1974), Hirsch
(1976), Sen (1976), Scitovsky (1976), Daly (19'Hartwick (1990), Tinbergen and Hueting (1992), Avro
et al. (1995), Vellinga and Withagen (1996), Weidrmand Lofgren (1997), Dasgupta and Maler (2000),
and Dasgupta (2001). The many arguments of thigueiare organized into the following eight catéemit

2 Gross domestic product (GDP) is the market ougpnerated within a country’s boundaries by botlitigens and
foreigners. Gross national product (GNP) is thepouthat is generated by the citizens of a coumtrgspective of
where production takes place. For most countrieslifierence between GDP and GNP is not very léagetable
exception is Ireland). Moreover, the conceptudkedénce does not matter for our discussion her¢h@leaknesses
of GDP as a welfare indicator discussed hereaftplyaequally to GNP.

% Some of the criticism of the GDP indicator coiresdwith criticism of economic growth, which is rtrprising as
this growth is traditionally equated with an incseaf GDP over time. Nevertheless, for the sakdawity, it should be



2.1 Principles of proper accounting

The use and calculation of the GDP indicator iisistent with three principles of good bookkeepifilg
divide clearly between costs and benefits; (ii)reor for changes in stocks and supplies; and (&
accurate measures for all social costs (= privagaternal costs). If a commercial company werenipley
the method that is the basis for calculating G@$accounts would not be legally approved. The tlaat
the GDP calculation method continues to coexishwistitutionalised, legal rules for financial aooting
of firms is somewhat of a mystery.

Firms employ separate accounts for benefits (ne@gnand costs (outlays). The GDP, however,
adds benefits and costs together. A company thaldifanction as such, would quickly go broke (coiet,
however, face another type of competitive enviromirtban firms). According to Stiglitz (2005) “No en
would look at just a firm’s revenues to assess @l it was doing. Far more relevant is the balasioeet,
which shows assets and liabilities. That is als® tfior a country.” In addition, a decline in stodkst
represent value or welfare is not taken into act¢eug. natural gas in the earth). An additionargtoming
is that GDP covers the costs of the provision ofate public goods, such as national defence, ¢veangh
it is evident that the costs of public goods carsewe as an adequate measure of the benefitsaissoc
with these goods. Finally, many private goods skiomerging private and social costs because ofiatik
of market failure, including imperfect competitigrice agreements and technical-physical extereslit

Mishan (1967) and Daly (1977) conclude that GDPstnine considered as an estimate of the total
cost of all market-related economic activities ioscantry. Their actual benefits or real welfaresef§ are
unobserved, that is, not measured by means of GB®.an implication, GDP growth should not be
considered as an indicator of progress, but aglectien of increasing costs of economic changeeivar
progress or decline). This explains why GDP andarelgrowth do not necessarily coincide. At a ¢erta
moment, GDP growth creates more costs than bensfithat an optimal scale of economic activityl Wé
surpassed (Daly, 1992). Economists are happy toeang favour of cost-benefit analysis as a general
method for policy evaluation and support. Whemitnes to the direction of the economy as a wholeyyma
of them suddenly are satisfied with only informatetbout costs, that is, GDP information.

Finally, the correction of GDP for inflation isgqeired to make estimates comparable over time. This
leads to the particular problem that the correcimmased on an average consumption basket, which i
regarded as representative for the entire populatiowever, the more skewed is the income distiobubr
the more heterogeneous in terms of consumptiorcifjase) behaviour is the population, the more inateu
and thus less representative this procedure will be

2.2 Intertemporal considerations

Macroeconomics, and within it especially econonmiovgh theory, is concerned with the dynamic aspects
of the economy as a whole. Macroeconomics doesffeat any support for the idea that GDP can sesva a
measure of social welfare. Quite the contrary, mali (normative) growth theory proposes models that
explicitly use social welfare as an objective fumct(based on continuous or overlapping generakiamsl
certainly not a GDP type of criterion.

noted that the rejection of the GDP indicator doesimply a rejection of GDP growth in general. hiticle can be
interpreted as drawing attention to the problent tha correlation between GDP growth and welfar@ngh is not

generally positive and high.

“ Daly (1977) has proposed the notions of “ultimaieans” and “ultimate ends”. He considers economiivity as an

intermediate end (or an intermediate means), dattimbest regarded as a cost factor from thegestive of ultimate
ends.

® Weitzman (1976) has shown that, under certairrictisns, the national product can serve as a pr@tgtionary

equivalent) of a utilitarian intertemporal welfaienction formulated as a net present value of itconsumption
flows. Vellinga and Withagen (1996) have generaizb@is result. Three objections can be raised agdine

approaches adopted by these authors. In the farsé pa specific intertemporal function is poseithaut any empirical
support, as a suitable representation of socidianee(an egalitarian or Rawlsian welfare functifor,example, would
render an entirely different outcome). Furthermdie, instantaneous utility function is approximabgdconsumption
(Weitzman) or by a Taylor series in the argumentstitity — consumption and capital (Vellinga anditidagen). Last
but not least, it needs to be assumed that thene igure time dependence in the form of, for instarexogenous
technical change or exogenously changing worldegritime can only enter in the form of a time prefiee rate. All

these choices imply a serious deviation from actoalal welfare.



Apart from this, it should be realized that, aligh an intertemporal welfare function is usually
posed as a truth in theoretical economic growtHyaea, it lacks any basis in empirical studies {iBac
2.4). One can, of course, claim that people takgeebed future own-welfare effects of their actiom®
account. For example, they may respond to unceytaibout the future by creating sufficient finarcia
reserves (wealth). But this is not the same asigayiat individuals maximize some intertemporal farel
function, usually utilitarian welfare defined asetlaggregation (sum or integral) of a discountediréut
stream of instantaneous or momentary utilities.

Finally, the fact or belief that GDP growth in &@én periods or regions has correlated positively
with progress (however measured) should not beusedf with the idea that GDP (growth) is a good
measure of social welfare (progress) in generabtter words, the correlation may be low or evegatige
in certain periods and regions. If, by way of thisugxperiment, one extrapolates a constant tempeabf
GDP growth towards the distant future, one will ama with an incredibly high GDP. But it is very
unrealistic to suppose that social welfare willdea comparably high level. Somewhere in time the t
need to be de-linked (assuming that they are gtasmhnected during an initial period). To illuseahis,
using 2 percent as a conservative estimate of theage yearly GDP growth rate over the past decades
extrapolation of this rate 1000 years into the fieitgives a GDP that is (1.0%F~ 400 million times as high
as the current GDP. Surely, no one can believeonlif on the basis of introspection — that indiaband
social welfare can increase to such an extent. gitosvs that, in the long run, GDP can not serva gsod
indicator or even rough approximation of socialfasel. Definitely, at some point a de-linking of GRd
welfare must occur. In fact, it is very well podsilthat such de-linking has already occurred fonynéch
countries in the world. On the basis of pure thiécakreasoning one can not decisively concludehis
issue. Empirical analysis is required (see Se@idjh

2.3 Lexicographic preferences

People have various basic needs, such as air,, \iaber, sex, shelter, company, respect and freedbmese
cannot be traded off against luxury services andenah goods — in fact, the latter often serve as a
sublimation of the basic needs themselves (e.@nayfcar to gain respect from peers). In other word
substitution in consumption is very limited. This the core of the notion of lexicographic prefesssc
which is closely connected with the Maslow pyrantidxicographic preferences can be defined as having
two characteristics: (i) individuals have limitedeas in certain goods or services, as feelingatedfaction
occur after consumption reaches a certain levl;l¢wer needs (e.g. the removal of thirst andngar)
need to be fulfilled before ‘higher’ needs (e.gcreation) can appear. Within this framework, income
growth and the associated growth of material comdiom, notably in urban and polluted environmeids,
an imperfect compensation for a lack of satisfactibbasic needs, such as relaxation, space, sgrelgian

air and water, and direct access to nature. Aswtrene cannot exclude that, despite GDP andichakl
income growth, (individual and social) welfare rénsaconstant or even declines.

The previous point does not mean to suggest tha® @rowth always implies more material
consumption. It is quite possible that it comprigasncrease in services. What this in turn yiaghd®rms of
welfare is difficult to say in general. Sen’s (19@®ncept of individual ‘capabilities’ may be usehere.
This tries to bring goods and services into a simgnominator by emphasizing freedom and oppoitsnit
to choose, as well as context-dependent functilgnafligoods and services, based on taking intolatcihe
peculiarities and environments of individuals. Exées of the latter are being disabled versus being
perfectly healthy, and living in a dense, busy aigrsus living in the countryside: different gocatsd
services may be needed to realize the same leveletifre in these alternative circumstances. Income
indicators do not correlate well with capabilitiemd opportunities in these various welfare-relevant
dimensions.

2.4 Empirical analysis of individual happiness autial welfare
A growing field of subjective well-being analysia the basis of empirical data has produced marnghtss
about the determinants of welfare and happifi@tsidies of this type are being undertaken by ewists,

® No sharp distinction is made here between notidesutility, welfare, well-being and happiness. Asule, they are
used to denote roughly the same thing. Disciplisesh as economics, sociology, and psychology seeimatve
developed their own jargon in this respect. Mor@antantly, empirical research does not (and canmatiie a sharp



psychologists and sociologists. This research lras &f all delivered the insight that, somewhenre i
between 1950 and 1970, the increase in welfarenatad or even reversed into a negative trend int mos
western (OECD) countries, despite a steady paceD® growth. Blanchflower and Oswald (2004) offer
such an analysis for the UK and the USAhis insight is supported by the ‘Eurobarometeveys’, the
half-yearly opinion polls of the inhabitants of tB&) Member States, as well as by corrections of @i2P
seem to point more in the direction of social wafée.g. the ISEW indicator of Daly and Cobb, 1988
Section 5 on this). The income level at which aéihg occurs between GDP and (subjective) social
welfare has been estimated to approximate $15,6iell, 2003). This has been referred to as a
‘threshold hypothesis’, reflecting that the costgimwth exceed the benefits (Max-Neef, 1995: p)117.

for every society there seems to be a period irchveconomic growth (as conventionally measuredjgsri
about an improvement in the quality of life, butyoap to a point — the threshold point — beyond chhiif
there is more economic growth, quality of life maggin to deteriorate.” It seems wise to consider an
estimates of the threshold point as a rough inidicatvhich may not hold generally for all countriasd
cultures. Nevertheless, the various empirical figdiprovide evidence for a stabilization of sogialfare in
spite of continued GDP growth.

Subjective well-being studies also show that, hat individual level, income does not perfectly
correlate with welfare — indeed much less tharftisnotaken for granted — so that individual incosaot a
good proxy of individual welfare (Easterlin, 200gy and Stutzer, 2002; van Praag and Ferrer-igDaih
2004; Ferrer-i-Carbonell, 2005). Relative incomesuout to be critical (see Section 2.5). In additiother
— income-independent — factors influence individuadifare or happiness. Important ones are: being
employed, having a stable family (and having arpajt being healthy, personal freedom (politicatsg),
having friends, and belonging to a tight social oamity. This type of research further shows thevahce
of unobservable or not easily observable factootabily a pessimistic or optimistic attitude towalidis in
general. A recent empirical study by Ferrer-i-Cadband Frijters (2004) concludes, on the basigrof
analysis of the effect of this attitude, that thedidf that “being rich makes people happy” can dretie
replaced by “happy people are more likely to bé&’id-or it appears that optimistic individuals are
average relatively happy and successful in lifetefie paribus), and on the basis of the latter yergo
relatively high average income. In addition, thipd of research indicates that the well-being ofi roa
average responds differently to income changes tii@nof women. Responses also differ among income
brackets. Now if income does not render a relialple robust measure of happiness at the micro-léwemh,
it is extremely unlikely that the aggregation oflividual incomes in a GDP provides a good indicatbr
social welfare at the national level.

Another important insight of this literature isathindividuals adapt or get used to changed
circumstances, such that their subjectively feltlweing does not increase (Frederick and Lowenstei
1999). This relates to the fact that our sensesooénhandle a limited amount of stimuli, so thalybnd a
certain threshold a feeling of satisfaction or blora arises. A change in circumstances can of cauesge
a one-off or ephemeral welfare effect that quidigies away. Since people do not realize the phemome
of adaptation they keep striving for ‘more’. Tertilee ‘addiction’, ‘hedonic adaptation’ (Helson 1964
‘hedonic treadmill’ (Brickman and Campbell, 197 hddpreference drift’ (van Praag, 1971) are usethis
respect.

Utilizing subjective well-being indicators for arge number of countries — on the basis of World
Values Surveys data (www.worldvaluessurvey.orggaydrd (2005) concludes that, whereas countries with
high incomes show little variation in average reépdrhappiness, this is quite different for coumstneth
low incomes. The first group is dominated by cowstiof Protestant origin, which may point to agielus
factor at stake. But, on closer inspection of bgthups, it appears that one cannot exclude a seriou
influence of climate conditions and political syste (communism versus enlightened capitalism) on
happiness (see also Boersema, 2004). This illestithiat there is no simple relationship between @biP
happiness or welfare. In addition, the country carigon clarifies that happiness is characterized by
diminishing returns of increases in GDP per capita.

Happiness evidently depends on leisure. But leisunet captured by GDP. Quite the contrary, it
has an opportunity cost of not being productiveeims of contributing to GDP. A recent study by the

distinction between these various notions, and,suoprisingly, one finds conflicting interpretatowf them. As is
clarified later, this is not meant to deny the &tige of different interpretations of happiness.
" The original influential study is Easterlin (1974)



OECD (2006) makes adjustments of GDP by valuirgukei at GDP per hour worked (somewhat debatable),
and finds that the result (in per capita termsji$ef@ a different ranking than according to GDPgagaita.

In this ranking, The Netherlands scores best dDBICD countries, for two reasons: the inactive pathe
working force is relatively large, and part-timenking is very common (cf. de Groot et al., 2084).

2.5 Income distribution, relative welfare and rimal

Sen (1976, 1979) considers the implicit treatménbh@ome distribution as the main objection agai@EtP

as a measure of welfare. The GDP per capita irmli@hphasizes average income. An unequal distoibuti
implies unequal opportunities for personal develepmand well-being. Furthermore, individuals or
families with low incomes benefit relatively mualofn an income rise, because of the diminishing matg
utility of income. GDP per capita does not, howestinguish between the expenditures of the fmoor
basic goods and of the rich on luxury (and oftextiust) goods. In fact, given the higher prices ef Ititter
these implicitly receive a relatively high weigl@f course, GDP growth can occur with a decrease in
income inequality, but this is not a general faldie Kuznets (inverted U) curve is often consideasd
indicative of the temporal relationship betweenome level and income inequality as countries uralerg
economic development (Kuznets, 1934). Neverthelessnot so relevant for describing countries drey a
certain income level. Then, complex interactionsMeen economic and political cycles will affect the
income distribution. For example, a higher GDP ational income can offer more financial room fobjici
expenditures that redistribute income, such asakaeicurity, which in turn contributes to a higlsecial
welfare (ceteris paribus).

A related but more subtle aspect of distributierthiat individual welfare cannot be separated from
the welfare of other individuals in the relevantciab environment, also known as the ‘peer group'.
Therefore, the term relative welfare or contextetefent preferences is used (Tversky and Simon§09)2
Such preferences are characterized by an urgentpar@ oneself with others and rivalry (*keepingwith
the Jones’s”) or “reference drift” (Kapteyn et, d978). This is (also) a finding of empirical seslon the
basis of subjective well-being. The relevant soc@ttext of individual welfare does not need tofilzed,
but can change over time as a result of informatind the media. Globalization means that the media
transfer consumption images across the planet, pasisible consequences for peer group size aniivesla
welfare of people. Consistent with the notion dbatige welfare is the idea that poverty has a netat
dimension (here Sen’s notion of ‘capabilities’ éevant too). Subjective well-being research hasvshthat
poverty often means that individuals are unhapmabse they can consume much less than the magbrity
individuals in their social environment. Consumptgurely is not only driven by (basic) needs babdly
imitation and search for status.

The striving towards conspicuous consumption (¥ebll899), “positional goods” (Hirsch, 1976)
and “status goods” (Howarth and Brekke, 2003) aréna core of rivalry in consumption. On the basis
experiments and surveys, Alpizar et al. (2005) finat relative consumption not only plays a roldalie
case of goods like houses but also holidays and sirance? Earlier, Solnick and Hemenway (1998)
assessed that a majority of respondents would rratbiefor being poor in absolute terms and richain
relative sense than vice versa&Ever since Darwin, biologists have known that filvection of conspicuous

8 For a discussion of different interpretations appiness (short-term feelings of euphoria or |emwptfeelings of
satisfaction), see, for example, the introductdrgpater in Bruni and Porta (2005). They note a fumefstal distinction
between subjective hedonism (“seeking pleasureasnitling pain”) and objective eudaimonia (“strivifay perfection
that represents the realization of one’s true giatén

% Stiglitz (2005) notes that median rather than agetGDP serves a better job in capturing inequafieyemphasizes
that average GDP per capita in the US has beedilsteizsing whereas median (household) income fesntfalling
over the last decades.

% The study also assesses an absolute welfare .effederived question, the answer to which is natyeaan be
formulated as: To what extent does technologicainge, in particular product innovation, contribtiehappiness
through an increase of absolute (as opposed tivelavelfare of consumers? The relationship betw&®P growth,
technical change and welfare or happiness deseritesl examination. But even if technological oige turned out to
always be welfare enhancing (which has not beewmegpe one should nax anteassume that the best technological
and therefore welfare-enhancing strategy woulddi@P growth no matter what’.

™ The analytical-theoretical work starts with Dudsemy (1949). Recent contributions are Arrow et(8D04) and
Hopkins and Kornienko (2004).



and extravagant features of animals is to attragtial partners and repel competitbrédumans are no
exception — we are animals after all. Moreovels @onfirmed by studies across time and culturas &uss,
1989). The fact that individuals who already haveaatner and offspring still keep seeking for statu
through consumption is the mere result of the aat@mature of this type of behaviour, which became
fixed in our genes through repeated sexual seleatiithin our species and its predecessors. Striving
towards individual income growth is thus completalyderstandable but will not necessarily lead to an
increase in happiness when others aim at the saaielg fact, more inequality will tend to leadadappy
few relatively rich people and a large majorityles happy relatively poor ones, suggesting a negat
effect on social welfare. The GDP completely orthts relative income aspect of welfare.

Relative welfare is closely related to changegrigferences. Consumer preferences are to a large
extent formed by the media that in turn is stedreccommercial (business) interests. Here ampleisise
made of individuals’ feelings of rivalry. In otherords, advertising (mis)uses our sensitivity tdustaand
imitation or fashion. Children show the utmost $visy to advertising aimed at fostering rivaldyut adults
do not behave fundamentally differently. The riyain the striving towards individual growth of inoe
and consumptive outlays is referred to as the rfaae” and the “affluenza virus” (e.g. Layard, 2Q05)
Income growth almost always goes together with pesducts and related changes in preferences, but no
one guarantees that creating new preferences loot@si to people’s happiness. Reference drift can th
ultimately result from a combination of advertisisugd comparing with, as well as imitating, others.

The phenomenon of relative welfare does not jyptaén why humans strive for income rises. It
also clarifies that an increase in relative incoca® improve the welfare of the respective individua
whereas social welfare is not being served byl Teason is simple: rises in relative income astfane
are a zero-sum game: one individual loses whathenafains (Layard, 200%3.In other words, you cannot
make everyone increase in relative welfare. Thetikly rich are generally happier than the rekiivpoor;
this has always been so, and GDP growth will nainge it. The rise of the relative income of anvidiial
can be regarded as a negative external effectr(atteost) on the welfare of the one whose relaticeme
drops as a result of it. As is well known, exteltied are harmful to social welfare, and need to be
corrected-* The important conclusion of the foregoing for puirpose here is that GDP entirely leaves out
considerations of relative welfare and rivalry ansumption.

2.6 Formal versus informal economy

In general, GDP just covers activities and transastthat have a market price and thus completedyeats
informal transactions between people that occusidetformal markets. The formal market dimension of
human activities can comprise a large or small pértotal human activity, depending on whether one
observes OECD countries (a large part), econommegansition (medium) or less developed countries
(small). The fact that the informal economy is letit of consideration explains why GDP per capita f
many countries in the latter group can be so exherow. At the same time, it can easily give a mgo
picture of how (un)happy people really at&his is amplified by the problem that the sizetaf informal
economy relative to that of the formal economy rolginge considerably over time, both in developimd) a
developed countries. For the Netherlands, for mtg#tathe variation in the estimates of unpaid hiooise
services as a percentage of GNP has changed beti®&&nhand 1990, i.e. over a period of only fifteen
years, from [67-108 percent] to [51-91 percent]{B2006).

21n biology the fact that only individuals with agh physical or mental quality can carry the cadtextravagance is
denoted by the term “handicap principle”. That cae waste means to seemingly useless — but cgrtaitlfitness-
less’ or ‘function-less’ — consumption providesignsl of superiority and quality, which increashe tocial status, as
a result of which the probability of finding a sabte sexual partner and therefore fitness increase.

13 Empirical studies even suggest asymmetry in thees¢hat the ‘poor’ lose more happiness than thk’‘gain
(Ferrer-i-Carbonell, 2005). This would implyhagativesum game. This asymmetry was already suggesteathdiloe
ago (Duesenberry, 1949).

1 In addition, the attention for ‘market consumptjoncluding search, gathering information abougw# products,
spending much time in shops and malls, and buyimgs that are hardly ever used, can divert adsltwell as
children from activities that contribute much méwéhappiness, such as more leisure (less workésg, $pending),
playing with your kids, taking time for the exted@mily (grandparents), friends and neighbours, @chorr, 1998).
15 For a large number of African and a small numieksian countries, GDP has been regularly subjecorrections
and adaptations based on estimates of the valuedaofdthe informal agricultural sector. Such caiiets are less
common for Latin-American countries (Charmes, 2000)



Actual GDP growth often comes down to a transfesxisting informal activities (unpaid labour) to
the formal market. This means that the benefitevedready enjoyed but the market costs were nopandt
of GDP. This clearly illustrates the earlier pobyt Mishan and Daly (Section 2.1) that GDP refldbis
costs of reaching a certain, unknown welfare lewe not that welfare itself (i.e. the benefits) tWtransfer
of existing activities from the informal to the foal circuit, economic growth means that the castsease
more rapidly than the benefits, and in the worstiecanly the costs rise. This holds, for instanceemw
informal activities like subsistence agriculturedeveloping countries, voluntary work, householdkyand
child care disappear. Such activities originallpktglace within the informal family circle and thecal
community. Transfer from the informal sphere tofibrenal market also occurs when people are bompdi
are nursed in a hospital instead of at home.

The GDP therefore does not recognize the vald &inds of informal activities and services. As a
result, public policy is often aimed at cutting baand discouraging informal activities. This can be
interpreted as a strongly normative goal that isemdirely without risks for social welfare. Thamsition
from an informal to a formal economy in itself afeno guarantee for a rise in happiness or welfeoe.
example, local social contacts — that form the<fmi stable and happy lives — are much strongeroanur
more frequently within informal than formal econ@si In other words, ‘society’ in the strict meaniofg
the term has a value that is not captured by GDP.

Obviously, it is not my intention to defend thdrerme position that a transition from an infornal t
a formal economy automatically works out badly $ocial welfare. It is evident that labour divisiand
specialization can be carried through more extehgiin a formal than in an informal economy. It is
possible, though not certain, that as a resultywtidty increases, labour conditions improve amel thoice
spectrum (diversity of products) for consumers idened'® These advantages do not neutralize the earlier
mentioned negative welfare consequences of a ti@m$o a formal market economy. Indeed, many other
negative aspects should be taken into accouneXample, if the labour market grows in scale,ifhatates
commuting (distances), as well as people chandiedr house for a job. This erodes local community
structures, with negative effects on individual piapss. In developing countries, the trajectoryaws the
formal economy often goes together with a largéespagration of ‘subsistence’ farmers with big fdies
to the slums of large cities.

The main message here is that GDP cannot serneermsasure to judge the welfare impact of
fundamental changes that involve transitions of itifermal to the formal economy. The expansion of
markets to include informal activities is not alwagood for social welfare, even if GDP is raisetheO
might suspect that a certain combination of infdriewad formal (market) relationships between people
would render the best of both worlds. With the Gbé#icator, however, one cannot judge this in any,wa
since GDP omits the informal dimension of the eecoyoln the light of the continuous, idealistic pigbl
debate on the (un)desirability of expansion ofrtteeket domain it is therefore of utmost importate@ot
rely on GDP but to use adequate, real welfare @idrs.

2.7 Environmental externalities and depletion diunal resources

The previous point is a specific case — throughceptually a very important one — of the more gdnera
criticism that GDP omits the value of non-markebd® and services. Another example of unpriced &ffec
relates to the natural environment and resourdas.ifvolves negative external effects as well @sdg and
services delivered by nature. The presence of medites means that the current set of market price
insufficiently reflects the total (private + exteih costs, which makes these prices unreliableatsgim
whatever calculation aimed at producing a socidfase indicator. Moreover, if air, water, or a natliarea
are being polluted any damage does not enter GOtRylen pollution is being cleaned this increasBs*G

In addition, the (capital) depreciation associateidh environmental changes (fish stocks, forests,
biodiversity) and depletion of resource suppliess¢fl energy, metal ores) is missing from the GDP

'8 According to recent field and experimental studigpsychologists a larger choice set may haveezihegative
effect on individual motivation and welfare becaon$échoice overload”, caused by incomplete infotimia, search
costs, and too much dependence on informationeaffby experts (lyengar and Lepper, 2000). HerbembB's notion
of bounded rationality, i.e. limited brain capadityprocess information and ‘satisficing’ behaviowffers an
additional, complementary explanation of this phmaoon (Simon’s famous statement & wealth of information
creates a poverty of attention ...” is also relevae).



calculationt’ As a result, we are considering ourselves ‘rickieah we really are (Atkinson et al., 1997). It
makes sense to define real, meaningful income staisable income: namely, as the maximum amount of
income (or consumption) in one period without déptecapital or without harming the capacity to geie
the same or higher level of income in future pesigdiicks, 1948). Maintaining this capacity requires
sustainable capital utilization, regardless oftilpe of capital: human capital, machinery, and ratcapital
(natural resources and ecosystem services). Hefeaus on sustaining the latter.

A fundamental consequence of neglecting sustdityaldf natural capital has already been
mentioned: namely, that the use of GDP as an itaticd welfare and progress means regarding sulistit
of basic conditions — like space, serenity, aneédaliaccess to nature and water — by market godite —
large houses, roads, cars, sewage systems andpuafésation, and expensive holidays in exoticdtions
— as progress. This in turn will unnecessarily state the replacement of ‘nature’ by the ‘markeiremmy’.
A correct economic welfare approach would only ebterize changes as real progress (welfare
improvement) if they are accompanied by a sustégnabe of environment and nature. Hueting (1974)
already recognized this early on, and his elabomati§ a measure of a green or sustainable incorhasied
exactly on this insight (Gerlagh et al., 2062).

2.8 Aggregation of information

A general shortcoming of GDP as an indicator ofidowselfare has to do with its aggregated character
Aggregation of information always leads to inforioatloss. The advantage could, of course, be imgatov
overview. Searching for an unambiguous indicatdf, \wbwever, always be problematic because weights
for different components are not always evidentrédwer, it is very ambitious to require any resigti
indicator to be usable in all time periods, cowsrand development phases. Given the discussions in
Sections 2.4 and 2.5, a basis for it would havieetdooked for in the information and insights geed by
studies on subjective well-being, since individuale to be regarded as the best judges of their own
happiness. This would also do justice to the siegisvariation in relationships between individietome

and happiness. Nevertheless, even though one tianeben empirical (subjective) measures of ordioal
even cardinal well-being, the aggregation of theser individuals to arrive at social welfare seesusrly
ambitious.

2.9 Synthesis

The above list of arguments is surely non-exhaesti’ Nevertheless, it makes flagrantly clear that
defending GDP as a social welfare indicator idddti An effort to summarize all the arguments provides
quite general picture of GDP per capita growth: elgmas consisting of five main elements. (1) real
individual and social welfare growth when unsagidfibasic needs are being fulfilled; (2) a transfer
activities from the informal to the formal (markefjcuit, with an often neutral or possibly negatieffect

" Non-renewable resource depletion presents a s$geolslem. It is widely agreed upon that the metpoaposed by
El Serafy (1989) should be followed here. This $farms the finite income stream from a non-renewagsource
stock into a (lower) infinite stream of income frarther types of capital (manufactured and humaitagpThe
method computes the difference between these teamie streams and deducts the resulting cost. Tiee is.referred
to as the ‘user cost’ of non-renewable resourceetion. This approach thus assumes that (and vemiksif) one can
sustain an infinite stream of income by substimtime non-renewable resource by other types ofalapiartwick
(1977) provides the theoretical basis for this ifi¢hought.

'8 For that matter, the growth of GDP is chiefly gerted by the +30 percent economic activities tlaatse the major
part of total environmental pressure (Hueting, 3996

19 For example, Dasgupta (2001) suggests that expresion defence, a significant part of GDP, in ynasuntries
contributes to GDP overestimating social welfare.ridtes: “But in poor countries the machinery farfare is all too
frequently used by governments against their ovaplge... This means we can ignore defence expeditll (p.53).
Laband and Sophocleus (1988) and Dougan (199 hjefludraw attention to the enormous rent-seekintsadanodern
economies which boost GDP (e.g. through the aws/ivf lawyers). Clark et al. (1988) use hedonicetechniques
(based on income compensation) to assess the impadianization on social welfare. Their findirggggest a GNP-
as-welfare deflator in the order of 6 to 7 percaititich steadily increases at a rate of half a perper decade.

20 Neither have | tried to be complete in terms ofiis into the correction of GDP. It is unlikelyatimprovements
which would neutralize the above critique will coanilable as part of the international standar@DBP construction
at short notice.

21 EvenThe Economistl1 February 2006, p.70) characterises GDP adylfiatved as a guide to a nation’s economic
well-being”.



on social welfare; (3) adaptation to a higher inep(d) a change in the income distribution, implyarise
in relative welfare for some and a fall for otheand rivalry with regard to individual income grdwand
consumer expenditures, with largely negative comeeges for social welfare; and (5) damage dongeo t
environment and nature, with negative impacts amsavelfare. Adaptation and rivalry may togethezan
that a major part of increases in income (70-8@qm) is not translated into improvements in hapgsnor
well-being (van Praag and Ferrer-i-Carbonell, 2004)

A difficult but important question is: To what exit do elements 2-5 cancel out welfare gains
arising from element 1. Corrections of GDP try tswer this question in a sort of empirical manwer.
general theoretical outcome is unlikely here. N#hadess, limits to welfare gains in terms of eletgn
largely neutral effects in terms of elements 2-8utral to negative effects in terms of element g a
negative effects in terms of element 5, all togethgggests the existence of a maximum level toatoci
welfare. That is, beyond a certain per capita iredevel, persistent GDP growth will be completely
disconnected from trends in welfare. In other wosdxial welfare will stabilize beyond a certaicome
threshold.

3. How seriousisthe influence of GDP information on the economy?

3.1 Mechanisms of influence

Despite the fundamental and many critiques, GDRLils being considered as an important source of
information to measure economic progress. A notsualiresponse to the critiques is that one shoodd n

worry too much about the shortcomings of GDP akés not actually have so much influence on the rea
economy. Many signs, however, point to the oppositethe first place, one can wonder why then do
governments invest structurally in calculating @nedicting GDP.

Furthermore, one can identify concrete influence$sDP information on economically-relevant
decisions. Banks and financial markets have magletadiction of GDP a core indicator of their degd.
Central banks adjust their interest policy wheneetations about growth are beyond or below certain
thresholds or do not become true. Private compamigard GDP growth as an important element of the
general investment climate. And the trust of cormtsmwhich determines their purchasing behaviaur, i
easily influenced by expectations of GDP growth.

The conclusion is clearly that the influence of Bsifformation should not be underestimated. It
runs through multiple channels — government, paljtprivate businesses, financial markets and coessi
This influence is reinforced as all kinds of puldied private research institutes and advisory digive
much attention to GDP information. The consequéscelarge effect of GDP information on consumption
savings and investment decisions, with evident nesions for economic structure and the social
environment.

3.2 A self-fulfilling prophecy

GDP growth and economic stability are charactertzed ‘self-fulfilling prophecy’ mechanism. If eyame
believes that GDP has a large influence on econaweatity and this belief induces pessimistic and
optimistic responses by individuals, firms, and gownents to low and high GDP growth (predictions),
respectively, then the belief is translated int@litg. GDP information in this way creates a pralay effect.
National governments, advisory boards, central faakd international organizations such as the #vié
the OECD reinforce this phenomenon. The newspagader is indoctrinated by the media — and the
economics student also by his education — withidba that GDP growth is relevant. GDP can thusees s
as an abstraction invented by humans without dpbgsical meaning. The GDP concept is active in the
domain of perceptions, theories and beliefs. Omlihis way does it influence the real economy.

The ‘self-fulfilling prophecy’ character of GDP awth resembles the way in which behaviour in
financial markets is steered by perceptions. Thritya of small investors are responsive mainlhgemeral
information about the market and the economy (iicdlg GDP) that is publicly available, rather than t
private information about specific investment oppoities obtained through their own in-depth reskear
This herd behaviour causes expectations to becamaeltikewise, general information about GDP caatle
to large market responses. This is in effect bex@udividuals imitate one another and act on theshaf
the same, and unfortunately misleading, informati@ GDP represents.

10



Politicians are worried about low GDP growth bessathey fear negative voter resporf€e®o
some extent this is motivated by the belief thaufficient growth will lead to a recession (instat) with
much unemployment (see the discussion on ‘selilifalf prophecy’ below). In addition, GDP growth
allows for rising tax revenue — as a result of whizblic expenditures can increase — a nice prospec
politicians in power. But ‘no growth’ should not benfused with ‘no GDP’. There is no reason to that
without GDP the economy would end up in a recessiateed, no single study supports this worry.dct f
the chance of recessions is very likely much sméakeause the ‘self-fulfilling prophecy’ of negaiGDP
growth expectations disappears once GDP is abdlishe

4. Does GDP convey any useful information?

Are there advantages of using the GDP indicatar ¢baenpensate for its discussed shortcomings? Here |
review a number of common defences. A possible rddge might be that GDP growth creates trust and
economic stability. But the previous discussion $tagwn that the reverse side of economic staliityhe
basis of GDP growth expectations is that instabiliesults from negative expectations. Moreover,
expectations become reality through the perceptiand information about GDP. Without them,
expectations would not be influenced this way s the specific cause of instability would no longgist
(this does, of course, not remove all causes ai@odc instability).

That GDP only has an effect on the real economyutgh the domain of perceptions is consistent
with the fact that it is an aggregated, macro-léweicator, while the real economy is the outcorhenixro-
level processes scaled up. This does not, of conmsan that one cannot design abstract macro+esdels
in which the GDP indicator occupies a central raflerough mechanisms that generate aggregate
consumption, savings, investments, trade volumebtax revenues. The current critique is not instest
with letting GDP play this role of model variablevén though it is contrary to the micro-foundations
project). Nevertheless, it is an entirely differesgue to assign to GDP the role of a central maaicator
with an implicit or explicit welfare interpretation

A regular defence in oral discussions with colleegyis that GDP per capita conveys information
about productivity. But this is not correct. Itden thought that average labour productivity abantry is
identical to GDP per capita. But a correct prodiigtimeasurement needs to be related to the nuwiber
hours worked, which varies between countries, dsasever time. GDP per hour is a more usefulaathr
of productivity than GDP per capita. It might beenpreted as an indication of freedom, power, @nev
potential welfare (somewhat comparable with Sen&pabilities). Nevertheless, increase of labour
productivity cannot be an ultimate goal that supees all other goals. Another problem with national
productivity indicators is that they hide the dsigy of productivity levels among sectors. It is ¢chunore
useful to know which sectors perform relatively haid poorly, both in a national and internatioc@thtext.
Aggregating across very different sectors doesante any (welfare) purpose.

An often-mentioned advantage of GDP is that it eanve as a basis to roughly estimate tax
revenues. This can in turn be useful to prediotdar the future, to evaluate creditworthinesdadase of
providing loans to countries (as done by the IMME &me World Bank), or to determine fair financial
contributions of member states to a federatiortaikes (e.g. USA, EU). In this case, GDP functionisas a
performance indicator but more modestly as a meaehble? Of course, estimates based on disaggregated
information (e.g. value added per sector) will bguired in order to arrive at a sufficiently acdarastimate
of tax revenues. In other words, for such tax dat@n purposes, there is no need to aggregatensti
accounts into a GDP.

In addition, one can point to the importance adrexnic growth for developing countries. Indeed,
one would expect welfare growth here to show adniglorrelation with GDP growth than in rich coue$ri
(especially because of the arguments in Sectiop*218 fact, however, this correlation turns out to be

22 A common defence against the critique of GDP &t ihis just one of various goals of macroeconomiticy
(besides stable prices, low unemployment, an aabkptncome distribution, etc.). However, addindigators cannot
undo or compensate the imperfect nature of the @iDieator. The same objection holds, for exampbe tfie Human
Development Index (HDI), which incorporates GDP asomponent, as well as life expectation and edurcat
(Dasgupta, 2001). See further Section 5 below mnaspect.

23 A corrected GDP — to accommodate the critiquesunhented here — would lack the pure financial (ctisW)
interpretation (‘taxable income’), which would bsatlvantageous from the perspective of this tarmae prediction
goal (unless taxable income were redefined inwitk the corrections undertaken).

4 Even so, | have been unable to find a thorougthystinat supports this doubtlessly widely held Helie
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unstable, meaning that the advantages of growtmetre@utomatically and consistently realized (dalgsi
explained by the arguments presented in Sectigrf2The ultimate goal is, of course, welfare improvame
through economic development, not GDP growth itsEliere is therefore a need for concrete welfare
indicators, notably for poor countries where depatent aimed at welfare growth is a complex issue.

Finally, one can regard the international standardhational accounts and GDP as a guarantee for
uniformity of data on GDP. This contributes to aatl economic comparison of countries. This is, h@ane
a necessary but insufficient condition for usefilernational comparisons. Indeed, one can search lfst
key in the light of a lantern (= guided by GDP)t ldnen the key lies elsewhere a more effectivaeggsais
to grope in the dark (not guided by GDP) (Meadowalg 1981). A disadvantage of the internationBIFG
standard is, moreover, that it will not be easinplement improvements in the GDP calculation mdttm
neutralize the critiques documented here (assuthigigsuch improvements are in principle feasibiégny
proposed improvements have met a lot of resistéimre various organisations and countries, often for
strategic reasons (presently in the EU becaudenal$ of redistribution decisions are linked to GDP

The foregoing suggests a number of non-welfarermétion features of GDP. Of course, GDP can
reflect certain aspects of reality in which one rbayinterested. Examples are the size of the foneraus
the informal economy, prognoses of tax revenued,iacreases in productivity. None of these, howgver
even comes close to completely capturing socialarel Moreover, in many cases better indicatonnore
disaggregate income type of indicators are availablsector levels. It is thus important to reafimt GDP
can still serve a useful role in providing informatto construct non-welfarist economic indicatdmgt that
for this purpose it does not need to play any edwotrpublic role.

5. Alternativesto GDP

It is wise to remove an indicator that is serioushsleading, irrespective of whether an acceptable
alternative is available. Hence, the removal of Gibf®rmation would be an enormous improvement
because a structural information failure is beitignieated that is without precedent. In other words
abolishing GDP should be unconditional. Moreovere @f the conclusions of Section 2.9: namely, that
social welfare will stabilize beyond a certain im@ threshold, suggests that beyond this threshele tis

no need to measure social welfare, as the latiehawte reached its maximum value. But it is trioat tuntil
this threshold is reached, welfare improvementringiple is still feasible, so that one may wishnteasure

it. For this purpose, the main alternatives for GidPan indicator of social welfare are briefly ssved in
this section.

There are three types of alternative indicatorailable now. A first type is based on rather
pragmatic, accounting adjustments to GDP, suchhadrdex of Sustainable Economic Welfare (ISEW:
Daly and Cobb, 1989), derived indicators like thenGine Progress Indicator (G¥))and the Sustainable
Net Benefit Index (SNBI) (Lawn and Sanders, 199%)ese indicators represent a correction of thelaegu
GDP by repairing important deficiencies through iagdor subtracting certain partially-calculated ragn
amounts to/from GDP. The ISEW is aimed at measuring the (consumptitate®) services that directly
influence human welfare. This is accomplished lyirrgito GDP services that it omits, while delet&BBP
categories that do not directly render servicesottssumers. The ISEW can thus be considered as suneea
of the benefits of economic activity (see Sectiafh).2In addition, the ISEW includes corrections to
neutralize income inequality and the unsustaingbiif production and consumption. In particulare th

%5 Kenny (2005: p.10) concludes on the basis of englidata: “There has been convergence across @ naitge of
indicators of the quality of life. Given that thelnas not been convergence in the standard incodieator, this may
suggest that income is only one among a numberaabifs in determining quality of life outcomes. trn, this
suggests some hope that improvements can be sé&ien in the absence of sustained income growth.”

% See http://www.rprogress.org.

27 A predecessor of this approach is Nordhaus anihTd972). A theoretical basis was created by Hakw1977,
1990) and Asheim (1994). For an overview, see Ason%t al. (1997) and Asheim (2000). The theorklitesature
shows that there are many fundamental problemsaaittulating a welfare measure based on GDP. Ngtdoes it
require valuation of non-market goods and servibasalso it runs into fundamental problems regagdechnological
progress and changing prices due to open econdmtemational trade and relocation of activitieshother
fundamental issue, neglected in most of this Ifteg is that status goods and rivalry in consuamptiannot be
addressed. This in itself would suggest a welfagadmizing level of income rather than unlimited feeé growth.
The calculation of income-based social welfaredatiirs is further hampered by the difficulty ofnséating certain
basic needs into individual willingness-to-pay oc@unting prices.
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ISEW approach adapts GDP for non-market goods endices (housework), defensive costs of social and
environmental protection and repair (health expemej costs of road accidents, costs of urbanizgtio
reduction of future welfare caused by present petido and consumption (loss of natural areas, dbs®il,
depletion of non-renewable resources, air and watddution, greenhouse effect), the costs of effad
obtain the present welfare level (commuting, adsierg, duration and intensity of work), and the
distribution of income and labour (inequality amomgrkers, between employed and unemployed, between
males and females). The GPI deviates slightly fribmm ISEW in terms of the specific categories of
corrections included. Important additional categerithat the GPI corrects for are voluntary work,
criminality, divorce, (loss of) leisure time, uneloyment and damage to the ozone layer.

The ISEW has been calculated — using slightlyirdistmethods — for a range of regions and
countries, including Australia, Austria, Chile, Deark, Germany, Italy, the Netherlands, Scotlandedan,
and the UK (an overview of studies is given in La&003). The various applications show that, wherea
GDP follows a rising trend, the ISEW shows a comista even decreasing pattern after a certain tirhe.
temporal breakpoint varies with the country, beslsomewhere in-between the late 1960s and thes1980
Important reasons for this de-linking of GDP andVW$ have been a substitution of informal household
production by services provided by the market (elgld care), increased inequity, natural resource
depletion, and the emergence of global environngmtablems (global warming, acid rain, biodiversity
loss). For example, the GPI for the USA increassihd the 1950s and 1960s, but has declined bytatibu
percent since 1970. Moreover, the rate of declingeér capita GPI has increased from an average of 1
percent in the 1970s to 6 percent in the 1990shBSEW and the GPI suggest that the costs of ecmnom
growth now outweigh the benefits, leading to “grbuhat is uneconomic” (paraphrasing Herman Daly).

Neumayer (2000) questions the general findingghefISEW and GPI studies. Using sensitivity
analysis he suggests that the widening gap betw&EM/ (GPI) and GDP — supporting the ‘threshold
hypothesis’ (Section 2.9) — might be an artefaadetfatable methodological assumptions with regattie
valuation of non-renewable resource depletion (resorent or replacement cost) and cumulative keng
environmental damage. In addition, Neumayer ndtasthe way inequality (changes) is addressed wad
and should be replaced by making a preferencenfomie equality — or aversion to inequality — expli€or
example, Jackson et al. (1997) use an Atkinsorxigdtkinson, 1970). Lawn (2003) emphasizes thatASE
and GFZ’EI3 require more robust monetary valuation ridep to arrive at acceptable indicators of social
welfare:

A second type of indicator also starts from GDPfbauses entirely on environmental externalities
and natural resource depletion. Corrections heve gise to ‘sustainable’ or ‘green(ed)’ GDP type of
indicators. ‘Sustainable income’ denotes a levelnobme that can be sustained, i.e. that is based o
reproducible economic and environmental base. Tmeeapts or indicators of green and sustainable GDP
are rooted in welfare economics. Important extéipal are noise, air and water pollution, soil ebs
resource exhaustion, desiccation, fragmentatiadigérsity loss, radioactivity, and various heaffecting
toxins. Recalculation of a GDP with externalitiestérnalized’ is not a simple matter, as it impli@s
completely different set of prices in the econorttyis not surprising, then, that there have beem fe
empirical exercises aimed at calculating a greesustainable income.

The best known of these is Hueting’s Sustainalaigodal Income (SNI), which has been developed
for the Netherlands (Gerlagh et al., 2002). Itasddl on the conceptual work by Hueting (1974) amdbe
seen to reflect the basic notion of ‘sustainabt®ine’, as expressed by Hicks (1948). The SNI ambroa
uses a general equilibrium model that calculatesiitipact on national income of imposing sustairigbil
constraints for the nine most important environrakrihemes (for the Netherlands): climate change;
depletion of the ozone layer; acidification; eutrmation; fine air-borne particles (PM10); volatieganic
compounds; dispersion of heavy metals and PAKs/P@®Bswater bodies; dessication; and soil
contaminatiorf? In particular, data on abatement costs associattid these environmental themes are
integrated within an existing and somewhat adajgiederal equilibrium model. This approach not only

28 Atkinson (1995) and Neumayer (2000) also expreisisism.

29 Gerlagh et al. (2002) note that the number ofremvihental themes might be extended. For the Nethes| land use
and waste disposal seems of high relevance asTialy further observe that the list of chosen emvinental themes
is biased to ‘sink’ (rather than ‘source’) functioof the environment. If the calculations were egpd for other
countries, one might want to consider includingreedunctions related to forests, mineral deposissoil, fish stocks
and water resources.
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implies a strong sustainability framework (preséioraof all types of natural capital), as it allofes neither
trade-offs between environmental themes nor suibistit of natural by economic capital. But also the
approach comes down to regarding the value of enmiental degradation as being equal to the
conservation costs. El Serafy (2001) has criticitted, arguing instead in favour of a ‘user costhod’,
which would lead to a higher sustainable incomeealwhere the difference would depend on the spéed
natural resource depletion. The (static) generalliegum approach is required as some of the suahlity
constraints on the nine environmental themes atgbbthat technical measures alone cannot retiem,

so that economic restructuring is inevitable. Ttudicy interpretation of this SNI approach is that a
economy is subjected to a strong sustainabilitycpadith a tremendous impact on national income th
calculations for the Netherlands show that the iISNbughly half the size of GDP (Gerlagh et al.020 In
itself, this is not very informative. Differentisime patterns for SNI and GDP would be of morerige
Hofkes et al. (2004) have therefore analysed theldpment of SNI for the Netherlands over the prio
1990-2000, for 1990-1995 and 1995-2000. They firad mot only did SNI increase substantially in this
period, but moreover SNI growth rates exceed GD&vdr rates for both sub-periods. Over the whole
period 1990-2000, the enhanced greenhouse effpeaapto be the binding environmental constraiat th
determined most of the developments for the SNkexbeless, the gap between NNI and SNI remains
considerable.

Comparing SNI with ISEW (and GPl), it becomes chiat the first has the advantage of taking into
account general equilibrium effects of correctidng, the disadvantage of restricting itself to eonmental
and natural resource issues. ISEW and GPI coroech fmuch wider array of GDP imperfections, even
though in a partial manner that is likely to inwelmutually inconsistent corrections. Furthermadne, $NI
results are sensitive to the exact specificatiothefsustainability condition for each environméthame,
since the marginal abatement costs are sharplygri&r low values of pollution or resource useislt
however, fair to say that the arbitrariness of anstility conditions also affects the ISEW valbet in a
less extreme way.

A third type of indicator relates to distinguishilbetween measures of current well-being and
measures of well-being over time. The latter, haveturn out to be largely theoretical in naturee(also
Section 2.2). Dominant approaches here are ne¢mrealue type or discounted utilitarian intertemgb@r
multi-generational welfare functions (e.g. Weitzmd®76), and Rawlsian or fairness-biased maxmin
functions (Rawls, 1972; Arrow, 1973; Solow, 197A)pragmatic indicator that focuses on intertemporal
issues is genuine savings (or genuine investm#nteans maintaining or increasing wealth, opuleoice
total capital — the sum of economic, human and rahtapital — by sufficiently saving in a broad sen
(Hamilton and Clemens, 1999; Dasgupta and MéaleBORORecently, genuine savings (GS) has been
adopted as a central indicator by the World Banmiden the name of ‘adjusted net savings’. GS can be
defined as traditional net savings subject to alemof corrections (Bolt et al., 2002): (i) the walof
depletion of natural resources is deducted; (i§ ttosts associated with pollution damage, including
economic and health effects, are deducted; (ijjeexlitures on education are treated not as consumipit
as savings/investments in human capital and thdedidiv) net foreign borrowing is deducted, whilket
official transfers are added; (v) capital depreciafcapital consumption) is deducted. The respresents
a weak sustainability indicator, in that it allofes substitution of nature and natural resourceptoguced
and human capital (Hartwick, 1977). Categories/igl (ii) are the most difficult to estimate. Nehetess,
the World Bank has produced estimates for most tciesnin the world. The outcome is that, as a ganer
rule, GS are less than half the gross savings. dd@ire genuine savings are negative for the Midaist Bnd
North Africa, and Sub-Saharan Africa regions, pesifor OECD countries, and the highest for thetEas
Asia/Pacific region (World Bank, 2006).

A main disadvantage of the GS indicator is thasés of natural capital are not regarded as
worrisome as long as they are compensated by egorad human capital (weak sustainability). However
a positive value of GS does not always imply envinental sustainability. The advantage of the GS
approach is that it evaluates rapid growth thasdwnd-in-hand with consuming, rather than withesting
the revenues of unsustainable resource exploitai®megative (i.e. a negative value of GS). But a
disadvantage of the approach is that it adoptsréapgerspective with respect to time, as it netsle
historical contexts. For instance, a country thas ldepleted all its natural resources can hardyesc
negative on genuine savings afterwards. At a mongldmental level, one can criticize the approach fo
assuming that changes in wealth or investment ageaal proxy for changes in well-being and social
welfare. However, there is no high and stable ¢atiten between wealth and well-being or happinapsyt
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from the relative income effect discussed earlieSection 2.5° Against the background of the various
criticisms of GDP in Section 2, however, the mahorécoming of the GS approach is that it mainly
addresses the problem of capital depreciation i@e&.7), and may partially cover valuation of infal
activities (Section 2.6). Pillarisetti (2005) illustes that GS is both conceptually and empiricalfy
imperfect indicator for policy, regardless of whatht focuses on environmental sustainability omian
well-being. Dasgupta (2001: Section 9.4) shows miggiher can net national product (NNP) as the sfim
consumption and GS serve as an indicator of welfare

A fourth and final type of indicator of social viele is a composite index that combines indicators
that are considered to capture relevant aspediaroan well-being. Unlike the previous types of cadors,
this does not generate a monetary value. The Imstik example of this type is the Human Development
index (HDI) of the United Nations, which aggregasesumber of indicators: GDP per capita (in PRR, |
expectancy at birth, adult literacy rate, and covabi primary, secondary, and tertiary gross enraimen
ratios. The incorporation of GDP reflects, throumhog-transformation and a maximum income limit, a
decreasing marginal utility of income. This alreadgans an improvement over GDP. Nevertheless, the
HDI approach carries an element of arbitraringsshé sense of selecting arbitrary components,allsas
an arbitrary aggregation procedure. The latter g#age normalized values for each component based on
defined upper and lower bounds, and then calcuéatesithmetic mean; this results in an index \aitralue
between 0 and 1. Publications on the HDI arguepbtgntial extensions of HDI with additional compots
are hampered by measurability problems. But incamequality is in any case measurable and clearly an
important criterion for evaluating the position ahd changes in, developing countries. Moreovexpitld
in principle be feasible to develop quite objectimdexes of political freedofh time use (work, leisure,
commuting), and available public health servicest $lirprisingly then, various proposals have beeredo
extend or adjust the HDI, so as to address sontleeobmissions (e.g. Hicks, 1997; Noorbakhsh, 1988).
addition, other approaches to aggregate the conm®red the HDI are available, such as the Human
Poverty Index (similar components as the HDI bditedéntly weighted) and the Borda ranking. Dasgupta
(2001: chapter 5) uses the latter procedure tonextéor illustrative purposes, the HDI with per tap
private consumption and indexes of political andl ¢ights. In spite of its aforementioned deficoés, the
HDI is considered to be an improvement over GDReeislly for evaluating changes in developing
countries. A main disadvantage of the HDI in congmar with the other indicators is a complete negbéc
(environmental) sustainability. Dasgupta (2001,ti6ac5.8) notes that the HDI can be seen as “oid-th
intertemporal” because of the inclusion of adukricy; but he adds the shortcoming that, althaigh
reflects a capital asset, the HDI does not coVeresvant types of capital and is therefore inagg to
provide information useful for addressing intertemgb concerns. Neumayer (2001) proposes to combine
the HDI and GS indicators to arrive at a more catgppicture of sustainable development, notablyoair
countries. He does, however, not arrive at a réalggrated (composite) indicatt.

Comparing the aforementioned alternative indicatdrsocial welfare in light of the main points of
criticism of GDP as noted in Section 2, it turns that, at present, there is no perfect alternaixaglable®
All available approaches are far from perfect andngdt succeed in systematically repairing the dist
shortcomings of GDP as a social welfare indicatmted in Section 2. In particular, the dynamic aspec
lexicographic preferences (basic needs), subjestigit-being basis, and relative welfare and rivading
neglected. Nevertheless, one can expect all oéthksrnatives to serve as a much better approximat
social welfare than GDP. ISEW (and GPI) are perliapsnost complete in that they try to repair npléti

%0 The World Bank has recently publishéthere is the Wealth of Natio(@006), which suggests that it regards wealth
as important, but mainly as a basis for future arelf In other words, wealth then serves as anataliof potential
future welfare.

%1 In fact, the UN published a Human Freedom Indeiltih 1991 and a Political Freedom Index (PFIL892
(Johansson, 2004).

%2Sen (2000: p.318, note 41) states: “Indeed, gefiirblic attention has clearly been a part of UNDébjective,
particularly in its attempt to combat the overcartcation on the simple measure of GNP per head;wbiten serves
as the only indicator of which the public takes angice. To compete with the GNP, there is a nee@rfiother —
broader — measure with the same level of crudeaetise GNP. This need is partly met by the usaeoHDI ...". He
adds that the HDI has attracted much more attettian often more informative, less aggregated méiion on
diversity at the micro level.

%3 Other alternatives are mentioned in the litergthre: these have not proceeded beyond the stage of
conceptualization. Bleys (2006) offers an overview.
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shortcomings as opposed to SNI and GS. A disadgané ISEW, however, is that is based on partial
corrections. Finally, all alternatives except Hdeess environmental (capital) sustainability ire avay or
another, while ISEW and SNI adopt a strong and G&eak sustainability perpective. HDI is the least
attractive from a methodological viewpoint, andtaity unsuitable to subtly evaluate richer cowedri

In conclusion, an ideal indicator of social wedfas not available. This would require an approach
that takes its starting point in the findings ofearch on happiness and subjective well-being. 128kbe
regarded as the most balanced alternative avaitefienow, which is a clear improvement over GISHII,
if GDP is replaced by ISEW or another measure there is a risk that growth fetishism — i.e. stigyifor
growth under all circumstances — will be directeéthés alternative. Evidently, this would be undable if
such a measure would still be far from perfect.

6. Policy implications

Removing an information failure

We have seen that GDP not only provides misleadifiymation about social welfare but also exerts a
large influence on economic reality, and therefonethe daily life and well-being of all of us. Onpan
frame this phenomenon as a serious form of infaondilure, which is an instance of the generalecaf
market failures, or given the fact that the goveeningenerates GDP information, as an instance of
government failure. GDP information influences ajjents in the economy: consumers, savers, investors
banks, stock and option markets, private comparttes, government, central banks and international
organization$! Because of the misleading nature of GDP infornmatezonomic agents take wrong
decisions from the perspective of social welfareze@ the many shortcomings of GDP as a measure of
social welfare and the economy-wide effects, orsetbaxpect a large loss of social welfare, celgamthe

long run — when repeatedly and cumulatively falsforimation steers economic decisions. Currently,
economists are insufficiently aware of this potaihtihuge cumulative negative impact of GDP overeti

In fact, | am inclined to think that there is noger information failure in the world than that sad by the
GDP indicator.

Economists and their schooling play a central iolenaintaining the idea that GDP information
matters, in a positive sense. Economic studies |8hpay due attention to the shortcomings of GDP
information, and the entire curriculum (notably mmeronomics) should be screened for the use of GDP
information. This will inevitably imply a thorougtevision of many textbook®. Economists should also
inform and convince politicians, banks and finahoiarkets that they should no longer let their diecis be
influenced by GDP information. Research and pubbtica by economists should be filtered for use BIFG
information. By including GDP indicators in econanstudies the myth that GDP matters is kept alive.

The ‘self-fulfilling prophecy’ character of theflnence of GDP information on the economy means
that this phenomenon can, in principle, be avoidéehce, the government can consciously choose to no
longer supply aggregate GDP information, withoug#tening concrete economic mechanisms. Of course,
this view does not mean the refutation of usefohetic growth, that is, welfare growth, quite thpposite.

But GDP growth not offer any guarantees for thimrébver, unlimited welfare growth is very unlikelf,
only because of the phenomenon of relative webiakrivalry in income and consumption.

A better world without GDP

Without the availability of a GDP indicator decis@will be more aimed at welfare improvement, sitiee
systematic error resulting from economic behavibueaponses to misleading GDP information will be
gone. Such a systematic error means that the egofalows a trend away from a situation or pathttisa
desirable from a social welfare perspective. Timoneal of GDP information will more likely lead tohite

3 What | sketch here is not a ‘straw man’, as oiiticat reader suggested to me. And if one is urimglito accept that
GDP has so much influence on our economic reatitgpite of the arguments offered in Section 3ntbee can hardly
object to the removal of the GDP indicator from ghdlic domain.

% To take just one example: the textbook by Weild&Q which is entirely devoted to the theme of exnit (GDP)
growth, does not contain a single reference tarthay criticiques of GDP as an indicator of (weljgreogress. Only
on the very last pages (pp.508-510) a box is ptedein which the question is addressed: “Will giflowake us
happy”. The answer given is twofold: “Income is tieg only determinant of happiness, but clearlyplirzgss rises

with income ...” and “Thus, although growth willtnmake us as happy as we expect it to, it will sikke us happier
than we would be if there were no growth”. Unfodtely, neither statement is convincingly supportét data or
arguments.
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noise type of errors (random drift), rather thastsgnatic, cumulative and trend-like errors. Paagponses
and recessions due to the threat of stagnating @DW®th are no longer possible. In addition, certspects
of public policy will have to be adapted. Monetaglicy, for example, can focus on more useful thitigan
GDP growth. One will less dogmatically deal withratlating developing countries to enter a tranaitio a
formal economy (for that matter, the World Bank &1dDP has already moved a long way in this directio
but do not seem to dare taking the step to disGid& entirely). There will also be less resistangairast
policies — notably environmental policies — whiahprove welfare (partly of future generations) a tost
of GDP growth. This is especially relevant to tlase of climate policy. All current economic studiesus
entirely on the development of GDP under altermativmate (policy) scenarios, and therefore ontthée-
off between GDP growth and climate change relaigds (Kelly and Kolstad, 1999). But this trade-isf
misplaced as GDP is not a good welfare measureed¥er, this trade-off concerns a period of 50 t6 10
years in the future, during which GDP of the riabuitries will certainly have grown far beyond any
welfare-maximizing level® See further Frank (1985), Ireland (2001) and Lay@005) for a number of
examples of alterations in economic policy thatiarkne with replacing the GDP indicator by infoation
obtained from the subjective-empirical welfarerbtiire: e.g. extra taxation of working overtimetraxaxes
on status goods, limiting commercial advertisingg aestricting flexible labour contracts. Althouiyjbm an
economic growth perspective these look like badsmess, they will be more positively evaluated fram
real happiness perspective.

Abolishing GDP should not be confused with ‘antingth’, ‘anti-innovation’ or ‘anti-accounting’

Many people responding to an early draft of thipgehave concluded that | must be against GDP growt
But they seem to confuse ‘no GDP indicator’ with @DP growth’. It is important to realize that, out a
GDP indicator, GDP growth cannot be measured afhls merely reflects the irrelevance of GDP gtowt
rather than anti-growth. Given that GDP is not adjevelfare indicator, one should not be in favolir o
‘always GDP growth’ (which is not the same as beigginst growth). To strive under all circumstanfoes
GDP growth (‘growth fetishism’) puts an unnecesseoystraint on the space within which we search for
welfare growth. In fact, it means that GDP growdnmot be traded-off against something else (better)
History, moreover, shows that, with a GDP indicastructurally striving for (GDP) growth is not jue risk

but inevitable. Evidently, the temptation is torgk’’

My plea to abolish GDP as a macro-indicator shoubd be confused with a plea to restrict
individual income growth. | am very well aware tietfact that income growth can mean satisfaction of
more (basic) needs or more happiness due to arouwegrelative income position (Sections 2.3 and.2.5
From an individual perspective it can therefore ena&nse to strive towards income growth. Morecaaesn
if individuals do not get happier from individualdome growth (e.g. through adaptation, or a cohgian
decreasing relative income position), then stidltiss-seeking, imitation and habits make them stiore
more. However, as argued in Section 2, from a sqm@espective continued income growth ultimately
results in what is at best a zero sum game ande—talsocial and environmental problems — at worst a
negative sum game. For this reason, amongst ottiegs; a society and its government should not
uncritically and unconditionally foster economiogth.

In addition, it is good to realize that abolishi@®P does not imply any position against innovation
It is true, however, that it will result in attaolyi more value to innovations that as a net effegrove or at
least do not harm social welfare than to innovatitimat promote or are strongly correlated with GDP
growth pur sang. Innovations with a postitive wedfaffect and negative growth effect are perhapsihst
interesting to consider. Possibly, examples cafobed in the areas of renewable energy, energyiefii
houses, car-sharing systems, and energy-efficemtinblogies. It is of course difficudx anteto provide
evidence for the positive net welfare effect oftaer innovations. What is important is that thisegaot
need to be planned or regulated. Instead, remdv@b& growth incentives is likely to shift net inragions

% Azar and Schneider (2002) show that the costeathing what the IPCC considers “safe” concenmatiaf CQ in
the atmosphere, for the world as a whole, fallha tange US$1 tot US$20 trillion. Although these ampressive
figures, they imply less than 3 years delay of héag a certain income level 100 years from nowé€gi2 percent GDP
growth). Interpreted this way, the costs of a geint climate policy are marginal in economic term#he long run.

37 But neither is there a good reason to be geneaatjnst GDP growth. Growth surely does correlasitively with
welfare growth in many situations. In fact, growtitics should seriously consider shifting to opp@DP as an
indicator of progress instead of to oppose GDP grawgeneral (i.e. under all circumstances, ircalintries, at all
times).
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in the direction of welfare improvement. Moreovédess ‘growth-fetishism’ should go together with
increasing attention and incentives for welfareagmding innovations.

Finally, in response to my critique on GDP as #ave indicator, various commentators have noted
that the system of national accounting serves tulisde. It should therefore be stressed that mitygcie of
GDP - as a welfare indicator and how it is usegtiblic debates and policy preparation — shouldbeot
misinterpreted as a critique of the system of mai@ccounts. Perhaps the most important distindtiat
can clarify this is the level of aggregation. Weer&DP is the most aggregated description of tbecuy,
the national accounting system provides a detailsgggregated picture of the flows of goods amdices
along with complementary monetary flows. As a rgsthe national accounts can support economic
modelling, analysing productivity growth of sectorand financial planning by the government.
Interestingly, accounts are being transformed axtdneled to eliminate various shortcomings related t
informal markets, natural resources and environalesiamage. On the other hand, the method of GDP
calculation has remained largely the same.

Different implications for developing, middle inoenand rich countries

Does GDP per capita serve a more useful functioeviauating processes and policies in developing
countries — defined by the World Bank as havingagrage GDP per capita of less than US$6000 —ithan
developed countries? It is often believed thas ie$pecially poor countries which require GDP ghoimt
order to improve the well-being of their citizels. Section 2.6 it was suggested, however, that &amym
cases income growth here just represents a shiftinactivities from the informal to the formal sect
Particularly in very poor countries this may beanpanied by a loss of local community and subsigten
agriculture, as well as migration to urban slumsthwpredictable negative consequences for food
availability, health and quality of life. Moreovancome inequality may increase during the procdss
initial part of the famous Kuznets curve). Suchyvpoor countries dominate among those that the &Vorl
Bank classifies as ‘low income countries’ and the &b ‘low human development countries’ (accordimg t
the HDI). Once countries have moved onto a traallifeg to a formal market economy, there does rense
to be a way back. Middle income countries may thiéen see a positive correlation between incomevtjro
and welfare growth. However, negative impacts orifare and health may result there from severe
environmental pollution and resource degradatidns Ts illustrated by the current development ofrah
Finally, moving on to the high income countriess ttesults reported in Section 2.4 support the ttaa
GDP growth there does not contribute much to weligrowth (the ‘threshold hypothesis’: Section 2.9).
Indeed, welfare seems to have stagnated for thegticcountries in the world, despite continuing Gig
capita growth. This is not surprising given thathiese countries all basic needs are more thasfiedti so
that the consumers in these countries are maintyived in a zero-sum rivalry game of income andusta
consumption (Section 2.5). Combining all developimstages, a non-monotonic relationship appears
between well-being and GDP per capita, where farilcomes GDP growth is accompanied by decreasing
welfare, for middle incomes with increasing welfaemd for high incomes with — at best — stabilized
welfare.

7. Conclusions
Economists are in strong support of the idea thatip policy should be based on rational argumeTitgy
should therefore no longer delude themselves amet®by allowing simplistic indicators like GDPédgert
any serious influence on economic reality, and ipyidlicy in particular. In this article | haveed to make
clear that the elimination of GDP from the set chammeconomic indicators is rational. Economists can
improve the world by pleading in favour of this,dathus clear the way for economic policies aimed at
improvements in human happiness instead of assutmat@sDP growth is nhecessary and sufficient fgg.th
Economists who support the GDP indicator or dowatt to abolish it need to realize that they in
fact make the assumption that there exists a sitralty positive (and high) correlation between GBivd
social welfare. This is an (unrealistic) assumptitause there is no study which presents conygncin
evidence of such robust correlation. In fact, anlibsis of theoretical and empirical arguments/elsown
that GDP growth is compatible with decreasing onstant social welfare, that is, a negative or zero
correlation. Moreover, given the satisfaction cégic) needs, adaptation (preference drift) andre-zem
game type of rivalry in consumption beyond a certacome (reference drift), one can only hope for a
correlation that is on average, if positive, veyw! All things considered, a rigid GDP growth olbjee will
often act as a constraint on realizing social welfgrowth.

18



The most common, almost instinctive response afraeonomists to advice to remove GDP from
the set of macroeconomic indicators has been totgoi the uniform, consistent character of the GDP
calculation worldwide, which allows the ‘economierfprmance’ of countries to be compared (of counie,
measurements can then easily be consistently wrdmg$ pragmatic view raises the important question
How many substantial points of criticism are regdirto counter balance a pragmatic ‘consistency of
measurement’ argument? Suppose that GDP was nsuneeaat all but that the welfare-economic crititis
on a hypothetical GDP indicator was known (publigh&/ho would then be willing to support an iniivat
to implement such an indicator, knowing that it vgasng to play the role of a central welfare orgress
indicator? A supporter would have to be heroichasvould very likely be accused of exemplifying bad
economics.

Another not uncommon response is that happinedswagll-being are beyond economics. This
opinion is often motivated with the suggestion taiaing at maximum happiness through public poigcy
overly ambitious. At the same time, economists dbworry about giving a central place to utilitydan
welfare (maximization) in positive and normativedhies of economic agents. However, utility andfarel
are nothing more than the economist’s jargon fpirgess.

It is a well-known and often repeated fact thag BDP indicator was never developed for the
purpose of welfare measuremé&hin the absence of a better indicator, it has takethis role. Every well-
trained economist should be a warm supporter ofovémy market failures, in this case misleading
information, from the public sphere. This holds exsplly when such information is generated on a
structural basis and has a large influence ondghkeeconomy. From a microeconomic welfarist perspec
GDP information represents a situation of perststearket failure, namely on the grounds of impdrfec
information. In addition, a ‘self-fulfilling proptey’ holds, that is, GDP information influences gmnomy
only because people believe it matters. No (otimécjo-level physical cause-effect mechanisms playl@
This means that the role of GDP information in th@dern economy should not be considered as indwitab
(a law of nature). The positive policy lesson iattthere are no fundamental barriers against ugdibia
current type of market failure.

Evidently, it is easy to underestimate the resistaagainst such a scenario. Despite the fact that
many respected economists have expressed or suppagvere criticism of GDP as a welfare indicatoe
majority of economists, journalists, investors,lcdervants and politicians are not concerned lakaiut the
imperfections of GDP information. Moreover, the aisarguments in defence of the GDP indicator
consistently come down to the unproven belief GBP structurally correlates strongly and positivelth
social welfare. The support for the GDP indicationst turns out to be rather dogmatic instead of well
thought over and reasoned. This is the result bflsundoctrination by endless repetition in (econ)
education and the mass media. In addition, an irsmeriellectual effort over time has gone into petihg
a standardized GDP calculation suitable for all ¢bantries in the world. This has created largdaecks
interests to continue calculation of GDP by (naipstatistical offices and related governmentéiviies,
even though many national income accountants witlept the shortcomings and misuse of GDP as a
welfare indicator.

Because of these realities, we are in fact faeingtuation known as ‘lock-in’ of a non-optimal
configuration, in this case of the erroneous ideat IGDP growth means progress. By definition, it is
extremely difficult to escape from a lock-in sitisait At least a large shock is needed. Economistsdc
cause such a shock, by pleading together for tineval of the GDP indicator from the public spheéach
a strategy is evidently not a plea against weltamavth, quite the contrary. Neither should it bexfesed
with being against economic growth under all cirstemces or against innovation. Indeed, abolishib§ G
would imply being disinterested in whether GDP gsowr not® For innovation it would mean that

% n 1665 Sir William Petty produced the first estiim of a national income: namely, for England. Wik aimed to
determine which outlays on warfare could be suggbly means of tax revenues. Work by Nobel Lause&tmon
Kuznets (for the USA) and Richard Stone and Jamesadd (for the UK) in the early twentieth centutpakd for the
rapid diffusion of the GDP indicator in economisearch and politics. Again, war acted a stimulataggor, as with so
many innovations. For there was a need to deterttieeproduction capacity of the Allied Forces josfore and
during World War Il

39 Neither can we expect GDP to converge to a clogifect welfare indicator through a series of giral
improvements. One reason is that in deciding almhith changes to incorporate in the GDP calculgpimtedure,
countries may act strategically. For example, autye EU members may be motivated to show suchegiia
behaviour, given that their contributions to the Rlifiget are to a large extent determined by thedfitheir economy,
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innovations which increase GDP but not welfare véiteive less support, while innovations which éase
welfare (regardless of their effect on GDP) wowddeaive more support.

With regard to alternatives for GDP, it is goodrépeat that adding (welfare) indicators, suchnas i
the case of the HDI, does not solve the problemmidfleading information that GDP represents. The
replacing of GDP by a corrected GDP or anothehéeitor not monetized) aggregate welfare indicator
means effectively the elimination of GDP as sucle $Fould not, however, wait until a perfect altéikea
welfare indicator is available. It is unlikely thatsingle indicator can be constructed to undddhg list of
objections against GDP. It is, however, true thathewell-thought alternative will represent a hette
approximation of social welfare than GDP. It woth@refore be a good strategy to first strive towdeds
misleading information and subsequently magnifyahmunt of correct and useful information.

My proposal here was to discard GDP regardlessgufod alternative being available. Nevertheless,
if we choose to use a single index of aggregateamuwell-being — which is not necessarily requirethen
we should try to come up with much better altenestithan have been proposed thus far, and betiaeso
than later. For the moment, the ISEW and deriveitators seem to offer the best starting poineims of
the coverage of items that need correction. Neetgdls, their calculation methods should be much
improved, notably to undo the partiality and indstency of corrections. In order to neutralize thiques
relating to lexicographical preferences, relativelfare, status and rivalry it seems inevitable thagsis is
sought in the literature on subjective well-beimgl dhappiness (see Sections 2.4 and 2.5). In platjcu
subjective indicators obtained from (internatiorstiydies and comparisons of happiness via survays c
form the basis for social welfare indicators. Thisuld suggest a role for (economic) psychologists i
macroeconomic policy preparation and advice. Gitrenfindings of the happiness literature, one ghoul
also be prepared to accept that welfare can reacaxemum, so that welfare growth has its limitsy&ed
any point of stable welfare, (costly) measurementvelfare aimed at assessing or discovering welfare
improvements will then, of course, become quitdasse

It is easy to discard my plea as unorthodox. Hawregiven the consistency of my position with
mainstream microeconomics and welfare theory, andeéw of the long list of illustrious economistsat
have criticized the GDP indicator (see especidlgy/first paragraph of Section 2), my position stagkally
be regarded as entirely orthodox. The problemas tire majority of economists have up till now b¢en
silent, pragmatic or defensive on this issue, dretefore unwilling to draw the evident conclusidnis
perfectly rational to abolish the GDP indicatomfréhe public sphere.
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