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The Measurement of Economic Well-Being

LARS OSBERG

Introduction

In 1980 Ronald Reagan asked the American people a seemingly simple
question: ‘‘Are you better off today than you were four years ago?”’
Although U.S. per capita disposable recal income (i.e., after tax and after
inflation) was, in 1980, some 7.6 percent Aigher than in 1976,! his
audiences answered ‘‘No!’’ Like any politician, Reagan was implying that
his government would ‘‘do better.”” The task of a Royal Commission on
Economic Prospects is, similarly, to propose economic policies that will
make people ‘“‘better off.”” However, if increases in per capita disposable
real income do not necessarily make people feel ‘‘better off,”’ one might
well ask: What is it that constitutes ‘‘economic well-being’’? When is
society economicaily “‘better off”’?

The difficulty is that measuring economic well-being requires us to find
a way to ‘“‘add up’’ economic and social benefits over different genera-
tions of individuals, over different individuals of the same generation and
over different years of the same individual’s life. A given level of national
income may be obtained at the cost of increased poverty and inequality
or at the cost of greater economic insecurity. Judgments about whether
society is becoming better off thus depend on the weight given to current
income relative to the inheritance of future generations and to economic
inequality and insecurity among the current generation.

In the first section of this paper I discuss the bequest this generation
will make to future generations and argue that there are few grounds for
believing that either decentralized private decisions or collective public deci-
sions will automatically produce an optimal inheritance for future genera-
tions. We must, therefore, make conscious choices. This generation decides
how much it will consume and how much it will leave for the consump-
tion of future generations, but we need some measures of the value of
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our collective bequest in order to make informed decisions. For some types
of assets we can use market prices as a method of valuation, but Cana-
dians have also indicated that there are some assets they wi.sh to put
“‘beyond the market’ as a national heritage held in trust by this genera-
tion for the benefit of future generations.

Economic events generally produce some winners and some losers, and
deciding whether society is better off requires us to weigh the losses of
some people against the gains of others. In the second section I argue that
this inevitably involves ethical choices and that we ought to be sure that
the measure of well-being we adopt has implicit in it a set of values that
we are willing to defend. If we follow the old precept of “‘do unto others
as you would have them do unto you,”’ then we will assign grea.ter weight
to the progress of the poor than to the advances of the afflueqt in measur-
ing economic well-being. The crucial issue, on which views differ widely,
is how much greater that weight should be.

Some economic policies involve a trade-off for society between income
growth and risk. The third section examines the costs of economic insecur-
ity and the adequacy of private capital and insurance markets as metho'ds
of insulating individuals from variability in income flows. Because social
insurance programs are usually designed to provide less than full coverage
of economic losses (in order to preserve incentives to avoid losses), increases
in economic insecurity carry real costs to individuals. Measures of
economic well-being should, therefore, be adjusted to reflect the uncer-
tainty and variability of individuals’ year-to-year flows of real income.

In the fourth section I discuss the measurement of current consump-
tion and the accumulation of wealth. A comprehensive measure of con-
sumption would include the value of both marketed and nop—marketed
goods and services, the value of leisure and increased longevity, apd the
benefits of the consumption of public goods. An all-inclusive notion of
wealth accumulation would add tangible capital in housing, equipment
and structures, investments in training, research and development, and
consumer durables, net changes in the value of stocks of natural resources,
and some estimate of the costs of any environmental degradation.

The fifth section closes with a discussion of the statistics one might use

to measure trends in economic well-being. Since different people will assign
different degrees of emphasis to current consumption, to the inheritance
of future generations, to inequality and poverty, and to economic insecu-
rity, it is not possible for a single measure of economic well-being to satisfy
everybody. However, the debate on economic policy could be improved
by the availability of comprehensible data on each of the dimensions of
economic well-being. To avoid confusion, in this paper we use the term
“utility”’ to refer to an individual’s satisfaction with economic outcomes
at a particular time; the term ‘‘welfare’” to refer to some measure of an
individual’s total utility over his or her lifetime; and the term ““well-being”
to mean the total weifare of society as a whole.
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The Welfare of Different Generations
and the Well-Being of Society

The Welfare of Future Generations

The first question to ask in measuring economic well-being is whose welfare
should be considered. Certainly we should consider the welfare of all exist-
ing persons in society,? but should we consider as well the welfare of
generations yet unborn? We clearly care about the sort of world into which
our descendants will be born; and our concern is manifested in such public
debates as those surrounding nuclear power, or the preservation of natural
species, where people concerned about the environment emphasize the irre-
versibility of the decisions of the current generation. However, if nuclear
waste became harmlessly inert in one hundred instead of several thousand
years, or if the extinction of a species were a temporary phenomenon of
a century or so rather than permanent extinction, anti-nuclear and con-
servationist groups would have far less support than they now enjoy. Since
almost everyone now alive is sure to be dead 100 years from now, our
concern about irreversibility can really be explained only in terms of a
concern for the welfare of future generations.

Each generation inherits a stock of resources from its ancestors, enjoys
a flow of consumption during its lifetime, and bequeaths a stock of wealth
to its descendants. Clearly, the current generation derives pleasure from
its consumption of goods and services; it is equally clear that the current
generation could say ‘‘apres moi, le déluge’” and could increase its cur-
rent consumption by running down the capital stock, by exhausting
resources, and by disregarding long-run environmental degradation. We
do not do this, however, presumably because we do not think we would
be better off if we did. This implies that the economic well-being of society
depends on more than the consumption of the current generation, and
that any measure of economic well-being must place a value on our bequest
to future generations.

Optimal Bequest and the
Coordination of Savings

If people always saved the optimal® amount out of any given income,
then it would not be possible to increase economic well-being by trans-
ferring resources from the consumption of the current generation to the
inheritance of the next. Whenever incomes went up, economic well-being
would necessarily also go up. But if savings decisions are not, in aggregate,
automatically optimal, then it is possible for economic well-being to be
increased by a better allocation of a given national income between sav-
ings and consumption. It is possible also for economic well-being to fall,
despite a rise in income, if there is, at the same time, a shift to a worse
distribution of resources between this and future generations.
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The bequest this generation leaves will be composed partly of privately
owned assets (e.g., machine tools), partly of publicly owned assets (e.g.,
roads) and partly of goods that are not owned, in any effective sense, by
anyone (c.g., the atmosphere). In part, our concern for future genera-
tions is expressed through the purely private transfers we make to our
children, both in education in useful skills and in gifts or bequests of private
property.

However, even if purely private property were the only sort of asset,
decentralized private decisions might well imply that the private savings
of this generation would not leave an optimal bequest to the next. For
markets to generate an efficient allocation of resources, individuals must
respond to prices. For markets to generate an efficient allocation of
resources over time, individuals need access to price signals over time. In
the real world, however, forward markets, which would provide these
signals, are rare and short term.* We could have more confidence in the
private decisions of, for example, oil producers to save the “‘correct”
amount of oil in the ground for the year 2000 if oil producers and con-
sumers could establish now a forward price for oil in the year 2000. As
it stands, future oil prices are highly uncertain because no such forward
market exists, and competitive markets may well produce inefficient pat-
terns of resource depletion and capital accumulation over time.> In addi-
tion, decentralized private decisions may produce outcomes that individuals
would themselves regard as inequitable between generations. In providing
for my own children’s future I know that their incomes will come partly
from the wages they earn and the capital I bequeath to them. However,
the wages they earn will depend partly on the size of the capital stock of
the economy, which depends in turn on the bequest decisions of all parents.
If I misjudge what everyone else is going to leave as bequests, the incomes
of my children might well differ from what I would consider equitable.®

In addition, publicly owned assets, such as roads and hospitals, are accu-
mulated at a rate determined by government decisions. The accumulation
of private capital, in machinery and in skills, is also affected by govern-
ment policy decisions regarding tax incentives to encourage savings, funded
or pay-as-you-go pensions, and the financing of research and higher educa-
tion. Finally, our environmental bequest to future generations is inherently
a collective decision, as manifested, for example, in the standards we
establish for the long-term disposal of toxic wastes and the policies we
adopt to prevent long-term environmental degradation.” There is no
guarantee that collective decisions will imply an optimal total bequest to
future generations any more automatically than decentralized private deci-
sions. Nevertheless, because government, whether by conscious action or
unconscious inaction, has so much influence on the accumulation of all
types of assets, there is no real alternative to recognizing the implications
for capital accumulation of policy decisions.
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The Valuation of Intergenerational Transfers

To develop an intelligent policy about the bequest we leave to our descen-
dants, we need a way of measuring that bequest. Economists have generally
argued that capital assets should be valued by the discounted present value
of the stream of future consumption they generate, but there is some
dispute as to the appropriate rate at which to discount future consump-
tion.® In a predominantly private enterprise economy, the rate of accu-
mulation of private capital will depend heavily on real interest rates. Higher
interest rates will mean less private investment, but if investment projects
in the public sector earn a rate of return less than that earned by private
sector projects, it would be possible to increase the total productivity of
the capital stock by reallocating investment from the public to the private
sector. It can therefore be argued that all public investment projects, and
environmental benefits over time, should be evaluated with reference to
their “‘social opportunity costs,”’ i.e., the returns of the private sector
investment projects displaced by public sector investment. However, the
rate of return on private sector projects will typically embody an allowance
for the risk of individual projects as well as for the tax that must be paid
on future returns from the project. Consequently, using market interest
rates to discount future receipts may short-change the future, because
society in aggregate would be willing to accept a lower rate of return and
invest more for the future than market interest rates would indicate.’
Society’s pure ‘‘rate of time preference’” (the relative weight society places
on future consumption versus present consumption) is, however, difficult
to determine empirically.

If we use discounting to evaluate the future, even at a relatively low
rate of discount such as 3 per cent, we say that a dollar of cost or benefit
that occurs in 40 years’ time is equivalent to a current expenditure or receipt
of roughly 30.67 cents (=$1(1/1.03)*) while the cost or benefit of a
dollar 150 years from now has a present value of roughly 1.18 cents
(=$1(1/1.03)!%9). However, it is one thing to say that I regard the value
of a dollar received at age sixty as equivalent to 30 cents received at age
twenty; it is another thing entirely to say that a dollar of my great-great-
grandchildren’s income is ‘“‘worth’ only a penny of my own.!® For
example, if the options for storing hazardous wastes are either burial in
containers that corrode after 150 years or permanent disposal at some addi-
tional cost, then discounting at 3 per cent would imply that we should
choose permanent disposal only if its additional cost is less than 1 per cent
of the cost of the damages that will be borne by future generations. Would
it be ethical to impose a dollar of such costs on future generations in order
to increase our own consumption by a penny?!! Is society better off if
we do so? Environmental legislation would imply that the general answer
to this particular question is ‘‘no,”” as environmental legislation typically
mandates the permanent disposal of toxic wastes without mention of costs.
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A National Heritage?

Discounting over time still requires some method of determining relative
values at a point in time, and economists tend to propose market prices
as a solution.!? But when preservationists say that something is a
‘‘priceless part of our national heritage,’’ they are saying that they do not
believe that its social worth can be estimated, even approximately, by
reference to current market prices and that there are some goods for which
a concept of social stewardship is appropriate, i.e., goods that should be
held in trust by the current generation, to be passed on, intact, to suc-
ceeding generations. For most environmentalists, the broad categories that
make up our ‘‘heritage’” would include man-made objects of great beauty
or historical significance, renewable resources, and plant and animal
species. Some things are agreed by most people to fall clearly into one
of these general categories, while others are much more debatable, but
the common denominator in the concept of a national heritage is that these
are irreplaceable!? assets that could, under reasonable conditions, pro-
duce utility for many generations to come. Natural species such as pas-
senger pigeons or loons can be exterminated, but not regenerated. Historic
buildings and great works of art can be destroyed, but cannot thereafter
be re-created. There is broad agreement in our society that such destruc-
tion should not, in general, occur (as well as a good deal of argument
about particular cases).

Forbidding the destruction of a particular asset is, in one sense,
equivalent to saying that society does not want to sell it at any likely price.
This cannot be said to be ‘“irrational’’ since individuals, alone or in ag-
gregate, can presumably refuse to sell whatever they don’t want to sell.
It is irrational, however, to claim that there is no cost attached to such
a decision. There is probably some cost at which the current generation
would be prepared to sacrifice the interests of future generations, but the
difficulty lies in knowing at which cost it should do so. In deciding, for
example, whether to log a wilderness area or preserve it for future genera-
tions, we must weigh the current financial benefits of logging against the
value of untouched wilderness to future generations. Since they are as yet
unborn, we cannot know how much they will value wilderness recreation
or, for those who may not actually go, having the option of participating
in wilderness recreation.!® Survey methods and observed demands have
been used to estimate the value the current gencration places on such
benefits, but the value to future generations, and the value we should attach
to their satisfactions, are much more difficult to gauge. In computing the
value of this generation’s bequest, the concept of heritage can, however,
save us a fair amount of effort. If there is broad agreement that some
assets (e.g., the Peace Tower?) will always be passed on intact to future
generations, then to assess trends in economic well-being we need only
examine trends in consumption and the stock of other assets. Like the
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family heirloom that has no price because it is never sold, heritage assets
pose some of the trickiest problems of valuation; on the other hand, there
is no need to compute an explicit price for a good that will never be sold.

The idea of a national heritage of goods that we place ‘‘beyond the
market’’ can be extended to social and political institutions as well as to
economic goods and services. Canadians are not interested in taking bids
on their national independence or their rights of citizenship. Even if a high
price could be obtained, these things are not for sale, either now or for
future delivery. The idea that our descendants will derive pleasure from
rights and freedoms such as the right to vote is, however, only part of
the reason why we wish to preserve them. In part we also want to pro-
mote cultural continuity, to ensure that in terms of basic values our descen-
dants will be somewhat ‘‘like us.”” The problem, of course, is to distinguish
between valid demands for continuity (e.g., maintenance of the right to
form a union) and invalid demands for continuity (e.g., traditional pay
scales and employment patterns). The notion of a national heritage is open
to potential abuse, in that it can be extended to justify preserving ‘‘life
as we have always known it,”” but it also has the potential advantage of
asking us to specify what we want to maintain from the past.

Net Foreign Indebtedness

Up to this point we have considered only the net acquisition of real assets
by the current generation, but there is a corresponding set of financial
liabilities of households, enterprises and governments. To the extent that
these financial claims are the property of Canadian households, they
generate a distribution of wealth — and ultimately of consumption —
which we consider further in the next section. To the extent, however,
that the current generation of Canadians piles up net liabilities to
foreigners, future generations are enriched by whatever increase in the
capital stock is financed from foreign sources and impoverished by the
future repayment of these liabilities. Historically, the issue of whether
Canadians are mortgaging the future by accepting inflows of foreign capital
has been extremely contentious. That portion of liabilities to foreigners
that is debt has specified maturity dates and interest rates; as a result, its
costs are relatively easy to calculate. The costs of foreign ownership in
the form of equity capital, however, are much harder to estimate, not only
because they depend on the future level of corporate profits but also
because foreign equity ownership has consequences — technology flows,
sourcing of research and development, access to export markets, and so
on — whose net costs are the subject of great controversy.!?

Summary

The ‘“‘economic well-being’” of the current generation depends on both
the flow of consumption it receives during its own lifetime and the
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‘““bequest’’ it leaves for the benefit of future generations. We cannot assumie
that decentralized private savings decisions will always produce a
““bequest’’ to future generations that is either efficient or equitable between
the generations. To assess trends in the economic well-being of society,
we must have some way of assessing the value of our collective bequest.

Part of the bequest of the current generation is in the form of private
transfers of skills and private property, part in the form of publicly owned
assets and part in the form of public goods which can, with some adjust-
ment, be valued with reference to market prices. One can, in principle,
value these assets by computing the present value of the consumption they
enable future generations to obtain.

It is often argued that for some items, a ‘‘national heritage,”” the market
provides a very poor estimate of value and that these assets should be
passed, intact, from one generation to the next. If this concept of ‘‘social
stewardship”’ is accepted it simplifies somewhat the problem of measur-
ing trends in economic well-being. There remain, however, the concep-
tual and legal problems of defining the categories of goods which qualify
for this removal from the market mechanism, as well as the continuing
practical problems of case-by-case determination of particular items.

Some Canadian legislation (e.g., on historic sites, disposal of toxic
wastes) can be seen as evidence that as a society we have in practice already
adopted a fuzzy notion of a ‘“national heritage.”’ If this idea were made
more explicit, its costs and benefits could be more clearly examined.

To the extent that the current generation borrows more abroad than
it lends, it burdens future generations with a debt to foreigners. The burden
of this debt is, however, difficult to estimate since part of it takes the form
of foreign ownership of Canadian industry, whose net costs are highly

uncertain.

The Social Welfare of
Unequal Individuals

Winners Versus Losers:
The Problem of Weighting

One of the simplest and most common ways of assessing trends in the
welfare of the current generation is to examine trends in average consump-
tion.!® If, for example, average consumption increases by $5, some would
say that average economic welfare has increased. This conclusion is
reasonable enough if everyone is able to consume $5 more in goods and
services. However, it is rare, in practice, for economic events to produce
only winners; more often they produce some losers and some winners.!’

If there are two individuals and A’s consumption increases by $110 while
B’s falls by $100, it is still true that average consumption has risen by $5,
but it is no longer obvious that the welfare of “‘society’” (i.e., A + B),
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then the utilitarian measure of economic well-being seems reasonable. But
it also carries the implication that, because rich A receives less pleasure
from his last $100 of consumption than poor B does, total utility would
be increased by a redistributive transfer of $100 from A to B, and increased
still further by a further transfer of $100. Indeed, the economic well-being
obtainable from a given total income is maximized by redistributing income
until all incomes are equal.'®

At this point many begin to draw back and question whether human
beings are such that we all get the same satisfaction from the same dollar
value of consumption. Perhaps A is a person of exquisite sensibility who
really appreciates the nuances of fine wines, while B is a boor who can
barely discern the difference between cider and beer. Would not redistribu-
tion from A to B then decrease the total utility of society? Perhaps, but
it might also be the case that A is the boor and B has the refined tastes,
in which case maximizing total utility implies that B should get even more.
Imagining the arguments that A and B could have, as each attempts to
convince the other of the intensity of their pleasure, might be entertain-
ing, but we also know that this is an argument without end.

The utilitarian measure of economic well-being thus contains a fatal
flaw; we cannot measure individual utility in any objective way, and we
cannot be sure that the unmeasurable concept of utility is related, in the
same way for all individuals, to those things we can measure, such as
income or wealth. Yet even if we could measure the utility individuals get
from their consumption according to the preferences they now hold,?
should we consider economic well-being to be the total of individual
utilities?

One reason for not accepting a utilitarian argument is that although
it is convenient, in economic theory, not to inquire into the origins of
preferences, in practice preferences often adapt to changes in cir-
cumstances. Where incomes are low, aspirations are also often low. When
incomes rise, new tastes often emerge. It may be true that A gets more
pleasure from eating butter than margarine while B is indifferent, but
before we give A all the butter and allocate B the margarine, should we
not ask whether B has ever tasted the difference? If individuals typically
learn to adjust their desires in order to minimize their disappointments,
then the intensity of their preferences, at any point in time, will depend
on how much income they have had in the past. Can it be justifiable, even
if A now gets more pleasure from $1 than B, to allocate more income
to A if the reason for A’s greater pleasure is that he has always had a
larger income??!

Furthermore, some of our tastes are consciously chosen or, more exactly,
we often choose between experiences knowing that the experiences in ques-
tion will alter our future tastes. People choose whether to experiment with
heroin, whether to have a casual affair and risk getting involved, and
whether to sign up for art appreciation classes. But as this list of activities
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shows, our society does not consider all activities that generate utility to
be morally indistinguishable — even if they do not involve harm to other
individuals. As moral personalities we are considered capable of making
choices about the preferences we develop and, which as consumers, we
seck to satisfy.

Utilitarianism, however, does not recognize that preferences may be
adaptive, that tastes may be consciously manipulated (by oneself or by
others) or that some harmless desires are judged by society to be ille-
gitimate. Neither do utilitarians accept that the total utility of a society
can be anything but the sum of the utilities of the individuals who make
up that socliety or that we should evaluate the utility of particular groups
(e.g., males) as, ipso facto, more important than that of some other groups
(e.g., females). These positions are not held because utilitarians consider
them to be descriptively accurate judgments of society as it is; rather they
are ethical judgments about how individuals and society should be. The
classic liberal position is that we should not discriminate among individuals,
that we should not recognize the legitimacy of disutilities caused by envy
or malice, and that individuals are the best judges of what will yield the
greatest satisfaction in life and, unless doing so causes harm to others,
should not be restrained from pursuing their own happiness.

Justice as Fairness

The utilitarian conception of economic well-being therefore has implicit
in it an ethical position that deserves the greatest respect. Even so, respect
for the individual can equally well be conceived of as respect for the right
of individuals to use the resources they have available in the ways they
see fit (without causing harm to other individuals). Moreover, concen-
trating solely on the sum of utilities ignores any issue involving the distribu-
tion of utilities, and this omission may conflict with other ethical notions,
such as ‘“‘justice” or ‘‘fairness.”” An alternative measure of economic well-
being, recently restated by John Rawls, is based on the argument that
economic “‘progress’’ should be assessed in terms of its impact on the least
well-off members of society, where “least well-off’” is defined in terms
of the resources available to produce utility rather than in terms of utili-
ty.?> Economic well-being can therefore increase only to the extent that
the resources available to the least advantaged members of society increase.

The basis for this argument is the idea of fairness, as expressed in the
ancient moral precept, ‘‘do unto others as you would have them do unto
you.”" In any society, economic and social rewards are distributed accord-
ing to the “‘rules of the game,” which reward some attributes (such as
intelligence or having rich parents) and penalize others (such as being
physically disabled). Rawls argues that to judge the level of justice in a
society one should ask, “Would I choose the ‘rules of the game’ that
operate in that society if I did not know in advance how I would be affected
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by those rules?”’ For example, one of the rules of the game in Canada
is the absence (everywhere except Quebec) of succession duties or inheri-
tance taxes. In practice, our attitudes to this rule are likely to be coloured
by our knowledge of whether we are likely to receive an inheritance or
to pass one on, but Rawls would argue that we should make judgments
about the fairness of rules as if we were behind a “‘veil of ignorance’ as
to whether we would benefit personally from the absence, or otherwise,
of inheritance taxes.

Clearly, if we did not know whether we were going to be poor or rich,
we would be more likely to be concerned about poverty than if we knew
all along that economic disadvantages are suffered by others. Indeed,
Rawls goes further and argues that a reasonable person choosing the rules
of the game from a position of ignorance as to his/her own attributes
would choose the set of social institutions that minimizes the disadvan-
tages suffered by the least well-off members of society.?} A just society
is, in Rawls’ conception, organized according to two basic principles:

1. Each person has an equal right to the most extensive scheme of basic
liberties compatible with a similar scheme of liberties for all.

2. Social and economic inequalities are to satisfy two conditions: they must
be (a) to the greatest benefit of the least advantaged members of society;
and (b) attached to offices and positions open to all under conditions
of fair equality of opportunity. (Rawls, 1982, p. 161)

There are deep religious roots to the idea that the progress of society should
be evaluated in relation to the decency of life of the poor rather than the
comforts of the rich, and by the dignity it offers the disabled rather than
the rewards it gives to the able.2* Moreover, because the “‘least well-off”’
are, by this definition, those who were born disadvantaged and never
managed to escape their disadvantages, we cannot use the upward social
mobility of some to excuse the continued disadvantage of others. The
Rawls criterion therefore asks us to measure economic well-being by
examining the resources available to the poor, i.e., those with the lowest
lifetime expectations of income and wealth.?’

Measuring the resources available to the least well-off raises the issue
of whether we should consider absolute changes in the income of the poor
or changes in their incomes relative to those of the rest of society. Under-
lying the first approach is the idea that poverty is not having enough goods
and services at one’s disposal; hence any increase in the goods and ser-
vices available to the poor means they are now less poor, j.e., better-off.
Underlying the second approach is the idea that poverty (at least in the
developed countries) really means falling short of the norms of socicty,
being excluded from normal social intercourse. If a poor person’s income
increases by 1 percent while all other incomes increase by 5 percent, the
poor person has more income but still falls further behind what *‘ordinary”’
people have. Economic growth in which some income trickles down to
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the poor, but in which they continue to fall further and further behind
the mainstream of society is, in the relative conception of poverty, growth
in which their relative poverty, their exclusion? from society, increases.
We can therefore define two rather different versions of the Rawls measure
of economic well-being: :

1. the changes, over time, in the lifetime incomes of those with lowest
lifetime incomes; and

2. the changes, over time, in the ratio of the lifetime incomes of the poor
to the lifetime incomes of ‘‘average”?’ Canadians.

A Compromise Measure
of Social Welfare

The utilitarian and Rawls criteria represent alternative proposals for adding
together the gains and losses of individual members of society into an
aggregate measure of the economic well-being of society. The utilitarian
criterion — the sum of individual utilities — 1s completely unconcerned
with the position of the least well-off, except insofar as their utilities are
reflected in the general total. The Rawls criterion is concerned solely with
the resources of the most disadvantaged, whether expressed in terms of
the lowest money incomes (i.e., absolute poverty) or the relative incomes
of the poor (i.e., relative poverty or income inequality). Both criteria
embody values that deserve our respect, and it is natural to ask for a com-
promise measure of economic well-being.

A compromise measure would weight increases in income that are
received by the poor more heavily than increases in income that are received
by the non-poor, but would still give some weight to the incomes of the
non-poor. Even if the incomes of the least well-off fell, if the increase
in the incomes of the rest of society was large enough, we might conclude
that, on balance, economic well-being had not fallen. This implies that
society is willing to trade off the incomes of the poorest and the average
income of the rest of society. The implicit ethical issue is the rate at which
such trade-offs are made (i.e., the relative weights attached to the incomes
of rich and poor when they are added up to measure economic well-being).

Indeed, even if individuals were choosing a “‘fair’* distribution of income
from behind a veil of ignorance as to their own place in the distribution
of incomes, they might still be willing to trade off the chance of a somewhat
lower income (if they turned out to be the least well-off member of society)
against the chance of a somewhat higher income (if they turned out to
be an ‘‘average” member of society). Only if we assume that a reasonable
person would not make any such trade-off does justice-as-fairness imply
the criterion of concentrating solely on maximizing the resources of the
least well-off. If we assume that reasonable people would be willing to
trade off the minimum living standard they might expect if unfortunate
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against the chance of a higher income if they were fortunate, then justice-
as-fairness would also imply the ‘‘compromise’” measure of economic
well-being.28

We are, however, left to our own value judgments about the crucial
issue of how much more attention a measure of economic well-being should
pay to the economic progress of the poor than to the advances of the rich.
Economists can assist in the discussion by doing ‘‘sensitivity analysis’” —
showing how particular measures of economic well-being are affected by
the application of somewhat different weights to the economic gains and
losses suffered by different economic groups. However, the degree of atten-
tion we pay to the problems of the poor is essentially an issue of moral
values.

Summary

Since some people win and some lose as economic events unfold, assessing
whether the economic well-being of “‘society’’ has increased or not requires
us to weigh the gains of the winners against the losses of the losers. There
is an unavoidable ethical issue involved in saying whose gains and losses
should be counted as ‘“‘more important’> — the measure of economic well-
being we adopt should be consistent with an ethics which we can defend.

Utilitarians argue that economic well-being increases if the fofal utility
of the members of society increases. We cannot use total income as a proxy
measure for total utility since we cannot know if the increased pleasures
of income gainers are, in fact, greater than the pains of income losers.
In addition, concentrating solely on the tota/ of utilities implicitly says
that the fairness of the distribution of utilities is not important.

If we didn’t know whether we, personally, would have to live on the
incomes that poor people receive, we might well be more concerned with
how low those incomes were. The Rawls conception of justice-as-fairness
argues that a just society will maximize the resources available to its least
well-off members. One measure of economic well-being is, therefore,
simply to examine the lifetime incomes of the poor. If poverty is an abso-
lute concept, economic well-being increases if and only if the incomes of
the poorest increase. If poverty is better perceived as relative deprivation
or exclusion from the mainstream of society, then economic well-being
increases if and only if the incomes of the poorest rise relative to those
of ‘‘average’” Canadians.

A “‘compromise’’ between the utilitarian and Rawlsian ethical emphases
1s to assign greater, but not exclusive, weight to changes in the incomes
of the poor than to changes in the incomes of the better-off. One cannot
avoid choosing some set of weights to assign to the income gains and losses
of the poor versus the income gains and losses of the rich, but the crucial
issue is the degree of emphasis one gives to the former relative to the latter.
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Consumption over an
Individual’s Lifetime
Variability in Incomes
and Individual Insecurity

Individuals differ in their total lifetime consumption and also consume
different amounts in different years of their lives. Since income flows can
vary considerably from one year to the next, and capital markets are far
from perfect, consumption is often constrained by income. Hence a
dollar’s worth of consumption may well yield a different amount of utility
in one year than in another. As a result, adding up the utility of consump-
tion in different years to arrive at a measure of the lifetime welfare of
an individual is not straightforward. It is reasonable to suppose that
people’s preferences for different goods change fairly slowly over time
and that life-cycle changes, such as the number and age of children, are
also fairly predictable. Income flows do not, however, generally match
up with consumption plans, since income flows depend upon rates of job
promotion, the likelihood of unemployment, the availability of overtime
work, etc. and these can be highly variable.?

Variability in income flows would not be a problem if people did not
mind a feast or famine lifestyle and derived the same pleasure from an
additional dollar’s consumption, regardless of the year in which it was
received. Alternatively, if “‘perfect” capital markets were available, an
individual could spread consumption evenly over a lifetime by borrowing
or dissaving in years of low income and by saving or repaying loans in
years of high income. In this case, the (steady) flow of consumption would
effectively be divorced from the (variable) flow of income, and we could
estimate the value of a stream of consumption by calculating its expected
present discounted value over a lifetime. If capital markets were perfect,
individuals would be able to predict their future incomes and to finance
the same program of consumption from a variable or from a steady stream
of income, as long as the present discounted values of each were the same.
Income variability and uncertainty, or what is commonly called ‘‘economic
insecurity,”’” would then have no economic cost to individuals.

However, the assumption of perfect capital markets is rather strong.
It requires that the rate of interest paid when borrowing be equal to the
rate of interest received when lending; otherwise, people could not finance
the same consumption from a variable income as from a steady income.
It assumes that future inflation is fully anticipated and reflected in nominal
interest rates. It also assumes away the problem of bad debts, even though
a cynic would say that the way to maximize your lifetime consumption
is to maximize the debts you have at death. In real capital markets, lenders
must always assess the credibility of a borrower’s pledge to repay. This
credibility is enhanced if a borrower has substantial assets to use as security
for a loan or if the denial of future credit would be an effective sanction.
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Either way, the implication is that those who have few assets or little reason
to protect their credit rating are less credible borrowers. Personal loans
against the expectation of future labour income are only as good as a per-
son’s ability and willingness to repay, which implies those who are judged
more likely to become ill or unemployed3® will face greater difficulties in
borrowing.

Private capital markets are, therefore, likely to be especially imperfect
for the poor, the old, the sick and the frequently unemployed. Private
insurance markets, too, are often infeasible. At any given level of
premiums, taking out insurance may pay only for those individuals who
know themselves to be high-risk cases. Insurance companies that insure
only risks whose expected value of claims exceed the premiums paid will
go bankrupt. The recent failure of a Canadian scheme of private insurance
against job loss is a case in point. At the high premiums the company
had to charge, only individuals who had a very high chance of losing their
jobs found it worthwhile to purchase insurance. The company incurred
huge losses and soon withdrew from the market.

Social Insurance and the
Risk Exposure of Canadians

To some extent, these imperfections of capital and insurance markets are
balanced by social insurance programs, such as Canada Pension Plan,
medicare and unemployment insurance, in which people even out their
real consumption over their lifetimes by paying contributions and taxes
while young, healthy and employed and drawing benefits when old, sick
or unemployed. Social insurance program designers are generally careful
to ensure, however, that the evening-out of levels of consumption is less
than complete, in order to maintain an incentive to paid employment —
a concern that has been particularly evident in the ongoing debate on
unemployment insurance.3!

However, in that debate the plain meaning of the phrase ‘‘decrease the
disincentives to paid employment’ is to ‘‘increase the costs of being
unemployed,” which necessarily increases the economic insecurity of those
workers who might become unemployed. In normal times, most Cana-
dians are unaffected by such insecurities since unemployment is concen-
trated in particular segments of the population; even in a high unemploy-
ment area such as the Maritimes over a third of employees had, in 1981,
never been unemployed in their lives.32 Economic insecurity is, however,
of widespread concern when unemployment rates rise.

In terms of aggregate output and total hours worked, an increase from
7 percent to 13 percent in the unemployment rate represents a decrease
of roughly 6 percent in paid labour hours, or approximately the same
decrease as would occur if everyone left work a couple of hours early on
Friday afternoon. But we know that the welfare implications of the two
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events are not at all the same, since the psychological, social and finan-
cial costs of unemployment can be severe. Ordinarily such costs are felt
by only a few, but a large increase in unemployment creates anxieties about
whose job will be the next to be lost. The incompleteness of social security
programs and the imperfection of capital markets mean that income
variability has a cost to individuals, or, to put it another way, that “‘secu-
rity’” is something individuals typically value. _

We can also get some idea of the value people place on security by
examining attitudes to inflation, since one of the major costs of changes
in the rate of inflation is the uncertainty it creates about the real value
of incomes and assets.3? In the United States, the rate of inflation of con-
sumer prices accelerated from 5.8 percent in 1976 to 13.5 percent in 1980
but, as noted earlier, the American people seem to have considered
themselves worse off in 1980 than in 1976, despite the 7.6 percent increase
in real per capita disposable incomes.

Summary

Since individuals, in general, prefer to avoid risk, the more uncertainty
and variability there is in individual incomes, the less will be the total
welfare created by a given level of national income. Imperfect capital
markets and incomplete social insurance programmes mean that indi-
viduals’ consumption plans are constrained, to some degree, by their
income at any point in time. ‘‘Security’” of real income flows is something
people value. Estimates of economic welfare such as the present value of
consumption should therefore be adjusted to reflect the insecurity and
uncertainty of income flows.

Policy proposals which increase the risk exposure of Canadians (for
example, the curtailment of coverage under public medical insurance) pro-
mise a benefit, greater economic efficiency, and carry a cost, greater insecu-
rity. One’s evaluation of such proposals depends on both the credibility
of the promise of greater efficiency and the relative value one places on
the costs in economic insecurity that it entails.

Measures of Consumption and Bequest
The Valuation of Current Consumption

Even if we agree that accumulation and consumption are both part of
economic well-being, and that measures of consumption flows should be
adjusted to reflect economic insecurity and inequality, the question remains
of how best to measure consumption and accumulation. To say that
national income statistics like the Gross National Product do not fully
reflect changes in economic well-being is not really a criticism; it has never
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been claimed that they measure all of economic well-being, just that they
measure a very important component of economic well-being that is
amenable to influence by economic policy. Indeed, when national income
accounting was becoming established in the 1930s and 1940s, the major
economic problems of the time were the underutilization of capacity dur-
ing the Depression and the expansion of productive capacity during the
war. In this context, focussing attention on production for the market
was arguably to focus on the most important part of economic well-being.

With a few exceptions (such as the imputation of a value for ‘‘rent”’
of owner-occupied housing) national income accountants stop ‘‘at the door
of the household’’ and attempt to record the final value of production
absorbed, and income generated, by market transactions. Since such a
large fraction of economic activity passes through markets, statistics such
as GNp will always be needed, but it is worth noting that the National
Income Accounts do not capture all market transactions. In principle, the
National Income Accounts should include the retail value of sales of mari-
juana as well as the retail value of alcohol sales and they should count
the value of services rendered by moonlighting electricians as well as the
reported activities of construction firms. The informal economy of illegal
goods and unreported (and untaxed) transactions3 is not counted in our
measures of GNP growth, and estimates of its size are highly uncertain.?’

However, consumption flows as recorded in national income account-
ing and consumption flows as we would want to record them for a measure
of economic well-being differ in more important, conceptual ways. Leisure,
for example, is clearly a part of our economic well-being. If the standard
work week increased from 40 hours to 60, the Gross National Product
would increase but Canadians would undoubtedly feel worse off. National
Income Accounts do not pay any attention to time not spent in paid
employment; this implicitly places a zero value on both leisure and
““household production,’” or production that does not pass through the
market, If 1 do volunteer work, help my brother paint his garage or mind
my own children, the activity escapes notice by national income statisti-
cians, but if [ were to charge for my labour it would count as an addition
to national income.

If hours of leisure or the value of household production were constant
over time, their omission would not affect the measurement of trends in
economic well-being. However, such trends as the increased participation
by married women in the paid labour force have both benefits to families
(greater money incomes) and costs (less time for productive household
activities such as child care). National income, as currently measured,
counts the benefits but ignores the costs and, for this reason, would tend
to overstate improvements in economic well-being. On the other hand,
increases in the number of paid holidays and decreases in standard hours
of work represent increases in economic well-being that are not counted
in national income per capita.
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There are arguments as to the best method of placing a value on
household production (e.g., does meal preparation have a value equal to
the cost of purchasing meals or the wage the cook could earn in the labour
market?) As a consequence, estimates of its total value range from 31.6
percent to 59.5 percent of money GNP in the United States and Canada.3®
One early estimate of the total value of leisure in the United States was
that it was about equal to the total value of money GNP, or about twice
the value of the consumption of marketed goods and services.?” Using
a different methodology, Usher argued recently that over the period
1926-74 real consumption per capita in Canada of marketed goods and
services grew at a compound rate of 2.49 percent, but imputing a value
for increased leisure raises the rate of growth of per capita consumption
to 3.37 percent.*®

The concept of consumption as used in national income accounting is
that of the final absorptive use of economic resources. This concept makes
a great deal of sense for purposes such as modelling the behaviour of the
market sector and keeping track of the flows and uses of productive
resources, but it is not necessarily the case that people derive utility from
a final absorptive use of resources. The expenses individuals incur in com-
muting to work are, for example, counted as part of the consumption of
houscholds, but it is arguable that they are “‘intermediate inputs’’ — expen-
ditures that, like the heating and lighting of offices, have to be incurred
in order for labour to work productively. A more serious issue arises in
the treatment of government consumption of goods and services. Some
collective expenditures (e.g., public concerts) are for goods that produce
pleasure, while others (e.g., defence) are not. Indeed, if anything, guns
and missiles are ‘‘bads’ rather than ‘‘goods,”” which governments pur-
chase in the hope of avoiding something worse. In this sense defence expen-
ditures are also an ‘‘intermediate input,”” and it is illusory to think we
are ‘‘consuming more”’ (in the sense of increasing well-being) as defence
expenditures rise. Presumably the benefit of defence is ‘‘national secu-
rity,”” and its costs are the resources it consumes plus the chance of nuclear
catastrophe. Increased expenditures may not mean that we get more
national security, just that national security is more expensive.

Regrettable necessities come in all shapes and sizes, and just how to
treat them remains a controversial issue in the literature.’® Under current
conventions, the consumption by governments of more police services in
response to higher crime rates is considered just as much ‘‘consumption’’
as holidays in the Bahamas. But if increased consumption over time takes
the form of police services rather than holidays, it is unlikely that people
will feel better off.

Nevertheless, the welfare of individuals clearly does increase if they can
enjoy consumption over more years as well as if they enjoy more con-
sumption per year. Increased life expectancy has accompanied economic
development throughout the world, but placing a value on these extra years
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of life as part of a measure of economic well-being obviously raises dif-
ficult issues. Since 1931 life expectancy at birth in Canada has increased
by about 10 years for men and 14 years for women. Making several specific
assumptions about the utility individuals get from consumption and from
a lower risk of mortality, Usher (1980) argued that this was equivalent
to an additional increase in per capita consumption of 0.5 percent per
annum.

Part of the decline in mortality doubtless came about because of the
eradication of communicable diseases such as smallpox and tuberculosis,
but public health expenditures illustrate the problems that can arise if we
rely solely on market prices as a valuation of social benefit. The private
benefits to me of vaccination against a communicable disease are less than
the social benefits vaccination produces; not only do I gain immunity,
I also lessen the chances that I will transmit the disease to someone else.
If enough people are vaccinated, the disease will die out, which is a benefit
to everybody. We cannot value the benefits of vaccination as the expen-
ditures private individuals would be willing to make, because there is a
temptation for each of us to let others pay the necessary costs and to benefit
from their expenditures. Where social benefits diverge from private
benefits, or where a benefit available to anyone is effectively available
to everyone, uncoordinated private purchases will fall short of the socially
desirable level. Governments have intervened to provide public goods such
as environmental protection, public parks, crime-free streets, and public
health services, but how do we value the benefits of such expenditures?
In practice, such expenditures (as well as those on defence) are not seen
as public consumption and are valued at the cost of the inputs they use.
This approach is known to be unsatisfactory, but market prices for the
outputs (e.g., clean, safe streets) are unavailable. Moreover, what people
say the outputs are worth to them may be distorted by how likely it is
they think they will have to pay. ‘

Per capita consumption is simply total consumption divided by total
population, but the total utility derived from consumption depends on
how that population is combined into households. Two may not be able
* to live as cheaply as one, but they can save money by moving in together.
Larger households enjoy economies of scale; people can share some costs,
buy in bulk and pay lower rents per person. The rate of household for-
mation is influenced by the age structure of the population (as when baby-
boom children reach adulthood and start new households), by social trends
(such as divorce), and by income levels (e.g., youth or older people who
can afford the privacy of their own dwelling). The long-run trend in
Canada is for smaller households, but in measuring economic well-being
over time we should adjust for this change in household size. To compare
like with like we should examine effective per capita consumption and
deflate the gross consumption of each household by a houschold

68 Osberg

equivalence scale measuring the difference in the effective cost of living
of individuals residing in households of a particular size.*

The imputations and adjustments already mentioned — for the activities
of the informal economy, household production, leisure, longevity, inter-
mediate consumption, and household size — all have their difficulties,
but there has been more success in estimating their magnitude than in
estimating the importance of changing job characteristics for economic
well-being. For each of us, the net benefits of paid employment are the
pleasures we derive from our pay plus the joys (or minus the sorrows)
we get from our jobs. If, for example, the speed of an assembly line is
increased, the workers on that line will be worse off, unless wage rates
rise. In the long term, there is the likelihood that we will “‘spend’” part
of the potential growth in our money incomes on improving the quality
of our work life, i.e., by accepting slightly lower increases in money
incomes in exchange for such improvements as longer coffee breaks or
more comfortable offices. Something of this sort probably does go on,
but attempts to measure the differentials in pay that compensate workers
for different characteristics of jobs have not been very successful.?!
Similarly, changes in the quality of existing consumption goods and the
development of new goods (such as video recorders) produce changes in
utility whose magnitude is rather difficult to estimate.*? It is unlikely that
we will ever be able to claim complete coverage in measuring the economic
well-being that comes from consumption, but we can attempt to be more
comprehensive and to identify the major sources of variation over time.

The Valuation of Net Savings

Similarly, in measuring changes in the bequest this generation will leave
to the next, we can develop more comprehensive, but not complete
measures. As noted earlier, society accumulates stocks of privately owned,
publicly owned and unowned assets for the benefit of future generations.
Currently we count only part of owned assets and none of unowned assets,
because the concept of capital accumulation is restricted to increments
in the tangible capital of enterprises and governments and increases in the
housing stock. This concept of capital has the enormous advantage of
concreteness*? but there is a real question as to whether it is a full indi-
cator of the value of the bequest we leave to future generations.

As individuals, we will bequeath to our heirs a stock of consumer
durables. Indeed, the acquisition of housing and consumer durables is the
main form of saving for the vast majority of Canadian (and American)
households,* but national income accounting adopts the convention that
the purchase of consumer durables by households is consumption, not
investment. It has long been recognized as anomalous to count an auto-
mobile purchased by a car-rental firm as an investment and a similar one

Osberg 69



purchased by a family as consumption, but it is not often recognized how
large the consumer durable sector is, relative to total investment. Over
the decade 1973 to 1982 inclusive, Canadians purchased an annual average
of $13.185 billion (1971 dollars) worth of consumer durables — con-
siderably more than was spent on machinery and equipment by Canadian
industry (an annual average of $9.864 billion) and some 55 percent of total
investment, as normally calculated.

1f there is anything to the popular notions of the information society
and knowledge-intensive goods, presumably it is the idea that instead of
larger machines needing fewer workers, investment now often takes the
form of research and development of new products and processes using
highly skilled labour. If this is the case, an increasing fraction of society’s
stock of productive resources may be produced by research and develop-
ment expenditures or embodied in the skills of the labour force. These
types of investment are not the tangible capital whose accumulation we
record in national income accounting. Clearly the valuation of the stock
of R&D or of human capital poses huge problems. (For example, does
university education produce useful skills or credentials that enable people
to jump ahead in the job queue?) Nevertheless, if one believes in such
ideas as human capital, their inclusion in measures of capital accumula-
tion can make a considerable difference.

A recent U.S. study of the period between 1946 and 1976 argued that
gross private domestic investment (i.e., housing and the tangible capital
of business and government) was only about 20 percent of gross domestic
capital accumulation more broadly conceived to include also the accumula-
tion of consumer durables, training, and R&D. Furthermore, the slowdown
in the rate of investment perceptible from the narrower measure is reversed
if we look at the broader measure of gross domestic capital accumula-
tion, which rose over the period as a fraction of total incomes.*

In addition to tangible structures and machines and intangible skills and
knowledge, Canadians own large stocks of natural resources. The deple-
tion of these resources certainly represents a diminution of the resources
available to our descendants, but the net change in the value of our bequest
depends on what is happening simultaneously to resource prices. If resource
prices are rising on international markets, Canadjan stocks of natural
resources could be traded for more of the goods of the rest of the world.
Over the 1970s, Canadian both consumed large guantities of oil and
benefitted from large capital gains in the value of the oil left in the
ground.* We do not now compute the net increment in the value of
natural resource stocks but the information required to do so — resource
prices, resource stocks and estimated extraction costs — is potentially
available.

By contrast, the information needed to compute the value of unowned
resources such as clean air is very difficult to obtain. Since these goods
are unowned, we do not observe direct market exchanges where people
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express the value they place on these goods. We can draw indirect infer-
ences, for example, by comparing the prices of similar houses in areas
with and without air pollution; but these estimates are subject to some
uncertainty and rely on the adequacy with which they control for other
variables that could produce the same effect. To the extent that society
constrains itself to zero change in specific aspects of the environment (i.e.,
a preserved national heritage), the problem of estimating the net value
of changes in environmental conditions is simplified. But even if the bottom
line on the environmental account is always imprecise, it would be
misleading to refuse to consider environmental changes and thereby impli-
citly assume that the costs and benefits of environmental change are always
Zero.

Positional Goods: Keeping Up
with the Joneses

In considering the consumption and bequest of goods, we have, up to this
point, implicitly accepted the proposition that the more goods people con-
sume, the more utility they will have. However, if the goods we consume
are ‘‘positional,”” that is, they serve mainly to rank us in society, then
total welfare may not increase as average incomes increase. Rising incomes
may enable us, for example, to purchase more powerful cars and motor-
cycles, but if the major reason people want more horsepower is to enable
them to leave everyone else behind when the traffic lights turn green, then
increased total expenditure will not produce increased total utility. In 1984
motorcycles were available, for about $6,000, that could accelerate from
rest to 120 miles per hour in 11.3 seconds, with top speeds of over 145
miles per hour. But the only real point in having such a machine is to
be “‘king of the road’” — a desire that several hundred dollars and 55
horsepower could satisfy with total adequacy in the 1960s, but an ambi-
tion that now needs several thousand dollars and 120 horsepower to fulfill.
Moreover, it is certain that even more powerful and sophisticated machines
will be on the market in a few years. Only one will ever be the fastest;
has total utility increased as expenditure has risen?

The competitive aspects of consumption can be much more conveniently
quantified for automobiles and motorcycles (e.g., in 0-to-60-mph times)
than for good wines, attractive clothes or fine works of art. Even so, we
cannot really doubt that part of the reason why people want these things
s 1o rise a bit above the common herd, wherever that might be. The im-
plication, for which there is some empirical evidence,*’ is that individual
happiness depends on one’s economic position relative to the rest of
§0ciety, and that total happiness does not increase as the average of all
mcomes rises.*s
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Summary

In measuring the effective consumption flows of the current generation
one would like to adjust consumption flows for changes in household size,
adding together: (1) the recorded consumption of marketed goods and
services; (2) unrecorded consumption of marketed output; (3) the value
of non-marketed or ‘‘household” production; (4) the value of leisure;
(5) the collective consumption of public goods; and (6) the benefits of
increased longevity of life. From this total one should subtract increases
in the costs of commodities that are ‘““‘means’’ rather than ‘‘ends’’ (e.g.,
the cost of commuting to work).

The current generation accumulates capital for the benefit of future
generations only partly in the form of housing stock and the tangible equip-
ment and structures of business and government. Households also acquire
consumer durables and training; firms and governments acquire knowledge
of new processes through research and development. A comprehensive
statement of net accumulation should include these forms of saving as
well as net changes on natural resource account (additions to proven
reserves minus depletions plus capital gains or minus capital losses) and
some estimate of environmental degradation.

If the consumption of goods in advanced economies is primarily a way
of ranking people and if people care mainly about their rank in society,
(whether they can ‘“‘keep up with the Joneses’’), then increases in the
general level of incomes will not change rankings and will not increase
happiness. To the extent that goods are ‘‘positional,”” increases in their
production and consumption will overstate the rate of growth of economic
well-being.

An Index of Well-Being?
A Single Index of Well-Being?

In the first three sections of this paper I argued that the economic well-
being generated by a given total of consumption will be less (a) if it is
obtained at the cost of the impoverishment of future generations; (b) if
the poverty of low-income groups and the degree of economic inequality
increases; and (¢) if individual year-to-year income flows become more
unstable or insecure.*” In the fourth section we discussed the problems
of measuring consumption and accumulation. The issue that remains is
how to summarize information on economic well-being for the purposes
of policy debate.

One possibility is to look for a single, unambiguous indicator of
economic well-being but, as Adler has argued, ‘“There is an almost
unanimous agreement among social indicator workers that it is neither
practical nor theoretically desirable nor analytically sensible to have one
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overall measure of welfare’” (1982, p. 128). Any single measure of
economic well-being would have to add up the various components of
economic well-being as, approximately speaking, a weighted average of
its components. For example, if a;, a,, a;, and a4 are the weights we
assign to each component, we could calculate:

Economic well-being index = a, (effective per capita consumption
flows)
+ a, (net accumulation for future
generations)
+ aj (poverty + inequality of current
generation)
+ a4 (insecurity of income flows)

Any single number that purports to indicate trends in economic well-
being will not only have implicit in it a series of indices of consumption,
accumulation, inequality and insecurity but will also implicitly assign
weights to each. For example, the use of per capita national income as
an indicator of economic well-being implicitly sets the weights a; and a4
(on poverty-inequality and insecurity, respectively) equal to zero. Per capita
national income is a measure that is unaffected by trends in poverty or
inequality or by changes in individual income variability. In addition, as
already noted, the national income concept most widely used today cap-
tures only part of our flows of consumption and only some of the changes
in the stock of productive resources.

Per capita national income has, however, the considerable virtue of
apparent simplicity. Although difficult choices of measurement may be
submerged and the ethical issues surrounding bequest and inequality valua-
tion ignored, the average national income is a number that is often used
in policy debates. It corresponds in a rough sort of way to the money
income of households and can be understood on an intuitive level, and
therefore debated, by many people — an enormous advantage in a demo-
cratic society. Public debate might well be improved if we could consider
explicitly some of the aspects of economic well-being that are obscured
by average national income or if we could consider separately each aspect
of well-being and assign it the weight each of us considers appropriate,
but public debate will not be assisted by an incomprehensible deluge of
esoteric statistics.%

The Dimensions of Well-Being

There are, however, four main dimensions or indices of economic well-
being: the aggregate flow of effective consumption; net additions to the
stock of productive resources; poverty/inequality of lifetime income; and
economic insecurity in year-to-year income flows. If there is a choice
between broad policy packages, it is likely that some policy packages will
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produce superior outcomes as measured by one index and inferior out-
comes as measured by other indices. Our choice of package will depend
partly on the relative weights we ascribe to each aspect of economic well-
being. Disagreements on such issues as how to measure poverty or effec-
tive per capita consumption are of a different level of complexity than
disagreements over how much weight should be given to the claims of the
poor as against the growth of average incomes. Since the latter sort of
disagreement is fundamentally ethical in nature, and each voter has some-
what different values, perhaps the best approach is to present essential
information clearly and allow the political process to choose.

The public debate about whether a particular policy package would make
society better off would be assisted by a clear statement of its implica-
tions for the following dimensions of well-being.s!

1. The level of effective per capita consumption. Because estimates of con-
sumption of marketed and unmarketed goods and services embody dif-
ferent sorts of uncertainties, this could be usefully divided into:

(a) effective per capita consumption of marketed goods and services;

and

(b) effective per capita consumption of household production, leisure

and other unmarketed goods and services.
2. Net societal accumulation of productive resources over the policy period.
Again, this will be a sum of estimates of varying certainty:

(a) net accumulation of tangible capital, housing stocks and consumer

durables;

(b) net accumulation of training and R&D investment;

(c) net changes in the value of natural resource stocks;

(d) environmental costs; and

(e) net foreign debt.

3. Poverty and economic inequality, the most generally comprehensible
summary statistics for which are:

(a) the shares of the poorest 20 percent, richest 20 percent and middle

income quintiles in the lifetime incomes of their cohorts;

(b) the fraction of the population having an average annual income

below a poverty line of one-half the median income;5? and

(¢) the average amount of income it would take to raise all poor

households to a poverty-line income.
4. The security of individual year-to-year income flows, of which possible
indicators are:

(a) the level and rate of increase of unemployment;

(b) the percentage of the labour force that can expect large (20 percent

plus) variations in annual real earnings; and

(c) the change in annual inflation rates.
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The Undesirability of Anonymity

In addition to these indices, the incidence of policy impacts is also impor-
tant. Economists often propose that it should not be and argue for the
anonymity of outcomes as part of their methodology of policy evalua-
tion. ‘Fhey do so on the grounds that if we are willing to propose a policy
that gives benefits to 95 percent of the population at the cost of imposing
Inssc: on the remaining 5 percent of the population, then we should be
prepared to defend that policy regardless of whp .the winners and lc')s.ers
at any particular income level happen to be. This is a principled position
to tal;c, but in practice it makes a considerable difference whether the 5
percent who lose from a particular policy all share a characteristic that,
on some other grounds, has a claim on our sympathy. If we look only
at the average incomes of the people who might lose under a particular
economic policy, we will not be able to tell whether the losers are drawn
from across Canada, whether they all reside in Newfoundland or whether
they are all paraplegics. Would we in fact be as comfortable with a policy
that reduced the incomes of Newfoundlanders as with one that penalized
paraplegics?

In fact, the ‘‘social welfare function’” of Canada is a complex thing,
one that is affected by many variables. An index of economic well-being
— even one that takes consumption, accumulation, inequality and insecu-
rity into account — is inevitably a simplification. To ensure that this
simplification has not led us astray, policy makers want to know both
the aggregate effects of policy changes and the incidence of those effects
within the population. In examining the incidence, as well as the aggregate
effects, of policies they want to check that a policy, even one that increases
economic well-being as defined above, does not also impinge on some other
value society holds dear. For this reason we often see, in policy documents
such as the annual budget, calculations that indicate the impact of policy
changes on ‘‘ideal types’’ of households, for example, a middle-income
Ontario family with father employed full-time, mother employed part time,
and two children aged 9 and 6. The problem is that the number of ideal
types increases rapidly as soon as factors such as province of residence,
number of children, and salary levels are considered. In addition, the dif-
ficult cases in policy analysis are not usually the average household but
the non-average — very large households, single-parent families, disabled
heads of households, and so on.

This suggests that we should put the question a little differently and
ask which households do best and worst out of a particular policy or set
of policies. We may, for example, predict that a policy of continental free
trade will raise average incomes by x percent, but we know that within
this average of all outcomes there is a considerable range, with some
households gaining far more and some actually losing. Given this, we might
well ask, ““What are the characteristics, and the gains and losses, of the

Osberg 75



10 percent who do best and the 10 percent who do worst under this
policy?”’.°3 It may turn out that the losers share a characteristic (e.g.,
sex), which means that redistribution between groups offends our collec-
tive conscience. In that case we may wish to reconsider a policy or develop
some sort of compensation. Economic policies have aggregate effects only
because they affect specific individuals. To defend a policy we must
therefore be prepared to justify both the aggregate distribution of gains
and losses and the particular incidence of those gains and losses.

Summary

The economic well-being generated by a given total of consumption will
be less: (a) if it is obtained at the cost of the impoverishment of future
generations; (b) the greater is the poverty of low-income groups and the
degree of economic inequality; and (c) the more unstable or insecure are
individuals’ year-to-year income flows. Any single measure of economic
well-being has, in some way, to assign a weight to the various components
of economic well-being. For example, if a,, a,, a;, and a4 are the weights
we attached to each component, we could calculate:

Economic well-being index = a, (effective per capita consumption

flows)

+ a, {net accumulation for future
generations)

+ ay (poverty + inequality of current
generation)

+ a4 (insecurity of income flows)

The use of per capita national income as an indicator of economic well-
being implicitly sets the weights a; and a4 equal to zero, since per capita
income is unaffected by trends in poverty or inequality or by changes in
individual income variability. Moreover, the national income concept in
most widespread use today captures only part of our flows of consump-
tion and only some of the changes in the stock of productive resources.

Since different people assign different degrees of importance to the
various components of economic weli-being, no single measure of the
whole will satisfy everyone. Discussion of economic policy would, however,
be assisted if the implications of policy for each dimension of economic
well-being were clearly stated, i.e., for:

1. The level of effective per capita consumption:

(a) effective per capita consumption of marketed goods and services;

and

(b) effective per capita consumption of household production, leisure

and other unmarketed goods and services.
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2. Net societal accumulation of productive resources over the policy
period:

(a) net accumulation of tangible capital, housing stocks and consumer

durables;

(b) net accumulation of training and R&D investment;

(c) net changes in the value of natural resource stocks;

(d) environmental costs; and

(e) net change in level of foreign indebtedness.

3. Poverty and economic inequality, the most generally comprehensible
summary statistics for which are:

(a) the shares of the poorest 20 percent, richest 20 percent and middle

income quintiles in the lifetime incomes of their cohorts;

(b) the fraction of the population having an average annual income

below a “‘poverty line’” of one-half the median income; and

(c) the average amount of income it would take to raise all poor

households to a poverty-line income.
4. Indicators of the security of individual year-to-year income flows:

(a) the level and rate of increase of unemployment;

(b) the fraction of the labour force that can expect large (20 percent +)

variations in annual real earnings; and

(c) the change in annual inflation rates.

Aggregate statistics, such as average consumption or overall inequality,
cannot, however, tell us w#o it is that is gaining or losing as economic
events unfold. Where equity between groups is considered important (e.g.,
males and females) the incidence of gains and losses on fypes of individuals
can become an important ingredient in policy. Incidence analysis, the iden-
tification of the types of individuals who gain and lose the most from policy
proposals, is therefore a crucial supplement to aggregate indices of
economic well-being,

Notes

1. ;n current dollars, disposable personal income per capita in the United States was $5,477
In 1976 and $8,012 in 1980 (in constant 1972 dollars, $4,158 in 1976 and $4,472 in 1980).
Househgld holdings of consumer durables increased from a stock of $488 billion 1972
dollars? in 1975 to $611 billion in 1980, while the value of residential property went from
$939 blll{on in 1975 to $1,066 billion in 1980 (again, in constant 1972 dollars). Total
reproducible tangible wealth increased from $3,220 billion to $3,705 billion. In short,
average real incomes and average real wealth ( as well as the most widely held forms
of wealth) rose over the period 1976 to 1980.

The median income of families fell, however, from $23,898 (1976) to $23,204 (1980),
bolh_ measured in 1981 dollars. The average of @// incomes and the median incomes of
f_anu/zq can move in different directions when family composition and/or the distribu-
uon of incomes changes (see the second section of the paper). Furthermore, among family
types, only married couple families with two earners had higher median real incomes
in 1989 thqn In 1975 — and this increase in money incomes is a misleading indicator
of welfare if it is achieved at the cost of decreases in home-based activities (see the sec-
tion on measures of consumption and bequest).
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In constant dollars, average hourly carnings rose by 2.2 percent between 1976 and
1978 and fell by 7.7 percent from 1978 to 1980. (Family incomes fell by considerably
less, over the period 1976 to 1980, as the labour force participation rate of married women
rose from 45.1 percent to SO percent). Hence, a family that derived its income entirely
from the labour market and could maintain money income only by supplying more hours
1o that market might quite reasonably feel less well-off in 1980 than in 1976. See Statistical
Abstract of the United States 1982-83 (U.S. Department of Commerce, 1982), Tables
639, 694, 714, 741, and 717.

. There are two implicit assumptions here: (1) we are considering only Canadian society,
and (2) we are taking population size as determined independently. To consider the
measurement of the economic well-being of humanity or the losses in potential welfare
of those who will be excluded from Canadian society, by immigration policy or birth
control, would require a great deal more space.

. The optimal amount of saving in any year can be defined as the amount of saving that
produces an allocation of resources over time that is both efficient and equitable. By
an efficient allocation of resources over time I mean an allocation of resources such
that no generation’s consumption can be increased without a decrease in the consump-
tion of some other generation. By an equitable allocation of resources I mean a “‘just™
division of available consumption between generations.

. Capital markets provide signals, via the interest rate, that enable individuals to choose
between present income and future income. However, the real income people expect
to get in future periods will depend on the prices at which they expect to sell the assets
they possess and the prices at which they expect to buy the goods they will purchase.
When forward markets exist (e.g., 90-day futures on frozen orange juice), buying and
selling by commodity traders ensure that the plans of economic agents are mutually con-
sistent. All agents then have the same expections about prices 90 days from now and,
if the market process converges smoothly to equilibrium values, supply and demand
can be expected to balance. However, if forward markets do not exist we have no way
of knowing whether agents’ plans for the future purchase and sale of particular com-
modities are mutually consistent.

To be specific, people who purchased cars or built oil-fired electricity-generating plants
in 1970 when oil was $4 a barrel knew that they would be buying petroleum products
for some years to come. Had there been a comprehensive set of forward markets, they
could have bought oil in 1970 for delivery in 1973, 1974, 1975, 1976 and later years.
The price of oil for future delivery would have been both a guide to oil buyers — in
deciding, for example, whether to buy coal-fired or oil-fired generating stations — and
a signal to oil producers as to whether they should retain oil in the ground or explore
for more now, in order to supply future markets. As we know, such signals were not
available, and decisions were made that were later regretted {¢.g., Ontario Hydro built
the Lennox oil-fired generating station for several hundred million dollars, but never
used it). It is arguable that such inefficiencies in investment and consumption would
not arise if market agents could know now what the future prices of commodities will be.

. Dasgupta and Heal (1979) demonstrate that a sequence economy, even with rational
expectations, is in general intertemporally inefficient, because a series of momentary
equilibria with myopic expectations, which expectations are fulfilled in the subsequent
period, have indeterminate long-run behaviour under competitive conditions. Depend-
ing on arbitrary initial conditions, the time path of resource extraction in a competitive
economy depends in part on anticipated capital gains to resource ownership (which
depends in turn on the arbitrary level of initial prices) and may well be inefficient. As
they put it, “‘the claim that a decentralized competitive environment will ensure an effi-
cient utilization of natural resources is a very tenuous one’” (1979, p. 242).

. Whether the preferences of the current generation are all that ought to count in deter-
mining the equity of intergenerational distribution is, of course, a much more complex
issue. In this paper we do not consider it explicitly, subsuming the issue in the value
of this generation’s bequest. It is clear that private decisions might generate an intergenera-
tionally equitable allocation of resources. Indeed, Meade (1966) showed that there exists
what he called a ““fluke case’” in which the savings of parents who save only for their
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own life cycle consumption, leaving no bequest to their children, produces Ramsey-
optimal capital accumulation over time. Even his “‘representative individual’’® model
with perfect parental altruism produces, however, many possible intergenerationally sub-
optimal capital accumulation paths. Such single-agent models assume away the prob-
lem of coordinating the current generation’s savings decisions to produce the total capital
stock of the next generation, but they still present considerable theoretical difficulties
(see Ray and Bernheim, 1983). Decentralized private decision making in general will
produce a savings rate that is neither efficient nor equitable between generations; only
under very special conditions can we say that there will be an optimal savings rate.

. Nordhaus and Yohe (1983) note, for example, that forecasts of increasing atmospheric

levels of carbon dioxide depend on the interaction of 10 key parameters and present
simulations of a thousand possible interactions of these parameters. They conclude that
in the median case atmospheric levels of CO, will double by the year 2065, with 5 per-
cent of simulations forecasting a doubling before 2035 and 5 percent forecasting a
doubling after 2100. Whenever it occurs such an increase will have dramatic ““greenhouse”
effects on world climate, but most of the readers of this paper will be dead by 2035.
All the same, it is this generation that will have to take costly decisions if this gradual
process is to be slowed down.

. At a rate of interest of 10 percent, I am indifferent between receiving $100 today or

$110 one year from now, because I could invest $100 received today and, at 10 percent,
wait until it accumulates to $110 in a year. Hence we say that the discounted present
value of $110 in a year’s time is $100, if the interest rate is 10 percent. More generally,
the discounted present value of a payment P, if r is the rate of interest and ¢ is the
number of years one has to wait for the payment, is equal to P,/(1+r)'.

. Pearce (1983, Chapter 4) has a basic discussion of the issues involved in “‘social rate

of time preference’” or ‘‘social opportunity cost of capital’’ discounting.

. As an individual, I may evaluate potential consumption at age 60 as worth less than

consumption at age 20 because I know that there is a chance [ may die in the interim.
Analogously, Dasgupta and Heal (1979, Chapter 9) argue for discounting even in the
maxi-min and utilitarian intergenerational social welfare function on the basis that there
is some chance that the human race may cease to exist within the foreseeable future.
This argument for social discounting cannot be right, however, because the reason the
human race may cease to exist is that this generation may blow itself up in a nuclear
war. In their argument, the higher the chance of this occurring, the higher the social
discount rate, but it cannot be reasonable that we should penalize future generations,
via a lower capital stock, (if we do not blow them up) for the chance that we might
have blown them up.

Aside from this, the ethics of systematically discounting the interests of future genera-
li_ons have often been attacked. In classic early statements Ramsey (1928) argued that
discounting arises ‘‘merely from the weakness of the imagination’ and Harrod (1948)
saw it as a “‘polite expression for rapacity.”’ See also Sen (1961) and Solow (1974).

. Small changes in discount rates can have large effects on these sorts of numbers. At

a4 percent discount, the value of a dollar in 150 years’ time is .279 cents. Pearce (1983)
suggests that society should establish a compensation fund to repair any damage caused
in future years by the adoption now of least-cost disposal technology. Part of the prob-
I\em, however, is the vast uncertainty surrounding the future costs of clean-up and the
fact that decisions usually involve future risks rather than certainties. The amount that
should be deposited in the compensation fund is therefore hard to specify, and it is even

]more difficult to ensure that what is, in essence, a generation-skipping trust is in fact
honoured.

- Whether market prices at a point in time can be efficiency prices in an intertemporal

sense when forward markets do not exist is somewhat dubious (see Dasgupta and Heal,
1979, chapter 8).

. The distinction between heritage assets and other capital assets left behind by this genera-

tion is perhaps exemplified by the difference between the Parliament Buildings and any
of the anonymous office towers of downtown Ottawa. Both serve as offices and meeting
p_lac§s, both could last a long while with good maintenance, and both represented substan-
tial investments of labour and materials. Yet Canadians would be indifferent to the
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demolition of an office tower and not indifferent to the demolition of the Parliament
Buildings, which have become a national symbol. National symbols and shared expe-
riences over generations (e.g., canoeing on northern lakes) are a large part of cultural
identity, but how can one put a value on such items?

The assets that conservationists refer to as heritage items generally share two
characteristics: (a) with reasonable care, they could yield utility for many generations
to come, and (b) they cannot be replaced, for all practical purposes, should they be
destroyed. The “‘irreversible decision’” aspect of heritage assets distinguishes them from
other public goods, whose supply can increase or decrease in accordance with the col-
lective decisions of society. Clean air is a public good that was not valued as highly
in the past as it is today, but more stringent regulation can be effective and has, in fact,
succeeded in reducing air pollution in many parts of the world. Even in this case, however,
there is the possibility that some of the effects of air pollution may be irreversible (e.g.,
acid rain, which may alter soil chemistry so substantially as to kill northern forests and
prevent natural regeneration).

The potential for a stream of utility over infinite time distinguishes fish stocks, fertile
farmland and forests (all often claimed by conservationists for our natural heritage)
from ore bodies and other non-renewable resources; Dasgupta and Heal (1979) draw
a similar distinction between renewable and exhaustible resources. I am not sure that
ore can put into economic jargon the concern that farmers often feel that good land
should not be mined into infertility or the feeling of conservationists that one species
should not exterminate another. However, in economic terms, concern over irreplaceabil-
ity can sometimes be traced to the future ‘““option’’ value of being able to enjoy a good,
if one wants to, combined with an uncertainty as to how highly it might be valued by
future generations. It should be emphasized that very few people assign heritage items
a shadow price of infinity; all that is ever claimed is that their shadow price should be
very high, i.e., higher than the price the market currently assigns.

. “Option value’” (‘I could go canoeing if I wanted to”’) can be distinguished from *‘exis-

tence value” (““I’d be sorry if there were no more wilderness, even though I cannot go’’)
although either is difficult to measure empirically. Greenley et al. (1981) present a case
study where gquestionnaire methods were used 10 estimate option value. Option value
and existence value are central to the preservation of other heritage items such as historic
buildings or great works of art, but they are peculiarly important to wilderness, which
ceases to be wilderness if too many people actually visit it.

Porter (1982) discusses the evaluation of the benefits of maintaining wilderness using
cost-benefit analysis and points out that if wilderness benefits are (through increasing
scarcity of wilderness or a positive income elasticity of demand for wilderness) assumed
to grow over time, the nature of the decision process between wilderness and develop-
ment projects changes dramatically. For example, it may be the case that a project should
be implemented either now or never, any delay rendering socially undesirable an other-
wise desirable use of resources.

See, for example, Williams (1983).

In a subsequent section we examine the adequacy of measured money income as an indi-
cator of economic welfare. We do not, however, examine in any depth the philosophic
arguments surrounding the issue of whether societies should be evaluated with reference
solely to the outcomes that individuals within it experience or whether we should evaluate
societies with reference to the processes that generate such outcomes (see Scanlon, 1982).
In judging according to outcomes, in terms of the consequences of economic processes,
we are firmly in step with the economic literature on social welfare functions. Indeed
the very concept of society’s welfare has little meaning from the point of view of con-
tractualist philosophers (e.g., Nozick, 1974). If we argue for a theory of ethics based
solely on individual rights, then society’s welfare is simply the welfare that results from
the exercise of those rights and the maximum welfare of society is the outcome that
occurs when all individuals maximize the individual welfare obtainable from their
legitimately acquired rights.

When we evaluate society’s welfare as a function only of individuals’ levels of utility,
on the presumption that individuals maximize utility, we implicitly assign a zero value
to the alternatives that were open to individuals but not chosen by them. In economic
theory, this idea is known as the assumption of the ‘“‘independence of irrelevant alter-
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natives’”; if I always choose vanilla ice cream over any other flavour, it should not matter
to me whether the choice open to me is between vanilla and chocolate or between vanilla
and strawberry or indeed if there is a central planner who just allocates me vanilla ice
cream. But the availability of alternative choices is a good part of what we mean by
“freedom.’” The processes that can generate certain patterns of economic outcomes vary
considerably in their legitimacy (e.g., many people condemn South Africa because
apartheid violates widely agreed norms of an acceptable social and political system, but
not very many condemn Nigeria, even though both countries have highly unequal distribu-
tions of income and wealth). In this paper we ignore the issues raised by the processes
that generate economic outcomes, on the grounds that these are social and political issues
and we are considering here only economic well-being. This is not to argue that such
issues are unimportant.

The issue we are considering is the measurement of actual economic well-being; poten-
tial transfers that could have been achieved with a given total income are therefore
irrelevant.

. More generally, we can compare utility levels to which we can assign a unique number —

levels that are ““cardinally measurable’” in the jargon.

Note that the conclusion of absolute equality of individual incomes follows only if total
income is fixed. lf greater incentives, in the form of higher individual incomes, enable
faster growth in total national output, then a utilitarian would admit that the existence
of some inequalities in income could be justified. The argument for ‘‘inequality-if-growth”
can, however, easily be inverted into the argument “‘if no growth then no inequality”’
and places the onus on defenders of income inequality to justify each and every income
inequality as being no greater than that required to maximize the present value of total
utility.

See, for example, the work of McKenzie (1983) who advocates the use of the “money
metric” as a measure of welfare losses and gains and demonstrates how it can be derived
from empirically estimated demand functions. However, to estimate welfare gains and
losses for individuals we must know all individuals’ personal demand functions {which
in practice we will never know); or, if we estimate welfare gains and losses on the basis
of estimates of aggregate demand functions, we must be willing to assume that the dis-
tribution of incomes has previously been optimized.

In the terminology of Stigler and Becker (1977), the ability to derive utility from such
stimuli as classical music is labelled ‘‘consumption capital,”” which can be increased by
investing time and resources (as in listening to classical music). If A has greater ‘‘con-
sumption capital’’ than B at time ¢, because of greater past investments in consumption
capital enabled by a greater past income, then the marginal utility of income for A will
exceed (assuming they have comparable utility functions) the marginal utility of income
for B, evenif their incomes are equal. Total utility at ¢ is clearly increased by an income
transfer from B to A. The present value of total utility over time might also be increased
by a transfer from B to A, depending on the differential in marginal utilities of income,
the marginal efficiency of income in the production of consumption capital, and the
social discount rate. But could anyone justify the criterion of maximizing total utility
under these circumstances? Stigler and Becker have in mind, of course, the issue of con-
scious choice of future preferences, or what others call “‘exercising preferences over
preferences,”” whereas Elster (1982) emphasizes the unconscious alteration of preferences
as a result of limitations on the feasible set of alternative choices.

The argument is framed in terms of available resources instead of utility on the basis
that as moral individuals we have some control over our tastes. Or, to put it more clearly,
if everyone else would be happy with $100,000 per year but you would feel miserably
deprived, this is your problem, not anybody else’s.

See Rawls (1971, 1982).

See, for example, the 1983 statement by the Canadian Conference of Catholic Bishops.
Rawls (1982, p. 162) defines a hierarchy of primary goods (basic political and social
liberties, freedom of choice of occupation, the powers and prerogatives of office, income
and wealth, the social bases of self-respect). He argues that the only permissible dif-
ferences among citizens are those arising in the latter three types of goods and that justice-
as-fairness implies the objective of maximizing the entitlement of the least well-off to
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these primary goods. Given these primary goods, a liberal society should enable free
and equal moral persons to pursue their own conception of the good, consistent with
the rights of others. Note that there has been a subtle shift in the notion of a liberal
society, from the utilitarian idea that society should not question or evaluate its member’s
preferences to the idea that all individuals should have the opportunity to pursue their
own goals, as they define them for themselves. The Rawls criterion is therefore framed
not in terms of maximizing the minimum level of utility in society (which cannot be
observed empirically) but in terms of maximizing the minimum level of resources (i.e.,
income, wealth) that individuals have available to satisfy their preferences.

““Exclusion’ is an idea that needs some examples to give it bite. One is the escalating
standard of equipment in organized children’s hockey. Twenty years ago it was suffi-
cient to have skates and a stick, but poor kids who had neither could not play. Today
poor kids may be able to buy a stick and skates, but that is not enough to be allowed
to play; one now needs helmets, face guards and a stack of pads as well.

1 do not mean ‘‘average’’ in its strict mathematical sense, I mean relative to the central
tendency of the income distribution — of which median income is a better indicator.
Note also that when we say that the Rawls measure of economic well-being is concerned
with inequality, this refers not to the inequality of income among all people but only
to inequality between the poorest and the median members of society. The relative con-
ception of poverty concerns only inequality within the bottom tail of the distribution
of lifetime incomes. In this sense a just society may well be one where some people are
billionaires, as long as the process by which they become billionaires generates increases
in the relative lifetime incomes of those with the lowest lifetime incomes.

Billionaires, however, generally have more political influence than the average individual
does. Their children start life with definite advantages, and their day-to-day lives are
rather different from the norm. Many people are concerned about inequalities between
the very rich and the rest of society because they believe that these inequalities of wealth
(1) create inequalities in effective political influence that undermine democracy, (2) are
incompatible with the ideal of equality of opportunity, and (3) are destructive of a sense
of social community. These are important issues, -but they are not considered by the
Rawls criterion.

Given that justice-as-fairness implies a hypothetical choice of risks in order to evaluate
social states, we might conceivably take actual behaviour toward risk as an estimate
of the weights we should attach to the incomes of the poor and the non-poor. Unfor-
tunately, the theory and measurement of attitudes to risk is too poorly developed to
enable this to be done. Not that the issue has been neglected by researchers; Machina
(1983) provides a bibliography of almost 400 references. However, in experimental situa-
tions and in everyday life human beings consistently refuse to behave in the ways predicted
by the axioms of expected utility theory. This makes it impossible to estimate with any
certainty the risk aversion parameter that would be required to define a *‘just’ distribution
of income based on a hypothetical choice from behind a veil of ignorance. Experimen-
tal or econometric evidence cannot therefore guide us in choosing, from the class of
one-dimensional social welfare functions, that weighting of relative incomes with a unique
claim to “‘justice.”” As Atkinson and Bourguignon (1982) emphasize, when we consider
multi-dimensional social welfare functions (e.g., where aggregate social welfare depends
on the extent of inequalities in both life expectancy and income) the information we
require to specify a social welfare function increases very substantially.

The variability in total household earnings is greater than that in individual earnings,
because household members may enter or leave the labour force and because household
composition may change, due to death, divorce, or adult children leaving home. That
fraction of the population that owns appreciable stock portfolios (or who buy or sell
houses) also experience the variability of incomes that comes with exposure to capital
gains and losses.

No Canadian survey has followed a panel of households over years, and government
records on individual incomes over time are not generally available to researchers. We
must therefore rely on U.S. studies such as Lane and Morgan (1975), Lillard and Willis
(1978) and Freeman (1981), or Canadian studies using U.S. data, such as Blewett (1982).
The general message is that most of the variance in earnings that we observe in labour
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markets represents permanent differences between people, but an appreciable portion
(27 percent in Lillard and Willis) is transitory year-to-year variation for particular people.
There is, in addition, the problem of welching, pure and simple. A bank may be able
1o seize assets or garnishee wages but it cannot tax the leisure people enjoy. Unless people
need goods to enjoy leisure with, they might well adopt the strategy of one last, enor-
mous fling (i.e., borrowing to the hilt on the promise of hard work for years to come
but with the intention of enjoying the loan now and leisure later). This strategy is,
presumably, what bank managers are paid to detect and prevent, but as long as it might
be practised by some people, capital markets will remain imperfect.

The literature on the incentive effects of unemployment insurance on labour supply is
by now immense and has often been used to justify cuts in the replacement ratio of
U.L benefiis to insurable earnings as was done, for example, in 1978. See Osberg (1979).
See Osberg (1984). In the country as a whole, Glenday and Jenkins (1981) argued that
about 35 percent of the workforce was subject to risks of recurrent unemployment during
the 1970s. See also Freeman (1981).

See, for example, Okun (1981) or Laidler and Rowe (1980).

Adler (1982) is representative of defenders of traditional GNP accounts. Note that it
is only the production of illegal goods and services (e.g., moonshine, pornography) that
has a claim to be included in GNP. Crime that simply involves the transfer of title to
goods or services in illegal ways (e.g., fraud, armed robbery) has no claim whatever
to inclusion in a measurc of productive activity.

See Feige (1979). Ethier (1985) surveys the literature and reports estimates of the size
of the underground economy that range from 4 percent of GNP to 28 percent of GNP
in the United States in the late 1970s. Estimates of the latter sort are based on assumed
relationships between the volume of underground transactions and the amount of cur-
rency notes in circulation. But this demands the question, ‘“Where is the underground
economy?’” General Motors does not pay its bills in unmarked $100 bills, and neither
does the U.S. government or Sears or Bechtel. No large enterprise can operate on a
cash basis without an accounting system that leaves a paper trail of transactions. If we
eliminate some sectors from participation in the underground economy, such as auto-
motive manufacture, railways, public utilities, the aerospace industry, federal, state and
local governments, as well as parts of other sectors (e.g., large projects in construction,
chain stores and franchise operations in retailing), then for the underground economy
to reach 20 percent or more of GNP as a whole, it must be an entirely implausible frac-
tion of the total recorded activity of the remaining enterprises.

If the underground economy is growing, increases in measured GNP will understate
increases in total economy activity. It is not clear, however, whether a cyclical downturn
in demand will force people from employment in the recorded economy to the unrecorded
economy or whether the demand for unrecorded goods will fall more rapidly than that
for recorded goods in a recession. (For example, one could defer hiring a moonlighting
electrician for home renovations but one would continue to shop for food at the A&P.)
Hence it js unclear whether variations in the size of the unrecorded economy compen-
sate for, or accentuate the severity of, the booms and busts of the measured business cycle.

See Murphy (1982) and Hawrylyshyn (1978).
Nordhaus and Tobin (1973).
Usher (1980, p. 147).

See, for example, the discussion of Juster (1973).

See‘the discussion of Lazear and Michael (1980) or in Beach et al. (1981) who both stress
the importance (in different contexts) of which household equivalence scale is used. Intra-
famnly nequality may be an important aspect of *‘economic well-being’’ but the economic
literature on household consumption assumes that consumption is equally shared within
households — for an alternative point of view see Pahl (1980).

See Smith (1979).

See Usher (1980).

Concreteness can imply measurability only if we ignore the Cambridge problem of imput-
ing present values from an expectation of future returns. I think most economists would
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accept that the measurement of aggregate capital is theoretically indefensible as a predic-
tion of the shares of national income going to wages or profits (see Bliss, 1975, p. 162)
but practically unavoidable as a measure of accumulation (sce Harcourt, 1972).

44. See Wolff (1981), Pearl and Frankel (1981) or Beach et al. (1981).

45. See Eisner et al. (1982).

46. Sece Hazeldine et al. (1984) for simulation models of resource rents and capital gains
in the petroleum sector to the year 2000. Natural resource rents do not accrue entirely
to private owners (due to taxes, royalty payments or actual ownership by government),
so that we cannot takc movements in share prices of resource-owning companies as a
full measure of increments in the net value of resource stocks.

In a study originally prepared for the Gordon Commission, Scott (1959) argued that
an economy that was as dependent as Canada’s on natural resource extraction should
attempt to estimate the value of its natural resource wealth, but that the data to do so
comprehensively were not then available. However, he did compute a rough estimate
of $7 billion as the value of forest reserves in 1951, a sum that was about 90 percent
of the value of Canada’s stock of machinery and equipment at the time.

Reforestation and the discovery of new reserves of mincrals and petroleum are pro-
ductive activities that add to our stock of available resources. Hence, the net depletion
of natural resource stocks is production minus additions to proven reserves.

47. See Easterlin (1973) or Hirsch (1976).

48. If the income elasticity of demand for positional goods is one, there will be no change
in proportionate consumption over time, and positional goods can be neglected as a
category. However, a greater income elasticity of demand for positional goods would
imply that the growth rate of the well-being produced by commodity consumption falls
short of the growth rate of consumption.

49. 1f we could estimate individual risk aversion in a reliable way there would be grounds
for collapsing the twin issues of inequality of lifetime income flows and instability of
year-to-year income flows into the single issue of the inequality of annual money income
within cohorts of workers of similar age. One could argue that the degree of risk aver-
sion individuals might use in calculating the certain income that is equivalent, in utility
terms, to a variable income is the same degree of risk aversion they would use in choosing
income distributions in Rawls’ hypothetical “‘fair’” case. However, if, as | believe, the
econometric and experimental evidence indicates that estimates of risk aversion are to
be treated with extreme caution, then we have no recourse but to treat separately the
issue of insecurity and inequality.

S0. The measurement of economic inequality and its disaggregation into components offers
an example. As Shorrocks (1980) and others have shown, the Theil index is the only
appropriate measure to use to disaggregate economic inequality, but this measure is not
used all that often in empirical work, largely because it is extremely hard to communicate
in anything other than algebraic terminology. On the other hand, the continued appcal
of measures of inequality based on the Gini index is no doubt due largely to their easy
graphical interpretation. The importance of easy interpretation is illustrated by the fate
of two proposed amendments to the Gini index. The Donaldson-Weymark (1980) pro-
posals are technically correct, but they are complex and have received little attention.
The “Paglin-Gini”> (Paglin, 1975) is a technically incorrect method of inequality decom-
position, but it can be presented easily in graphical form and soon became rather popular
(e.g., Armstrong et al., 1977). The moral of the story appears to be that information
will not be used in public debate, whether the debate of the general public or the debate
of the technical specialists, unless it is easily communicable.

51. Aggregate levels of consumption and capital accumulation are the meat and potatoes
of aggregative macroeconomic modelling. With the aid of simplistic demographic projec-
tions of household size and composition, we can also calculate effective per capita con-
sumption, inctuding levels of houschold production. However, projections of income
distribution by household characteristic and of ycar-to-year variability in income flows
really require a micro-simulation model of houschold behaviour; onc example is Orcutt
et al. (1976). Incidence analysis also requires some sort of micro-analytic modelling.

52. Any poverty line is to some cxtent arbitrary; in the real world there is a gradual transi-
tion in the extent of economic deprivation as income levels fall. The ‘““near-poor’ or
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‘“poor’” are categories we impose on the data in an attempt to approximate that level
of deprivation that is unacceptably great by current social norms as to a minimally decent
standard of life. The dividing lines between these categories are always somewhat arbi-
trary, but one-half the median is pretty close to the income levels established as minimum
subsistence budgets in the United States over the period 1905 to 1963. See Osberg (1984b,
pp. 61-72).

53. This idea is developed at greater length in King (1983).
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