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GDP is often used as a measure of wellbeing, even though it is really only a measure of the market value of a nation’s output or an indicator of economic activity. But although higher consumption can improve living standards, it is only one contributor to wellbeing, whether at individual or social level.
There are essentially four types of problems from using GDP as a measure of how society is doing.
The first is that it does not include (as negative figures) many external costs, such as pollution, stress and family breakdown related to work.
The second is that it includes things that are produced to counteract the adverse effects of increased production, such as security, antidepressants, therapy and clean-up activities.
The third is that it ignores things that are produced and do contribute to wellbeing and yet are not traded in the market. Examples include volunteer work, the ‘output’ of clubs and societies, work within the home, production from allotments and various activities taking place in the ‘underground economy’ to avoid taxation.
[image: http://pearsonblog.campaignserver.co.uk/wp-content/uploads/TATA-steel-works-IJmuiden-Netherlands-3.jpg]The fourth is the sustainability of economic growth. If we deplete natural resources, the growth of today may be at the cost of the wellbeing of future generations.
Then there is the question of the distribution of the benefits of production. Although GDP figures can be adjusted for distribution, crude GDP growth figures are not. If a few wealthy get a lot richer and the majority do not, or even get poorer, a growth in GDP will not signify a growth in wellbeing of the majority.
Then there is the question of the diminishing marginal utility of income. If an extra pound to a rich person gives less additional wellbeing than an extra pound to a poor person, then any given growth rate accompanied by an increase in inequality will contribute less to wellbeing than the same growth rate accompanied by a decrease in inequality.
The first article below criticises the use of crude indicators, such as the growth in GDP or stock market prices to signify wellbeing. It also looks at some alternative indicators that can capture some of the contributions to wellbeing missed by GDP figures.
Articles
Want to know how society’s doing? Forget GDP – try these alternatives The Guardian, Mark Rice-Oxley (27/1/17)
The Increasingly Inadequate Measurement Of Productivity The Market Mogul, Chris Woods (20/1/17)
Why GDP fails as a measure of well-being CBS News, Mark Thoma (27/1/16)
Limitations of GDP as Welfare Indicator The Sceptical Economist, zielonygrzyb (31/7/12)


Questions
1. Should GDP be abandoned as an indicator?
2. How could GDP be refined to capture more of the factors affecting wellbeing?
3. Go through each of the indicators discussed in the first article above and consider their suitability as an indicator of wellbeing.
4. “Everywhere you look, there are better benchmarks than these tired old financial yardsticks.” Identify three such indicators not considered in the first article and discuss their suitability as measures of economic performance.
5. How might the benefit you gain from free apps be captured?
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Want to know how society's doing? Forget GDP – try these alternatives, Mark Rice-Oxley, 27th Jan 2017
Crude financial instruments dominate the headlines, but it’s metrics like grain price and inequality ratio that really reflect the world we live in. 
‘Carbon dioxide in the atmosphere goes up every year. If this carries on for another couple of decades, people won’t be inspecting their portfolios – they’ll be foraging in the woods.’ 
Here are the week’s leading indicators. The Dow Jones industrial average topped 20,000 points for the first time. British GDP grew 0.6% in the final quarter of 2016. The FTSE 100 and Germany’s DAX 30 persisted close to record highs, while US GDP softened slightly.
Bored yet? I am. As a former financial journalist, I’m well acquainted with the merry-go-round of indicators that blip in and out of our lives like digital dopamine, telling us how well we’re doing. As a human being, I’m increasingly alarmed that these are just irrelevant numbers that have little or no bearing on how well we are really doing.
Stock market indices have long been decoupled from what is happening in the real world. All they reflect is the performance of big private pension pots belonging to the haves (in Britain only 58% of people have private pensions and the majority of those really very small), and how big the bonuses of a few thousand money men (yes, mostly men) will be this year. 
Indeed, a company’s share price rising might be an indication of a round of redundancies or other cost-cutting which makes shareholders richer at the expense of staff. The number of people who should celebrate the Dow hitting 20k is truly tiny. Most of them wouldn’t be much fun to go out for a beer with.
As for GDP, has there ever been an acronym as spellbindingly dismal as this? GDP goes up if you sit in traffic for an hour with the engine ticking over. It doesn’t if you stay at home, caring for a sick child. GDP has soared in China over the past 20 years. Now its people wear masks in the street to filter the smog. GDP can’t measure the things that are really important to us – our health, relationships, environment – but can and does measure when industries strip-mine the Earth to make gimcrack that nobody wants but which people buy anyway, and then throw away.
This is not to deride the herculean efforts of journalists who follow this stuff, like our own Graeme Wearden, who tries to makes sense of the blizzard of financial data spewed out every day here. 
Instead, I’d rather suggest a series of other metrics that give a clearer indication of where humanity is at. Perhaps these are the key performance indicators we should hardwire into our reporting calendar:
If we must focus on financial instruments, make it edible commodities. You can’t eat a Treasury bill, after all
Inequality ratios
One of the lessons of the 20th century was that inequality breeds revolt and revolutions never end well. One of the lessons of the 21st century is that people seem to be determined not to learn the lessons of the 20th century. The Gini coefficient is a crude measure of how unequal societies are becoming. Some economists have been toying with another measure, the Palma ratio, which is better at discerning how much richer the richest cohort are getting, compared with the poorest. Both tell us much about our direction of travel.
Grain prices
If we must focus on financial instruments, edible commodities are surely more interesting than stock and bond prices. You can’t eat a three-month Treasury bill, after all. In 2007/08, a wave of riots swept the developing world as the cost of basic foodstuffs soared. Governments fell. A dotted line joined that manifestation of unrest with the Arab spring four years later. Food matters. We routinely write that as many as a billion people on the planet are hungry, malnourished. That’s far more than the number with Dow Jones tracker funds.
Carbon dioxide, parts per million, in the atmosphere
The most scary dataset of all. It goes up every year. And so do global temperatures. If this carries on for another couple of decades, people won’t be inspecting their portfolios – they’ll be foraging in the woods. Has anyone read The Road?
Antidepressant prescriptions
A veritable bellwether for so much – from the wretched state we’re in psychologically to the inadequacies of our healthcare systems. Prescriptions have doubled in England in the past decade. An interest to declare: I take them, and believe they work for me. But I also firmly believe they are prescribed far too readily, by overstretched GPs who have only six minutes to speak to patients and little recourse to anything other than pills. Personally, I’d be willing to shave a couple of points off GDP in return for a more comprehensive programme to address this 21st-century epidemic.
Homelessness
Not just in the UK, where it’s risen for six years in a row, but in California, Paris, Moscow. Surely, one of the first questions a newly arrived alien might ask upon landing in Britain would be “why do so many of you earthlings live outside?”, and not “how are my BT shares doing?”
Dependency ratio
Admittedly, this is not a thrilling one to monitor as it doesn’t move much. But it is moving – and in the wrong direction for lots of developed countries. The dependency ratio is the number of working-age people compared with the number of children and those over retirement age. According to the Resolution foundation, there are currently seven dependants for every 10 working-age Britons, but this will increase to eight in the 2020s and nine by 2050. 
I’ve barely scratched the surface. Everywhere you look, there are better benchmarks than these tired old financial yardsticks. Let’s retire them, and find a new set of data to measure the performance of our leaders.



Why GDP fails as a measure of well-being
Why GDP fails as a measure of well-being, Mark Thoma, 27th Jan 2017
How should we measure changes in an economy's standard of living, or compare living standards across countries? Typically, economists use GDP per capita as a proxy for a country's standard of living, but as International Monetary Fund head Christine Lagarde, Nobel prize-winning economist Joseph Stiglitz and MIT professor Erik Brynjolfsson noted at the recently concluded World Economic Forum in Davos, Switzerland, "GDP is a poor way of assessing the health of our economies and we urgently need to find a new measure."
Using GDP as a measure of welfare has well-known problems, which are among the first things macroeconomics principles courses cover. But the point of the discussions at Davos is that in the digital age, those problems are even deeper. Standard GDP statistics miss many of technology's benefits, so we need to rethink how we measure the typical person's well-being.
The textbooks generally point out five problems with using GDP as a measure of well-being:
· GDP counts "bads" as well as "goods." When an earthquake hits and requires rebuilding, GDP increases. When someone gets sick and money is spent on their care, it's counted as part of GDP. But nobody would argue that we're better off because of a destructive earthquake or people getting sick.
· GDP makes no adjustment for leisure time. Imagine two economies with identical standards of living, but in one economy the workday averages 12 hours, while in the other it's only eight. Which country would you rather live in?
· GDP only counts goods that pass through official, organized markets, so it misses home production and black market activity. This is a big omission, particularly in developing countries where much of what's consumed is produced at home (or obtained through barter). This also means if people begin hiring others to clean their homes instead of doing it themselves, or if they go out to dinner instead of cooking at home, GDP will appear to grow even though the total amount produced hasn't changed.
· GDP doesn't adjust for the distribution of goods. Again, imagine two economies, but this time one has a ruler who gets 90 percent of what's produced, and everyone else subsists -- barely -- on what's left over. In the second, the distribution is considerably more equitable. In both cases, GDP per capita will be the same, but it's clear which economy I'd rather live in.
· GDP isn't adjusted for pollution costs. If two economies have the same GDP per capita, but one has polluted air and water while the other doesn't, well-being will be different but GDP per capita won't capture it.
The Davos discussion, however, is pointed at a different flaw in measured GDP: its inability to fully capture the benefits of technology. Think of a free app on your phone that you rely upon for traffic updates, directions, the weather, instantaneous information and so on. Because it's free, there's no way to use prices -- our willingness to pay for the good -- as a measure of how much we value it. 
As a result, GDP statistics won't capture the benefits we gain from free apps, just as it has difficulties accounting for changes in the quality of goods over time.
How can this be fixed? Catherine Rampell provides a nice summary of the alternative measures that have been proposed, including China's "green GDP," which attempts to adjust for environmental factors; the OECD's "GDP alternatives," which adjust for leisure; the "Index of Sustainable Economic Welfare," which accounts for both pollution costs and the distribution of income; and the "Genuine Progress Indicator," which "adjusts for factors such as income distribution, adds factors such as the value of household and volunteer work, and subtracts factors such as the costs of crime and pollution."
Finally, there are more direct measures of well-being such as the Happy Planet Index, Gross National Happiness and National Well-Being Accounts.
However, none of these alternatives deal with the main problem discussed in Davos -- how to measure the full impact of technology on our lives. The problem is that GDP assigns a zero value to goods with a zero price, but those goods aren't valued at zero and as they become more prominent, we'll need to find a way of including the benefits they provide in our measures of the standard of living.
None of the measures proposed so far are perfect, and they won't replace the current GDP yardstick anytime soon.
But there's still something to be gained from this work. When you hear that your standard of living has gone up, ask yourself what has happened to leisure time -- are you working more or less for the same income? How much of technology's benefits might have been missed -- how often do you use Wikipedia? And how was the additional GDP distributed across the population -- did it mostly go to the 1 percent?
In the end, economists -- and the public -- don't care about GDP by itself; they care about the happiness they receive from the goods and services they consume. We've made some progress on measuring the well-being of individuals within an economy, but not enough. More research is needed.


LIMITATIONS OF GDP AS WELFARE INDICATOR
https://zielonygrzyb.wordpress.com/2012/07/31/limitations-of-gdp-as-welfare-indicator/
GDP (and its derivatives) is a measure of economic activity, actually. Narrowly understood economic activity, one should add. However, this does not prevent economists and policy makers from making welfare comparisons across countries and across time on its basis. The argument goes as follows: GDP is a good proxy of the consumption possibilities people have, and consumption is a good proxy of well-being/welfare. Therefore, we allegedly can use GDP per capita for comparing welfare between countries and GDP growth as an indicator of social progress within a society. This may sound compelling to many and, indeed, we are used to this rhetoric from authorities and the media. But it is wrong to assume that GDP or any of its common derivatives provides a measure of social welfare, for a number of reasons.
Let us begin with some basic definitions. GDP (gross domestic product) is computed as the sum of all end-use goods and services produced in an economy during a period of time, weighted by their market prices. There are at least two derivatives of GDP that are in usage, too: GNP and NNP. GNP (gross national product) is GDP plus income earned by inlanders abroad minus income earned by foreigners in the inland. For most economies, the difference between these two is small, but it can be significant in some cases (e.g. in Ireland before the crisis, where much of the GDP was owned by foreign corporations). NNP (net national product) is GNP minus depreciation of capital, sometimes including estimates of natural capital depreciation (“green NNP”).
From the definitions it is clear that these accounting quantities measure primarily the economic activity and, in the case of the NNP, the sustainability thereof (although in a very limited sense only). They could potentially be used as welfare indicators under some ideal conditions. But these conditions are nonexistent. To use GDP and its derivatives as a welfare indicator means to ignore its limitations, and there are many of them:
· First of all, GDP (I will stick to this base measure, but I mean its derivatives as well, if not else indicated) is computed at market prices – which means that it ignores externalities, particularly (but not only) environmental ones. To a limited extent, this limitation can be overcome by computing the measure using “accounting prices”, which try to correct for market externalities. However, this is a difficult procedure, since many accounting prices are more or less best guesses with limited reliability. In most cases, market prices are used.
· As pointed out by Richard Easterlin, who conducted extensive research from the 1970’s through 2000’s, people do not become happier when they grow richer if they crossed some rather low threshold in terms of income (the so-called Easterlin Paradox). There are many possible explanations of why this is so – e.g. the fact that there is some threshold beyond which we have no more time to enjoy the fruits of our affluence (as suggested by Staffan Linder) or the correlation between increasing affluence and increasing competition for “positional goods” that can be attained by anyone, but not by everyone (this theory was suggested by Fred Hirsch). Both effects make the pursuit of ever-increasing affluence (in terms of GDP) sisyphean and interpretations of the gross domestic product as a welfare indicator flawed.
· Another argument against using GDP as a welfare indicator is its treatment of “defensive expenditures”: a category that includes items from expenditures on the military, through money spent on building dams to protect human settlements from flooding, to clean-up costs after, say, an oil-spill in the Gulf of Mexico. These expenditures contribute positively to the GDP, but they clearly do not contribute to well-being. Therefore GDP overestimates what it is thought to approximate, i.e. social welfare.
· Also, GDP does not include a meaningful part of the economy – household work -, as was pointed out by William Nordhaus and James Tobin in their famous paper Is Growth Obsolete?. Beside of its importance for the proper functioning of the economy and society, unaccounted for household work makes welfare comparisons based on GDP both across time and across countries difficult. E.g., the US is known for its culture of “outsourcing” of household work (which may at least partly explain why US-Americans work more hours and why the US unemployment rates are systematically lower than in Europe) – many things that Europeans do on their own, outside of the market (and therefore unnoticed by GDP statistics), e.g. cooking, washing etc., an average US-Americans lets do others against payment. This makes the US-American GDP higher by trend – but it is very difficult to interpret the welfare consequences of these differences, especially because they root deeply in cultural specifics. Also, the tendency toward household work changes within societies over time – how should the resulting change in GDP be interpreted in welfare terms?
· A similar point to the one made above can be made about the “shadow” or informal economy, which is especially important in developing countries (but also in many developed ones, particularly in Southern Europe) – being informal, its activities are not included in GDP statistics, even though they may have a tremendous influence on the welfare specifically of the poorer parts of the society.
· A subject that this blog is often concerned about is that GDP does not include any measures of changes in natural capital. Nor does the “normal” NNP. Since natural capital and ecosystem services (including renewable and nonrenewable natural resources, water purification, climate regulation, pollination, flood protection and many, many more) more often than not has no market prices, it is not included in GDP-like statistics that deal with marketed goods and services only. Also, the already mentioned environmental external effects remain unaccounted for (and, furthermore, there is evidence suggesting that rapid GDP growth is correlated with environmental destruction). However, ecosystem services are tremendously important for the well-being of people in developing and developed countries alike (although in the short term the former depend relatively more on them). Or could you get by without clean water, a stable climate or pollinated fruits? These things have to be included in any meaningful measure of social welfare, even though their valuation may be problematic.
· GDP and its derivatives are measures of the total output of the economy – they do not in any way account for distributional or equity effects of it. However, as suggested among others by Fred Hirsch and Richard Easterlin (see above), people evaluate their lives not in absolute terms, but rather in comparison with those whom they live among. So, the distribution of wealth is very important, in many cases (particularly when basic needs of the population are satisfied, as is the case in most developed countries) it may be more important than the general (average) level of wealth. GDP does not capture this crucial aspect of human well-being at all. Unless one believes in some kind of “trickle-down”, this is a serious limitation of GDP as a welfare indicator.
· A more general point was made by Partha Dasgupta and Karl-Göran Mäler, who analysed formally the ability of NNP (including “green NNP”) to provide a glimpse at changes in social well-being across time and differences across countries. Their result was that NNP can only help evaluate the welfare effects of policy changes in the short-term within an economy, but not in the long-term and across countries. The reason is quite simple, actually – GDP and its derivatives are all measures of income, not of wealth. The difference between these two terms that are often used interchangeably in everyday speech is significant. If our income is high, it may be due to the fact that we live “on tick”: after having accumulated some wealth in the past, we are consuming (producing) unsustainably, i.e., in a way that cannot be sustained over a longer period of time. Unless income is defined in Hicksian terms (i.e., as the amount of money that can be consumed within a period of time without compromising the ability to consume at least as much in the next) – and GDP is not -, it cannot be used as a true, sustainable measure of welfare.
· Many of the points made above can be summarized within the notion of capabilities, which goes back to Amartya Sen. He and other researchers dealing with this subject pointed out that human (or social) well-being does not depend solely on commodities (as captured by the GDP statistics), but on the capability of people to actually use them in a way they wish to. This understanding of welfare requires much more than just a simple statistic of economic activity – GDP leaves too much of the “good” things out and includes too much of the “bad” ones.
Given all the limitations of GDP and related measures as welfare indicators (as listed above), it is clear that the practice of (implicitly or explicitly) using GDP statistics as a welfare proxy is deeply flawed and should be abandoned. There is no ready-made alternative that would give us a glimpse at social well-being and require just one single number. Most likely, it is impossible to create such a simple indicator. Instead, welfare has to be assessed on the basis of many different indicators, as I suggested recently. GDP may have the attracting characteristic of being relatively simple, but it is also flawed in the role as a welfare indicator. We should, using a quote attributed to Albert Einstein, “make things as simple as possible, but not simpler”.



10

image2.jpeg




image1.jpeg




