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E DITORIAL
Welcome to the second, and last, issue of Creative Distraction for 2010.
Creative Distraction is our premier publication and aims to showcase the work of high achieving economics
students.
With market day membership increasing by over 80% and tickets to all our corporate networking events
selling out within days of their release, the UQ Economics Society has had a remarkable 2010. In
particular, the new executive for 2011 would like to publically recognise Byron Hewson‟s significant
contribution as president this year. Byron‟s hard work not only lead to an improved 2010, but has also
placed the society in a fantastic position for next year.
This year also proved to be important in a symbolic sense, with a motion to change the name of the society
successfully carried at our recent AGM. Beginning 2011 the society will be formally known as the “UQ
Economics Society” (formerly the “Economics Society of Australia, UQ Student Chapter”). Despite the
society being known under this title for over 22 years, we felt this change was an important first step in
creating a new fresh image and brand to carry into the future.
With the new year just around the corner, we‟d like to thank you for your support this year and we look
forward to an even greater 2011. If you have any ideas on how we can improve please fill out our 2010
feedback survey: www.uqes.com/survey.
We hope you enjoy this issue of Creative Distraction and wish you a safe and happy summer vacation.
Make sure to look out for our new name (and branding) next year on Market Day!

UQ Economics Society
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T HE T RADABILITY OF K NOWLEDGE IN THE KBE
Hamish Clift

The OECD economies are increasingly based on knowledge and information. Knowledge is now
recognised as the driver of productivity and economic growth, leading to a new focus on the role of
information, technology and learning in economic performance.
OECD Report, 19961
Knowledge is becoming more important to modern economics as much of the developed world moves
toward service-based commodities such as education, finance and technology. As the economies of the
OECD evolve, so too do those economies of aspirant OECD nations. The global spill-over of this evolution
has a profound effect on transition and emerging economies, a prime example being the economic
development process and successes enjoyed by India in the last decade. In spite of the emphasis on
knowledge being the key ingredient to further economic evolution and development of OECD countries,
there has been very little discussion by economists about the nature and ontology of knowledge in an
economic system. In this paper I will discuss2 the tradability of knowledge in an economic system from an
ontological perspective and ascertain that there are vast epistemological problems with the concept of
knowledge and its tradability that have not been answered by modern economics.
I will take the definition of knowledge as being the contents of one‟s mind. This includes facts and thoughts,
reason, intuition and experience. Knowledge can be broadly divided into two epistemological categories: a
priori knowledge and a posteriori knowledge. A priori designates knowledge that is gained independent of
experience. That is, knowledge gained from intuition and reason. A posteriori knowledge is gained through
experience, from learning or doing. At this point I shall digress slightly and point out that I am not interested
in discussing truth. In the English language, the term knowledge is regularly and improperly used
synonymously with the term truth.3 The contents of one‟s mind need not bear any similarity to that which is
true, and it is not necessarily truth which has been commodified by the KBE. Economics is essentially the
study of human exchange, as well as the potential for such exchange. Supply, demand, markets, firms and
consumers are all part of the exchange process. Goods are produced and traded based on the willingness
of firms and consumers to exchange. Based on these definitions of knowledge and economics, a
knowledge based economy is thus primarily concerned with exchange of knowledge.
The problem with such a definition, is that in order to trade a good, that good requires a value and therefore
quantity. An intangible thing, such as knowledge, cannot be quantified by virtue of the fact that it is
intangible.
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And if it cannot be quantified, how can it be valued? I can buy (that is, exchange money for), say, three
pears and a bag of dates from my local greengrocer, but I am not able to stroll down to my local thought
grocer to pick up half a dozen units of knowledge. The fact that knowledge is intangible and unquantifiable
makes it difficult to put a price upon it. It is this difficultly which has created a resistance to thinking of
knowledge as a tradable good. Furthermore, knowledge has other characteristics that lead to difficulties: it
is inexhaustible and non-transferable. This muddies the waters even more so because these properties
eliminate the ability of knowledge to be appropriated. If a thing cannot be property, then it obviously cannot
be a good.4 The crux, is that what is traded is not actually knowledge itself, but access to knowledge.
Although this is an inelegant solution which remains somewhat flawed, and raises further epistemological
obstacles, I will rely on this notion of how knowledge may be traded to further discussion of the problem.
The problem of knowledge tradability becomes interesting when knowledge is broken down into its
constituent categories. A posteriori knowledge is post-experience. Generally, it is knowledge that has
already been traded (that is: knowledge to which access has already been traded). A posteriori knowledge
can therefore be broken into two further categories: tradable and un-tradable. Tradable a posteriori
knowledge is more specific or specialized knowledge, such as the knowledge of how to engineer a bridge
or how two chemicals might react under certain circumstances. That is: knowledge that is able to be
appropriated. Un-tradable knowledge is not traded because it does not possess any worth. Note that untradable knowledge is different to non-tradable knowledge: un-tradable knowledge isn‟t traded, whereas
non-tradable knowledge can‟t be traded. It is either universal or common knowledge such as basic
arithmetic or the identity of a prime minister, or it is mundane, esoteric knowledge such as the length of my
big toe or the colour of my mother‟s favourite dress. This makes trading a posteriori knowledge either
easier (comparatively) or unnecessary. It becomes easier because the mechanisms for trading access to
such knowledge are already in place: there are university courses on the subject, or perhaps there are
books devoted to it. It becomes unnecessary because everybody already owns that that universal
knowledge. A posteriori knowledge can also beget a priori knowledge, which makes the appropriation and
therefore trade of tradable a posteriori knowledge more attractive to entrepreneurs. A priori knowledge, on
the other hand, is ante experience. It arrives from reason and consideration. This „produced‟ nature of a
priori knowledge renders is appropriable through patents and intellectual property law which, in turn,
renders it highly tradable (of course once traded, however, the knowledge becomes a posteriori and can be
speculated upon like any commodity). A priori knowledge can also be bifurcated in to tradable and untradable knowledge. However, defining what is un-tradable a priori knowledge is much more difficult as it
can include all manner of thought: from wild suppositions or theories to illegal ventures and more.
The tradability of knowledge is further exacerbated by the fact that because knowledge is intangible it is
impossible to ascertain its worth until it has been traded. As Shackle points out: “by then it is too late to
decide how much to spend on breaching the walls to encourage its arrival.”5 This is an epistemological trap:
without knowing the value of the knowledge one wishes to access, it makes trading that access so difficult
8
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as to be practically impossible. But knowing the value of the knowledge implies that one has access to the
knowledge already, which makes trading access unnecessary. So even once we have ascertained that
knowledge is tradable, we are faced with the problem of assigning a specific value to it. Inherent to the
problem of valuing knowledge is thus the problem of quantifying knowledge. It is also impossible to
ascertain the amount of knowledge one wishes to trade until it has been traded. Another trap.
Even though one element of the tradability problem can be circumvented by defining the trade of
knowledge as the trade of access to knowledge, there are still significant ontological problems with such
exchange, and these are problems which have yet to be answered. In 1966 Boulding wrote that “the
recognition that… economic development is essentially a knowledge process has been slowly penetrating
the minds of economists, but we are still too much obsessed by mechanical models, capital-income ratios,
and even input-output tables, to the neglect of the study of the learning process which is the real key to
development.”6 The study of knowledge and the means of trading knowledge continue to be neglected by
economists today. In order to evolve and embrace a knowledge based economy, the study of knowledge
must be taken much more seriously by economists. Doing so has the potential of altering economic thought
entirely.7

E NDNOT ES :
1

OECD 1996. The Knowledge Based Economy. Paris. http://www.oecd.org/dataoecd/51/8/1913021.pdf

2

Fifteen-hundred words is precious little space to discuss this properly. Fifteen thousand is also perhaps too
little! Eo ipso this article will not delve too deeply into a great deal of work that has been written
about ontology and epistemology in economics – as much as I would like to write about it! Should
the reader desire a more thorough investigation, I recommend the works of McCloskey, Shackle,
Mäki and Boulding.

3

BOULDING, K. 1966. The economics of knowledge and the knowledge of economics. The American
Economic Review. Page 2.

4

Ibid. Page 3.

5

SHACKLE, G. 1992. Epistemics & economics: a critique of economic doctrines. Pages 272-273.

6

BOULDING, K. 1966. The economics of knowledge and the knowledge of economics. The American
Economic Review. Page 6.

7

DUHS, A. 2008. Social Science and Religion: Epistemology, Metaphysics and Considerations of the Public
Good. Forum on Public Policy. Pages 13-14.
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T HE R OLE OF TECHNOLOGICAL A DVANCES AND I NSURANCE C OVERAGE IN
H EALTH C ARE E XPENDITURES
Nhut Tan Doan

I NTRODUCTION
It is well documented that health expenditure has been experiencing the rapid growth in recent decades
(Danzon & Pauly, 2002; Holtz-Eakin, 2004; Baker, et al., 2008; Hartwig, 2008; Civan & Koksal, 2010).
According to Centers for Medicare and Medicaid Services (2010), total spending on health care in the
United States (US) has doubled over the past 33 years, rising from 8% as a share of Gross Domestic
Product (GDP) in 1975 to 16% in 2008. In terms of health expenditure per capita, average health spending
of each American citizen increased significantly from $600 in 1975 to $7,538 in 2008 (OECD, 2010).
Despite the wide disparity in health care systems, health expenditure patterns in other countries tell a
similar story (Okunade, et al., 2004). The United Kingdom (UK), for example, devoted only 5.4% of GDP to
health care in 1975 but the number leaped to 8.7% in 2008 (OECD, 2010). Health care spending per
capita in the UK rose rapidly from $293 in 1975 to $3,129 in 2008, and the number is forecasted to continue
to increase (OECD, 2010).

Although many factors such as high income, aging population, and increasing disease prevalence are
believed to play a role in this tremendous growth (Newhouse, 1992; Strunk & Ginsburg, 2002), it is widely
accepted that technological advances and the growth of health insurance coverage are the central forces
behind the growth of medical expenditure (Feldstein, 1971, 1977; Newhouse, 1992; Cutler & McClellan,
2001; Holtz-Eakin, 2004; Baker, et al., 2008; Hartwig, 2008).

This essay examines the impacts of technological advances and increased health insurance coverage on
the recent growth of health spending with reference to economic theory and available literature. It begins
with the discussion of the effects of medical advances on health expenditure growth. This will be followed
by analysing the impacts of insurance coverage on health spending. The final part of the essay will be
devoted to discuss the role that insurers and regulators can play in regard to the diffusion and use of new
medical technologies.

T ECHNOLOGICAL

ADVANCE S ARE A MAJOR ESCALA TOR FOR THE GROWTH O F HEALTH

SPENDING
Technological advances, which are usually used to refer to the innovations in medical procedures,
equipment, pharmaceuticals, and processes by which health care is delivered, are a primary driver for the
rise in health expenditure, accounting for the bulk of the increase in medical spending overtime (Newhouse,
1992; Fuchs, 1996; Cutler & McClellan, 2001).
Newhouse (1992) found that the bulk of 65% of health spending increase is contributed by changes in
technology, while the number in a study conducted by Cutler (1995, cited in Aspden, 2002) is 49%. Peden
11
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and Freeland (1995) suggested that medical technology is responsible for two-thirds of the increase in
health expenditure since 1960.

The positive connection between technological advances and the increase in health spending can be
explained by a number of mechanisms, including the increase in health production efficiency (Koc, 2004),
improvement in longevity (Miller, 2001; Yang, et al., 2003; Lichtenberg, 2009), complementary effect of new
technologies (Chernew, et al., 1998), and technology-induced demand for health insurance (Weisbrod,
1991; Danzon & Pauly, 2002). Although there are different explanations for the cost-rising effect of medical
innovations on health expenditure, these mechanisms have one thing in common; that is, technological
advances raise health spending by increasing the demand for medical services (Cutler & McClellan, 2001;
Okunade & Murphy, 2002; Di Matteo, 2005).

One mechanism through which technological advances drive up health spending is the increased efficiency
in health care input (Koc, 2004; Suen, 2006). According to the Grossman human capital model, health is
formulated as a form of human capital, while health care is an investment into this stock (Grossman, 1999).
The production of health (H) is a function of medical care (m) that a patient receives during hospital stay or
physician visit (Koc, 2004; Folland, et al., 2007) and the efficiency of health care (s), which is determined by
exogenous factor – the growth in technology (g) (Koc, 2004). At the current state of technology, health is
produced at H1 with m1 input in heath as shown in Figure 1. Advances in technology raise the marginal
product of medical care in producing health, and increase health care input efficiency at the exogenous rate
g (Koc, 2004; Folland, et al., 2007; Mankiw, 2009). In other words, with new technologies each unit of
health care has a larger contribution to health, which is shown as the upward shift of the health production
function schedule in Figure 1.

Health
status
H2(m,s+g)
H2

H1(m,s)

H1

Hmin
m1
F IGURE 1. H EALTH
S OURCE :

Health input

PRODUCTION FU NCTION SCHEDULE

ADAPTED FROM

F OLLAND

ET AL .

(2007, P . 90)

AND

M ANKIW (2009, P .224)
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Health care is demanded because it raises health stock and increases survival probability (Grossman,
1999; Folland, et al., 2007). When productivity is low, consumption of health care does not bring too much
improvement in health, therefore medical spending tends to be low (Suen, 2006).

The increase in

productivity of health care thanks to technological advances brings much more improvement in heath
status, new hopes of treatment, and thus increases health spending as a result (Suen, 2006).
Another explanation for the growth of health expenditure is the improved longevity thanks to medical
advances (Miller, 2001; Yang, et al., 2003; Lichtenberg, 2009). A recent study conducted by Lichtenberg
(2009) finds that the use of new medical devices increased life expectancy by 8 months, and the adoption
of new drugs was responsible for another 18 months during 1991 – 2004. According to Grossman human
capital model, the rate of depreciation on health stock and the need for health investment in the form of
medical services rise over the life cycle (Grossman, 1999). Therefore, added years of life by technology
can translate into a larger demand for health care as individuals survive to older and higher-use ages
(Miller, 2001; Yang, et al., 2003). Yang (2003, p.5) found that „monthly health expenditure increases with
age from $500 per month at age 65 to more than $2,000 per month at age 97‟. Hence, when lives are
extended by technological innovations total health expenditure increases as a result.
Further explanation for the positive relationship between technological advances and rising health
expenditure is the complementary effect of new technology to an already existing treatment (Chernew, et
al., 1998). According to Chernew (1998, p.264), complementary services „are those whose use increases
with use of the new technology‟. An example of treatment complementary services is the innovation of new
imaging diagnosis device and the level of surgery administered. In this case, the costs associated with the
new device are not only the direct costs of this innovation, but also the costs associated with the increased
likelihood of being administered a surgery due to higher quality images. When physicians and patients are
utilizing both services, health expenditure increases as a result (Chernew, et al., 1998).
The effect of technology changes on health insurance system is another explanation for the growth of
health expenditure (Weisbrod, 1991; Danzon & Pauly, 2002). It is obvious that a health condition that is
untreatable incurs no spending. Thus, introducing technology that permits the treatment of previously
untreated conditions will create new categories of spending, and increase heath expenditure
(Congressional Budget Office, 2008).
When new medical technologies increase expected expense by becoming available to treat a wider
category of disease, and when the value to a risk-averse person of pooling the risk of the increased
spending is greater than the administrative costs of insurance coverage, pooling of such risk is a logical
response (Weisbrod, 1991; Danzon & Pauly, 2002). This response results in an increase in demand for

13

Creative Distraction

insurance coverage (Weisbrod, 1991; Danzon & Pauly, 2002) which in turn raises heath expenditure
(Newhouse, 1992; Smith, et al., 2000; Danzon & Pauly, 2002).

T ECHNOLOGICAL

ADVANCE S ARE NOT ALWAYS A H EALTH EXPENDITURE - RISING FACTOR

Although technological advances are considered as the most important driver of the increase in health
expenditure, it is not necessarily always the case.

Technological advances can reduce health expenditure thanks to the positive internality and externality
they provide to individuals and the society respectively (Congressional Budget Office, 2008). Vaccinations,
for example, can provide the potential for savings not only for the patent but also for the community. By
providing immunity into the body and protecting the body from getting ill with certain diseases (positive
internality), individuals who are vaccinated reduce the risk of contracting the relevant disease for all others
around them, and at high levels of vaccination, society may receive large health and welfare benefits
(positive externality) (Weisbrod, 1991; Congressional Budget Office, 2008). When a vaccine reduces or
eliminates the variance in health spending associated with treatments caused by contracting certain
diseases, it will drive down health expenditure (Weisbrod, 1991; Congressional Budget Office, 2008).

I NSURANCE

COVERAG E AN D HEALTH EXPENDITURE

In addition to technological advances, the spread of health insurance coverage is another major factor of
the increase in health spending (Newhouse, 1992; Smith, et al., 2000; Danzon & Pauly, 2002). The growth
of insurance coverage drives up health spending by generating demand for an increased quantity of
medical services (Smith, et al., 2000; Danzon & Pauly, 2002). This effect can be explained by moral
hazard (Danzon & Pauly, 2002) and insurance-induced technological innovations mechanisms (Weisbrod,
1991; Danzon & Pauly, 2002; Finkelstein, 2007).
Moral hazard occurs when an individual does not take the full consequences and responsibilities of her/his
actions, and therefore has a propensity to act less carefully than she/he otherwise would (Folland, et al.,
2007; McPake & Normand; 2008). In insurance markets, moral hazard arises because the insured no
longer bare the full costs of health services, causing them and their physicians to utilize more health care
resources, and aggregate health spending to be higher than it would otherwise be (Folland, et al., 2007;
McPake & Normand; 2008).
According to microeconomic theory, the optimal point of consumption and provision of health care in a
perfect information market is defined at the point where quantity demanded equals quantity supplied
(Folland, et al., 2007; McPake & Normand; 2008), which is Q* in Figure 2. Because medical service is a
desired service, demand for it increases when prices decline (Henderson, 2009). By reducing out-ofpocket prices, insurance coverage drives down health care costs from the consumer‟s perspective, and
therefore results in an increase in demand (McPake & Normand; 2008). With insurance coverage, quantity
14
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demanded for health care moves down along the demand curve ( Figure 2) indicating the increase in
demand and decrease in out-of-pocket costs in response to the growth in the depth of insurance coverage
(McPake & Normand; 2008). Because insurance drives the marginal price of medical care at the point of
use towards zero, consumers and physicians who acts as their agents will demand health care until the
marginal product of additional heath unit is nearly zero (point Q2) (McPake & Normand; 2008).

P (net price)
Marginal cost (supply curve)

D

P*

0

Q*

Q
*

Q2

Q

F IGURE 2. T HE EFFECT OF INSURANCE COVERAGE ON QUANTITY DEMANDED
S OURCE : ADAPTED FROM M C P AKE AND N ORMAND (2008, P .233)

FOR HEALTH CARE

In addition, the growth in insurance coverage also creates an incentive for the insured to make
unnecessary use of services (Folland, et al., 2007; McPake & Normand; 2008). As price is no longer the
consideration, insured people may not think carefully about their need for health care, and demand more
medical care than they would otherwise purchase with their own money (McPake & Normand; 2008).
Therefore, the growth in insurance coverage reduces the out-of- pocket prices, triggers the growth in health
care utilization, and drives up demand for medical services, resulting in an increase in health expenditure
(Folland, et al., 2007; McPake & Normand; 2008).
Empirical data shows that the depth of health insurance coverage has grown significantly in recent
decades, with the percentage of health spending paid out of pocket by patients falling from 52% in 1965 to
15% in 2005 (Fodeman & Book, 2010). As a result, health care expenditure has grown approximately
sixfold since 1965 (Fodeman & Book, 2010). Manning (1987) pointed out that health expenditure per capita
on free plans is 40-50% higher than those on plans with a 33% coinsurance rate. Finkelstein (2007)
estimated that changes in insurance coverage accounted for 50% of the increase in health care
expenditure from 1950-1990 in the US.
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Another mechanism through which insurance coverage increases health spending is the tendency of
insurance to stimulate technology promotion (Danzon & Pauly, 2002). According to Dorfman-Steiner‟s
condition for optimal investment in advertising, the advertising -to -sales ratio (A/PQ) is negatively related to
price elasticity of demand (EP), and positively related to advertising elasticity of demand (EA): A/PQ = EA/EP
(Danzon & Pauly, 2002). The spread of insurance coverage increases manufactures‟ expected returns on
promotion by making consumer‟s demand for insured services less elastic (Danzon & Pauly, 2002). This
increase in expected returns on promotion creates an incentive for manufacturers to further promote their
products, and therefore creates an indirect impact on consumer‟s expenditure (Danzon & Pauly, 2002).
Health insurance that covers payment for new innovations also encourages both medical advances and
medical spending (Ginsburg, 2008). Medical care can be out of reach of many people if their risk of
needing health care is not pooled through insurance (Ginsburg, 2008).

Therefore, when insurance

coverage assures people that they will have resources to pay for new medical products, it will induce more
demand for health care (Ginsburg, 2008). A large increase in the number of people who can purchase
medical products signals medical suppliers to invest more in new technologies, known as insuranceinduced technological innovations mechanism (Finkelstein, 2007; Ginsburg, 2008). New technologies in
turn increase health expenditure (Newhouse, 1992; Fuchs, 1996; Cutler & McClellan, 2001). Hence, it can
be said that the growth of insurance coverage is a reason for health expenditure increase.

T HE

USE AND DIFFUSION OF NEW T ECHNOLOGIES : WHAT ROLE CAN INSURE RS AND
REGULATORS PLAY ?
There is no doubt that medical technology plays the largest role in explaining increase in health spending
over time. Moderating the use and diffusion of technology is therefore a challenge that insurers and
regulators are facing. The regulatory policies should aim at reducing the use and diffusion of low-marginalvalue technologies while still leaving opportunities for the development of high-marginal-value ones
(Ginsburg, 2008). One role that regulators can play to address advancing technology is increasing funding
and subsidies for research on cost-effectiveness of medical technologies. Current financial incentives tend
to facilitate the adoption of new medical procedures while the information about their cost-effectiveness is
limited (Congressional Budget Office, 2008).

Therefore, evidence on the effectiveness of alternative

procedures could provide a basis for ensuring that new technology is only used when its benefits outweigh
those of existing treatments, and limit the diffusion of new technologies (Congressional Budget Office,
2008).
Better information on the cost-effectiveness of new technologies alone, however, is not a complete solution.
It must be combined with actions by insurers to incorporate the results into their coverage and payment
policies to alter the incentives that doctors and patients are facing (Ginsburg, 2008). Moreover, it also
requires a payment system that rewards doctors and hospital administrators for using available information
to make appropriate decisions about medical services (American College of Physicians, 2005). These
16
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actions together could change the behaviour of doctors and patients, and reduce the adoption of treatments
of low marginal value.
Another option to address technological advances involves consumer incentives. When consumers bear
some of the financial risk of health spending, they are more likely to be cautious about the use of
technologies that have low value to them as patients (Ginsburg, 2008). This reduction in utilization will lead
to the decrease in the use of new technologies. This policy option has been implemented in some health
systems, where people with private insurance have been facing increasing amounts of patient cost sharing
(Ginsburg, 2008).

C ONCLUSION
Medical technology is believed to be a major force behind the growth of health expenditure over the past
few decades.

By raising the marginal product of medical care in the health production process,

technological advances improve health input productivity, and bring much more improvements in health to
patients. Better returns on health investment in terms of health status at each level of input encourage
individuals to utilize health care, resulting in an increase in health spending.

Furthermore, improved

longevity thanks to technological advances creates a larger patient pool for health care market and thus
increases health expenditure. In addition, the use of new medical technologies may drive up the use of
existing treatment, which is known as the complementary effect of technologies.

If two services are

complementary, the costs of treatment are not only associated with one service, but also associated with
the other one, and therefore raise health care costs. Moreover, the fact that technological advances enable
the treatment of health conditions that are previously untreatable increases the mean and variance of
treatment costs inducing people to pool that risk by demanding more heath insurance, which in turn
increases health spending.
Despite the clear impacts of medical innovations on health expenditure growth, technology is not always a
cost-increasing factor.

Vaccination, for example, by protecting the body from getting ill with certain

diseases, can reduce or eliminate the variance in health spending associated with treatments caused by
contracting the disease. However, there are just a few examples of cost-saving health services
(Congressional Budget Office, 2008). Therefore, it can be said that technological advances are a major
factor in high and rising health spending.
The widespread of insurance coverage is another driver of medical spending growth. Moral hazard is the
main underlying reason for that effect of insurance. It is obvious that insurance coverage reduces out-ofpocket prices that patients have to pay. Reduction in prices makes people less sensitive to price, and
therefore creates an incentive for them and physicians acting as their agents to utilize health care, and thus
health spending increases as a result. In addition, insurance coverage has an indirect impact on health
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care spending by encouraging promotion of existing products, and higher investment in research and
development program, which in turn further drive up health expenditure.
Therefore, it can be concluded that technological advances and the growth of health insurance coverage
are major forces behind the growth of health expenditure in recent decades.
The impacts of the widespread use and diffusion of technologies on health expenditure have become a
persistent concern of insures and regulators.

Policies such as increased funding and subsidies for

research on cost-effectiveness of new technologies, actions of insurers to incorporate cost-effectiveness
information into their coverage and payment policies, changes in payment systems, and the increase in
patient sharing costs to reduce moral hazard effect are potential options that insurers and regulators can
take to address the problem.
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B EHAVIOURAL E CONOMICS : T HE C ASE FOR R EALISTIC S CIENTIFIC M ETHOD
Brendan Markey-Towler

Behavioural economics is a relatively new and exciting approach to the study of economic phenomena.
When behavioural theories are built, they are based on observations of the actual behaviour of human
beings, a radical departure from the neoclassical method of building a model around the rationally self
interested agent. Behavioural economics sparks heated debate; indeed, many (if not all) current debates in
economics are at root a disagreement about to what extent the rationality assumption holds, not least the
heated argument over the cause of the Global Financial Crisis.
This paper will discuss the core philosophical divides at the very root of the debate. In particular, the
methodological differences between realists who hold that science should explain the causal processes of
the world we live in, and anti-realists who believe that good science will necessarily make false
assumptions to strip away unnecessary complexities to get at the “heart” of the matter. It will then explore
the issue of ontology and its implications for methodology. Finally, it examines some specific examples of
the contrasts between neoclassicism and behavioural economics. This paper aims to demonstrate that the
behavioural-realist approach is more likely to enhance the quality economic knowledge.

B ACKGROUND
Prior to the likes of Kahneman, Thaler & Frey, the neoclassical method dominated economics. It was
codified by Milton Friedman and adopted by his acolytes in the Chicago school of thought, among others.
Their theories are built on a core belief that economic agents will pursue what they perceive as utilityyielding activities in the most efficient way possible. Even though it has always seemed rather unrealistic,
economists of this persuasion believe the rational self-interest assumption to be quite a powerful analytical
tool (Becker, 1993). It allows the neoclassical school to construct rigorous and elegant mathematical
theories whose predictions can be empirically tested. The conclusions of this school of thought are that
people acting in their own self interest will usually make an optimal allocation of resources.
The behavioural economists by contrast, do not assume rationality in economic agents. Herbert Simon‟s
seminal work in the 1950‟s demonstrated the practical impossibilities of a rational agent. The sheer amount
of calculation and information required to find a single optimal point was beyond a human‟s capability. He
suggested that instead, economic agents are “rationally striving”, that they search for satisfactory, rather
than optimal, outcomes. Behavioural economics takes a holistic approach to the explanation of human
economic behaviour. As well as the basic drive to satisfy preferences, it incorporates a great deal of
psychology and sociology into its theories. The Institutional and the resurgent Keynesian methods of
economic science are based on this behavioural approach, and find that there is no evidence that people
will achieve an optimal allocation of resources at all.
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We can see that these different methodological approaches provide more or less opposite conclusions. To
evaluate which method we should choose to apply, one needs to explore the methodologies and scientific
philosophy underlying the two schools of thought.

T HE C ASE

FOR

M ETHODOLOGICAL R EALISM

Milton Friedman‟s famous essay “The Methodology of Positive Economics” provides the justification for the
approach taken by the neoclassical school. Friedman argued in it that the goal of scientific inquiry was to
develop simple theories that allow us to make accurate predictions. The way to do this, according to
Friedman (1984) was to strip away all unnecessary real world complexities to get at the “heart of the
matter”, a process commonly designated as anti-realist. The test of a good model is thus not whether it is
accurate in explanation and realistic in assumptions, but rather whether it has predictive power or not.
The core controversy resulting from this method is that the validity of the assumptions is not a criterion, and
in fact, Friedman argued that good science will necessarily make unrealistic assumptions in its attempt to
provide simple but powerful models. This is the justification that would be cited by such scientists for the
rationality assumption, that people act “as if” they are rational, not influenced by psychological or social
influences, and that the assumption has analytical and predictive power.
Paul Samuelson, by contrast, argued that economics should follow the other sciences and explain the core
causal relationships driving economic phenomena. His belief was that good economic science will
construct theories “…logically equivalent to their descriptive consequences” (Hausman, 1989, p. 115),
which essentially means that a good theory must have not only predictive power, but explanatory power.
Therefore, all aspects of a good theory must stand up fairly well to empirical testing, including assumptions.
In practice this means that economists cannot just assume that people act “as if” they are rational, to be
good scientists they need to explain what will happen, and why.
Friedman‟s position seems to be something of an oddity amongst the many scientific disciplines, indeed he
would be out of place in most physical sciences (except perhaps meteorology), as he is essentially a
forecaster. He only accepts a theory is incorrect if it is proved to have low predictive power, not whether its
explanation is valid. Loasby (1984) makes the point that even though Friedman would probably claim his
approach conforms to the work of Karl Popper, even Popper preferred that his falsification method be
applied to theories which explained causal relationships.
Moreover, it is in fact more likely that a realistic approach to economics will have better predictive power. A
growing body of literature demonstrates that economics founded on observations of behaviour, will actually
be more accurate by explaining all the forces at play. Attempts to explain the causal relationships within
certain phenomena will allow us to unpack its component parts, a key stage in being able to predict “turning
points” (say, a financial crisis) by monitoring changes in these components. This is contrasted by the
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neoclassical method, which explicitly aims to reduce cause and effect to a single relationship. The work of
George Akerlof is a case in point for macroeconomics. Akerlof showed that if we loosen the rational selfinterest assumptions of neoclassical economics even slightly we are able to explain things that neoclassical
economics says shouldn‟t exist, such as voluntary unemployment, the Phillips curve, and the effect of
monetary policy. Indeed it is not hard to construct a mathematical model where a neoclassical approach
will in fact be highly inaccurate (see Appendix).
Hence, if we accept that science is a process of holistic examination of how our world works-as seems to
be the consensus in numerous other scientific disciplines-then a realist approach to economic science such
as behavioural economics is preferable. It will have better explanatory and predictive power than an antirealist approach. It is also much more progressive as it doesn‟t wait for its forecasts to be wrong before it
revises the validity of a theory.

T HE O NTOLOGICAL

CASE FOR BEHAVIOURAL ECONOMIC S

Given this case for realist economic science, what then should be our approach to theorising? Tony
Lawson, in “Reorienting Economics” makes a simple but powerful observation that, by definition, the nature
of what we are studying will affect the way we should study it. This simple statement is the root of almost
every debate in economics. What is “economics”?
Economics is widely accepted to be the study of how individual people make decisions in allocating
resources. However, this can mean very different things as pointed out by Hodgson (2007). Both schools
use “methodological individualism” to study economics. However, there is some ambiguity in what exactly
it entails: does it account for the affect of individuals‟ social interactions and psychology in their decision
making, or merely the mechanics of that individual in satisfying their wants only? (Hodgson, 2007). This is
where ontology (the study of the nature of things) becomes important.
Neoclassical economists view “economics” as the solving of a constrained optimisation program. Rational
people go about satisfying their preferences in a rather mechanical manner, independent of any other
force. Behavioural economists, on the other hand, take a realist view of what “economics” is. They believe
that the economy is evidently part of a wider social system which is highly networked (Etzioni, 1986). It
naturally progresses that if this is true, economic behaviour is not just explained by individuals acting in a
Benthamite manner, but also social rules and norms, and psychological factors which affect both what
people strive to achieve, and how they go about it. The evidence seems to favour the second view; the
literature shows people to be affected by a diverse range of psychological (Kahneman, 2003), and
sociological (Etzioni, 1986) factors when making economic decisions.
Thus to use Neoclassical approach of modelling the decisions of a rationally self-interested agent will be
incomplete, and this will have repercussions for the explanatory and predictive power of a model (again, for
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a simple example of the effects of incorrect assumptions, see the appendix). A part of economics is
inherently psychological and sociological, and behavioural economics can explain this part in a way that
neoclassical economics cant.

M E TH O DO L O GI C AL P L U R AL I S M
A key critique of behavioural economics is that it is too informal, and due to its nature, mathematically
intractable. This has some weight, since producing good science requires the thinker to be methodical and
rigorous, something that the neoclassical approach does well. However, there is no reason that behaviour
cannot be modelled in a rigorous manner, simply observe the work of Herbert Simon (1955) and George
Akerlof (2002). Edward Fullbrook (2007) pithily dismisses the fears of neoclassical economists by pointing
out that the medical profession use a myriad of different “narratives” (methods) to rigorously explain the
human body, and few would contend that medicine is not a science.

T HE B EHAVIOURAL A PPROACH : S OME

EXAMPLES

Having shown in the abstract sense that behavioural economics is a good scientific approach, we will now
explore some specific theoretical examples and how they are more comprehensive and useful than the
simplistic neoclassical approach. They are the theory of preferences, the decision making in satisfying
those preferences, and the socio-political factors that affect decision making.
In their book “Humanistic Economics: The New Challenge”, Mark Lutz and Kenneth Lux show how if we
incorporate the psychology of Maslow, we will get far better theories of what preferences actually are and
why than if we simply assume that people maximise utility. Maslow believed that people have needs that
are hierarchical and naturally limited (in mathematical jargon, they would converge to zero fairly quickly),
which is rather different to the insatiable and relativist wants of the rational agent. In the pursuit of
satisfying these needs, people are somewhat paradoxical; they will seek both the best and the worst
simultaneously. The authors demonstrate how we can link the widespread application of neoclassical
economics and numerous social ills such as depression and parochialism, because people aren‟t acting in
a way that their psychology dictates is healthy.
The research of Daniel Kahneman, for which he won the Nobel Prize, shows how psychological traits
determine the manner in which people satisfy preferences. Expanding on the work of Herbert Simon, he
shows empirically that people will only sometimes act in something approaching a rational manner.
Empirical research shows that people will be far more likely follow their “intuition”, (effectively, rules of
thumb), rather than reason, based on their perception of the highly accessible information presented to
them. This can lead to serious errors of judgment about the best course of action. The neoclassical
approach has no solution to offer in such situations, effectively classing them as impossible, while
behavioural economic theory offers two solutions: fostering better intuitive processes through education, or
presenting data in a certain way to encourage a good outcome.
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Friedrich Hayek once said “an economist who is just an economist is unlikely to be a good economist”
(Hartwich, 2010). What he was suggesting was that economists need to understand more than just their
own discipline, they need to understand how it fits into the broader canvas of society. Amitai Etzioni (1986)
surveyed authors whose work reflects that dictum. Denison‟s work illustrates the declining level of
interpersonal trust having real effects on productivity in the United States. Other studies have highlighted
the power of unions and, even the consequences of public opinion and their real effect on resource
allocation. Behavioural economics is realist, it does not simply assume such intangible ideas have
negligible effect, and provides many ways to deal with such phenomena.

C ONCLUDING R EMARKS
This paper has shown in abstract and with evidence how behavioural economics is a powerful and
comprehensive approach to the study of economic behaviour. It has shown that the neoclassical method is
based on a weak argument about the nature of science and hence the role of assumptions. It has also
demonstrated how the nature of economics is such that the blanket assumption of rationality is simply not
good science from the perspective of explanatory and even predictive power.
Behavioural economics, in contrast to the old neoclassical method, attempts to provide a causal
explanation of economic phenomena, it does not wait for it‟s predictions to be proved wrong, but rather
takes the view that all aspects of the theory must be valid in the face of empirical scrutiny. In short, this
paper has shown how behavioural economics is a better research program for the advancement of
economic knowledge.
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A PPENDIX
This appendix aims to give a quick example of how a neoclassical model with the empirically unrealistic,
but core, “as if” assumption of a rationally self-interested agent, has the potential to make significantly
inaccurate predictions if agents are in fact inertial in their decision making in response to a shock.
Let

be a payoff function that is everywhere continuous and second differentiable, as is quite often the

case in economics due to the law of diminishing marginal returns, let it be a function of a variable that the
agent can manipulate,

and an exogenous variable :

The first order condition for an optimal solution to this function,

It is generally the case that
variable

⁄

, is given by:

, so the optimal solution also depends on the exogenous

We can thus describe all possible optimal solutions to this function as a function itself:

Applying the envelope theorem yields:

|

This result tells us that any change in the solution
exogenous shock. Let this shock be denoted as

which yields the optimal payoff will come from an
.

Proposition: Assume that we are initially at an optimal point on

, if we then introduce an exogenous shock

this system, there will be a significant difference between the prediction of the neoclassical model and the
reality.
Proof: The choice of an agent who is inertial in their decision making in response to a shock will remain at
the original choice
about

, and the payoff value of this decision can be given by the Taylor approximation

:
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Whereas the neoclassical assumption of rationality implies that this agent will actually shift to
the predicted payoff value of this decision can be given by the Taylor formula about

, here,

:

We can see that there is an error here between the choice of a rational agent and the choice of an inertial
agent, which can be given by:

This is strictly greater than zero for all values of the shock, and is also increasing with respect to changes in
the magnitude of the shock. Hence if we allow for inertial decision making, the neoclassical model will be
approximately right for small shocks (technically speaking, if a shock has a value below 1 the forecast error
will be smaller than 1) but geometrically inaccurate for shocks the larger they get.
While this is a rather unsophisticated analysis, (a more rigorous approach is taken by Akerlof & Yellen
(1985)), we can see that a quite reasonable realistic assumption can radically alter the implications, and
also the accuracy, of a model.
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E CONOMIC G ROWTH IS A N ECESSARY D ETERMINANT IN A CHIEVING E CONOMIC
DEVELOPMENT – A C RITICAL E VALUATION
Hanka Marx

1.

I NTRODUCTION

„Life is what happens to you while you're busy making other plans.‟ This famous quote by John Lennon is
normally used in a philosophical context and implies that change is probably the only constant variable in
life. Indeed, the life of people around the world has undergone significant changes during the past decades.
However, the dimension and patterns of the modification differed heavily within the various countries of the
world.
While some countries have seen rapid economic growth accompanied by improved quality of life for its
population, economic activity of some other countries nearly stagnated with little or no improvements in life
quality. Aside from that, there were also countries that experienced a sharp increase followed by a
significant decline in living standards (Perkins, Radelet & Lindauer, 2006). Today, the some 40 per cent of
the world‟s population living with less than US$ 2 a day account for 5 per cent of global income, whereas
the richest 20 per cent of the world hold 75 per cent (HDR 2007/2008). The questions arising from these
immense divergences are the basis for the debate about the interrelation between economic growth and
development.
This paper will assess the relationship between economic growth and economic development in a rather
theoretical than practical approach as it focuses on highlighting the similarities and differences between the
concepts and their measurements.
After introducing the topic, the following chapter defines the terms economic growth and economic
development for the purpose of this essay. Subsequently, part 3 introduces real gross domestic product per
capita („GDP‟) as a measure of economic growth and two approaches (the Human Development Index
(„HDI‟) and the Millennium Development Goals „MDGs‟) to evaluate economic development. Paragraphs 2
and 3 build the basis for part 4, which examines the relationship between the two variables in more detail.
The last chapter concludes with the findings from the conducted analysis.

2.

D ISTINGUISHING E CONOMIC G ROWTH

AND

E CONOMIC D EVELOPMENT

Defining economic growth and economic development has been an issue within economic discussions for a
long time. In the late 1970s, Flammang (1979) identified nine different approaches for the definition of the
two terms. Arguments cover a range of concepts from not defining economic growth and economic
development at all over considering both being the same to distinguishing between them based on whether
it occurs in a developed or developing country. He eventually comes up with an attempt of clarification as
he refers to growth as a quantitative change and development being rather qualitative (Flammang 1979).
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Though this statement is neither a widely agreed nor a complete definition, it can be seen as a starting
point for the overall problematic of defining and distinguishing between the two variables. How economic
growth and economic development will be used for the purpose of this essay is illustrated in the following
paragraphs.

2.1

D EFI N I N G E C O N O M I C G RO W TH

In general, economic growth is one of various macroeconomic variables to assess an economy‟s
performance. Perkins, Radelet & Lindauer (2006) refer to economic growth as the real (inflation-adjusted)
increase of a nation‟s output. According to Mankiw (2009) an economy‟s output is its GDP, the value of the
goods and services of an economy produced domestically within a certain period time (usually a year). The
national income identity concept states two different approaches to consider GDP. This means GDP can
either be seen as the total income of a national or as the nation‟s total expenditures on the economy‟s
output of goods and services (Miles & Scott, 2005). Obviously, both views should lead to same result, as
the identity is only valid if income equals expenditure. Hence, economic growth can also be understood as
a rise of a nation‟s aggregate income.

2.2

D EFI N I N G E C O N O M I C D E VEL O P ME N T

Unfortunately, there is no such abridged definition for the concept of economic development. In general,
development can be seen as a normative approach that deals with the process of making things better for
everyone, meaning an improvement in various areas considering living standards such as health,
education, life expectancy and freedom (Perkins, Radelet & Lindauer, 2006 and Colombatto, 2004).
Given the great variety of living-standards all over the world, the understanding of development itself differs
significantly among individuals: for many people development is just about meeting basic needs in order to
secure survival including needs such as food, a safe place to stay and access to a basic health system with
rising living standards, people tend to see development differently, usually based on the material and
cultural approaches appreciated by different societies (Peet & Harwick, 2009).
According to Todaro & Smith (2009) the debate about economic development was notable influenced by
the work of Sen who views development as expanding the capabilities of people to live the lives they want
to choose (Sen, 1999). His capability approach states that the freedom of choice is essential to evaluate
the well-being of an individual whereby well-being here refers to the very basic human needs of having
sufficient food and being healthy.
Overall, development goes beyond an accumulated economic activity and is usually associated with
structural changes in the economy that eventually will affect the social architecture of a nation such as
family and cultural structure, attitudes, mentalities and demography (Szirmai, 2005).

2.3

C O M PA RI N G

TH E

C O N C E PT S
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Although there is no sharp definition for economic development it is obvious that economic growth and
economic development are not the same as they address completely different issues and cannot be used
interchangeably.
On the one hand, growth deals with achieving a larger economy in terms of increased output and income,
respectively. By contrast, development refers to a more abstract concept involving (besides increased
income) other dimensions such as improvements in health and education.
Lucas captured the frictions about defining growth and development in an amusing and catchy way when
he suggests to distinguish between both „with growth theory defined as those aspects of economic growth
we have some understanding of and development defined as those we don‟t‟ (Lucas 1988, p. 13).

3.

M EASURING E CONOMIC G ROWTH

AND

E CONOMIC

D EVELOPMENT

Measuring economic growth and economic development is essential in order to determine the actual
interrelation between these two variables. The following abstracts discuss strengths and weaknesses of
widely accepted measurements for economic growth and development.

3.1

R E AL GDP P E R C API T A

AS A

M E AS U RE ME N T

OF

E C O N O MI C G RO W TH

Based on the encapsulated concept of economic growth as an increase in real GDP and national income,
respectively, measuring growth as change in real GDP over time is a widely accepted method (Mankiw,
2009).
Real GDP measures the inflation-adjusted market value of the final goods and services domestically
produced within one period of time. The term „domestically‟ states that GDP counts for the whole output
which is produced within the borders of a country including the output produced by foreigners. When
divided by the nation‟s population, the variable real GDP per capita is obtained.
Another way to measure economic output is the gross national product (GNP), which is similar to GDP
expect for the fact that GNP accounts for the output produced by the citizens of country independently from
where they are currently located.
Perkins, Radelet & Lindauer (2006) point out that real GDP per capita prevailed as commonly used
measurement for economic growth mainly due to the reason that „it is easier to track economic activity
within a nation‟s borders‟ (p. 33).
Although measuring economic growth via real GDP per capita offers a convenient and compressed
method, there are a few problems connected with this variable. First of all, GDP does not account for all
activity going on in an economy, since it does not pay attention to unpaid or illegal activities. For example,
tasks like childcare, cooking and house administration are included in the GDP if somebody is paid for
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these services. However, they are not part of the GDP if members of a family or household conduct the
same services (Miles & Scott, 2005, Peet & Hartwick, 2009). The same logic applies to agricultural
productions, which are only accounted for if they are actually offered in the market but left out from the
calculation if the farmers consume them. Perkins, Radelet & Lindauer (2006) consider the drawbacks of
measuring economic growth via real GDP to be more significant in poor countries where typically some
50% of the labour force is categorized as unpaid family labour force.
Furthermore, the GDP does not take into account the cost of the economic growth. So far, it has been
implicitly assumed that only desirable goods and services are produced within an economy. GDP does not
account for the „bads‟ such as environmental damages, excessive consumption of natural resources, crime
and corruption. Ravallion (1997) sees the dilemma of the GDP (and monetary indices in general) in
exclusion of immaterial in their calculations.
Although GDP is an imperfect measure of economic growth, it is helpful when tracking the yearly changes
of a nation‟s economic activity „as long as the magnitude of these imperfections remains fairly constant over
time‟ (Mankiw, 2009, p. 23).

3.2

HDI
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In light of far less agreement on a straightforward definition for economic development, it seems to be
reasonable that there is even more discussion about how to measure something which is not clearly
defined at all. Despite controversial discussions, no final consensus about the most appropriate
measurement for economic development exists until today.
However, two concepts have experienced special attention: the HDI and the MDGs, which will be examined
in the following sections.

3.2.1 T H E H U M AN D E V EL O PM EN T I N D EX (HDI)
The HDI ranks all UN-member countries according to their status of human development and was
introduced in 1990 by the United Nations Development Programme (UNDP). The UNDP‟s understanding of
human development was mainly influenced by the ideas of Sen as the Human Development Report (HDR)
1990 articulates that „at all levels of development, the three essential ones are for people to lead a long and
healthy life, to acquire knowledge and have access to resources for a decent standard of living‟ (HDR 1990,
p. 10). The index assigns equal weight to the three different dimensions of human development and uses
life expectancy at birth as indicator for a long and healthy life, the adult literacy rate (two third weight within
the education dimension) and the combined enrolment rate (one third weight) as index for the knowledge
measure and an adjusted GDP variable in order to assess the standard of living. Using an adjusted value
for the GDP per capita accounts for the fact the concept of diminishing marginal utility of income meaning
that after a certain point the utility gained from additional income increases at decreasing rate (Todaro &
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Smith, 2009). The index values can range from 0 (meaning lowest human development) to 1 (highest
human development).
Shortly after the introduction of the HDI Kelley (1991) published a paper in which he sharply criticized the
index. One of his arguments states that it is hard to understand why an increasing income contributes at a
diminishing rate after reaching a certain point given the UNDP‟s understanding of development primarily as
an enlarging in set of choices available. However, the law of diminishing utility is a widely accepted
economic concept (Pindyck & Rubinfeld, 2009). Furthermore, Kelley conducts sensitivity tests by showing
the impacts resulting from changes in the underlying endpoints of the variables, indicating a high effect
when changing the life expectancy and a low effect when doubling desirable endpoint.
A few years later, Kelley‟s arguments have been supported by another critical review on the HDI conducted
by Najam & Sagar (1998). Centerpieces of their analysis are the possible trade-offs implied by equally
weighting the three dimensions, the calculation of the adjusted GDP per capital and the lack of inequality
considerations.
The UNDP reacted to the criticism by constructing further indexes to improve the evaluation of human
development. In 1995, the Gender-related Development Index (GDI) and the Gender Empowerment
Measure (GEM) as two measurements of inequality have been launched. According to UNDP, the GDI is
basically the HDI adjusted for gender inequalities whereas GEM assesses the improvement of women‟s
roles in politics and economics (UNDP n.d.). The HDR 1997 introduced the Human Poverty Index (HPI) in
order to account for the deprivation in the quality of life.
It should be noted that comprising the complexity of development into one single index inherently exhibits
weaknesses and leads to a measure, which cannot be assessed separately. However, as a combined
proxy of economic and social data, the HDI is a profound variable that should be evaluated in conjunction
with other indicators developed by the UNDP and the accompanying HDR. The attempts of the UNDP to
measure human development have significantly increased the understanding of the determinants for
development and more important, they helped to improve the awareness to identify the countries which
undergo development and those which do not.

3.2.2 T H E M I L L E N N I U M D E VE L O PM E N T G O A L S (MDG)
In September 2000, the 189 members of the United Nations adopted an all-embracing constitution in order
to achieve substantial progress towards human development. The document highlights the responsibilities
of the developed countries for the developing ones and gives a set of eight goals and 18 targets deemed
achievable until 2015 (Todaro & Smith 2009, Peer & Hartwick 2009). An overview of the MDGs and targets
can be found on page 14.
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As the MDGs addresses development and therefore a normative concept, there has been a lot of criticism
on the approach. According to Todaro & Smith (2009) and Perkins, Radelet & Lindauer (2006) this concept
has mainly been challenged for setting targets either too high or too low, including too much information as
the 18 targets leading to 48 indicators, no prioritization of the goals and the lack of goals for the rich
countries.
As for the HDI, besides all the criticism it should be noted that development and therefore all
measurements related to it have their inherent limitations and should be seen as attempt in order to enrich
understanding of a normative concept.

3.3
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The previous paragraphs clearly illustrated that measuring economic growth seems to be a relatively simple
task given that there is more consensus about what economic growth is at all. Though the GDP variable
has its weaknesses in the calculation procedure, it is a widely accepted measurement for economic growth
which is relatively easy to compute and available for a huge range of countries.
As stated previously, defining the term development is a difficult matter given the normative nature of the
concept. However, in order to keep track of the achievements in human development some measurements
are needed. HDI and MDG are two attempts, which of course have their pitfalls given the fact that they try
to measure the ideal concept of development which is too sophisticated to be captured in indexes and set
of goals. However, both the HDI and MDG can be seen a complement towards the mono-concentrated
measurement variable, the GDP. The HDI tries to approach the comprehensive topic of development by its
multidimensional concept resulting in a single measurement whereas the MDGs pursue a different
technique by setting goals and time-bound targets, covering a whole range of indicators.
Despite pursuing different concepts of evaluation economic development, both measurements assign a
central role to economic growth in achieving economic development. The HDI values of a country is closely
connected to its economic growth (measured in terms of GDP per capita) and achieving specific MDGs
(such as reducing extreme poverty and hunger) is also closely related to a country‟s growth pattern.
According to Miles & Scott (2005) the progress toward reducing poverty mainly depends on the average
GDP per capita and the degree of inequality in a society.

4.

D ETERMINING THE
D EVELOPM ENT

RELAT IONSHIP BETWEEN

E CONOMIC G ROWT H

AND

E CONOMIC

The preceding analysis of the concepts and measurements of economic growth and development strongly
suggests the presence of a relationship between both variables. This is not a surprisingly new finding as
Adam Smith came to this conclusion as early as 1776. In his well-known economic book The Wealth of
Nations he points out that a country‟s affluence is mainly determined by the amount of goods and services
the nation‟s people are able to obtain.
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Since then economic theories in general and the theory of growth and development in particular have
undergone periods of sometimes more, sometimes less constructive debates and discussions.
Nevertheless, economic literature on development issues indicates a broad consensus on the presence of
a relationship between growth and development whereby economic growth is seen as the increase in real
GDP per capita Szirmai (2009) states that especially in poor countries growth seems to be a prerequisite to
achieve development while the process itself involves more than just growth. Perkins, Radelet & Lindauer
(2006) underline this finding and argue that without growth an improvement in living standards is only
possible by transferring income and assets among the individuals of a society. However, a poor country‟s
possibilities of income distribution are fairly limited when there is only a small amount of income and assets
that can be transferred. They point out that „economic growth, by contrast, enables some or even all people
to become much better off without anyone necessarily becoming worse off‟ (Perkins, Radelet & Lindauer,
2006, p. 39).
According to Sen (1999b) income is one but not the only factor that contributes to the process expanding
capabilities, which he sees as development. This view is shared by Seers (1979) who argues that
development includes more than growth and structural changes.
Apparently, there is no single strategy or policy that guarantees the progress of development, but countries
which have been successful in achieving development shared some features such as capable
governments, well-functioning markets and institutions as well as healthy and educated people who could
work efficiently (Perkins, Radelet & Lindauer 2006). As the transformation from growth into development is
not an automatically mechanism, these conditions imply that economic growth alone is meaningless if the
gains related to it are not distributed efficiently (HDR 1990).
Some economists refer to development as broad relationship between growth, inequality and poverty. The
Kuznet hypothesis states that at an early stage of development an increased income leads to increase in
inequality, but after reaching a certain level of development this inequality decreases again (Stiglitz 1998,
Persson & Tabellini 1994).
Overall, economic growth and development not only appear to influence each other, but even seem to be
strongly correlated. When looking at the impact of growth on development, it can be concluded that
economic growth itself is a necessary condition in order to achieve development. Nevertheless, it is far from
being a sufficient one.
More important than technically augmenting output and income, is the distribution of the additional
resources among the people of a society. Economic growth itself is meaningless if it benefits only a few
individuals or if the nation‟s people are not able to use their additional income effectively because the
economy is lacking reliable political, social, and market structures.
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5.

C ONCLUSION

Based on the analysis of the concepts and the measurements for economic growth and development, I
personally agree with the statement that economic growth is a necessary determinant in order to achieve
economic development. However, I do not see growth a sufficient condition for development. An increasing
economic activity does not automatically improve the living standards of the society as growth itself is
pointless if it cannot be translated into a better quality of life for the population of a nation.
The question remains to what extend economic growth is desirable. An analysis conducted by Lewis
concludes that „economic growth is only one good thing among many, and we can take it to excess‟ (Lewis,
1955, p. 429). For sure, the results of excessive growth such as extreme inequality of income, excessive
materialism and individualism would negatively affect a society.
Furthermore, the gains from economic growth have to be evaluated with regard to the cost for achieving it.
Especially topics such as long-term consequences of destroying natural resources or climate change have
recently experienced increased attention.
Nevertheless, I understand that economic growth is widely seen as one important factor in order to set in
motion the complex mechanism of economic development. The presence of the link between both variables
cannot be neglected, but it would be somehow naïve to assume a naturally relationship. The process of
transforming growth into a basis for development is the centerpiece of the discussions arising in connection
with income distribution policies and the importance of reliable and effective political and economic
institutions.
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A PPENDIX 1 – T HE M ILLENNIUM D EVELOPMENT
Goal
Goal 1:
Eradicate extreme poverty
and hunger

GOALS AND

T ARGET S

Targets
• Reduce by the half the proportion of people living on
less than $1 a day
• Reduce by the proportion of people who suffer from
hunger

Goal 2:
Achieve universal primary
education

• Ensure that all boys and girls complete a full course of
primary schooling

Goal 3:
Promote gender equality and
empower women

• Eliminate gender disparity in primary and secondary
education, preferably
by 2005, and at all levels by 2015

Goal 4:
Reduce child mortality

• Reduce by two-thirds the mortality rate among children
under 5

Goal 5:
Improve maternal health

• Reduce by three-quarters the maternal mortality ratio

Goal 6:
Combat HIV/AIDS, malaria,
and other diseases

• Halt and begin to reverse the spread of HIV/AIDS
• Halt and begin to reverse the incidence of malaria and
other major diseases

Goal 7:
Ensure environmental
sustainability

• Integrate the principles of sustainable development into
country policies
and programs; reverse loss of environmental resources
• Reduce by half the proportion of people without
sustainable access to safe
drinking water
• Achieve significant improvement in lives of at least 100
million slum
dwellers by 2020

Goal 8:
Develop a global partnership
for development

• Develop further an open, rule-based, predictable, nondiscriminatory trading and financial system, includes a
commitment to good governance, development, and
poverty reduction – both nationally and internationally
• Address the special needs of the least developed
countries, includes tariff and quota free access for least
developed countries‟ exports, enhanced
program of debt relief for heavily indebted poor countries
and cancellation of official bilateral debt; and more
generous official development
assistance for countries committed to poverty reduction
• Address the special needs of landlocked countries and
small island developing states
• Deal comprehensively with the debt problems of
developing countries through national and international
measures in order to make debt
sustainable in the long term
• In cooperation with developing countries, develop and
implement strategies for decent and productive work for
youth
• In cooperation with pharmaceutical companies, provide
access to affordable essential drugs in developing
countries
• In cooperation with the private sector, make available
the benefits of new technologies, especially information
and communication
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Australian Bureau of Agricultural and Resource Economics (ABARE)
ABARE, located in Canberra, is an Australian government economic research agency noted for its professionally
independent research and analysis.
Our objective is to contribute to the competitiveness of Australia’s agricultural, fishing, forestry, energy and minerals
industries and the quality of the Australian environment by providing rigorous, independent economic research
analysis and forecasting.
ABARE produces regular quarterly forecasts for a wide range of export commodities, so that industries can plan their
future better, based on sound research. Our commodity analyses cover agriculture, minerals, energy, fisheries and
forestry.
A career in research
Graduate economists at ABARE undertake economic research, contributing to ABARE’s research program, from day
one. Graduates carry out applied economic research and/ or commodity analysis on a diverse range of issues relating
to climate change analysis, productivity, agriculture and trade, land and water management, resources and energy,
depending on the particular work area in which they are placed.
Development opportunities
Your knowledge and skills will be developed by being assigned to a team of highly experienced research economists,
statisticians and applied mathematicians in one of ABARE’s many areas of research. At the same time, ABARE will
take steps to assist your professional development through access to both on the job and formal training. ABARE
provides training in areas such as writing, presentation skills and advanced IT applications. You will also be
encouraged to attend seminars on research topics held throughout the year and to participate in an industry project.
Employment conditions
ABARE offers competitive salaries and employment conditions, including relocation assistance for preferred
candidates and assistance with future study. Most ABARE graduates gain promotion to higher levels within their first
12 months with the organisation.
Your comprehensive benefits package will include: flexible working conditions that assist you to balance your work
and personal life, generous personal and recreation leave provisions, access to flexible remuneration packaging,
attractive superannuating provisions, ongoing development and training opportunities and flex time – a system that
enables you, in consultation with your manager, to vary working hours, attendance patterns and working arrangements
to best meet your work and personal commitments.
Eligibility
A degree in economics or related disciplines at honours level or higher is preferred. Serious consideration will also be
given to candidates holding double degrees with significant economic content, and to economics undergraduates with
good academic records and a demonstrated awareness of Australia's agricultural and rural industries.
Australian citizenship is an essential requirement of employment with ABARE. Applicants must be an Australian
citizen or be in the process of becoming an Australian citizen (and hold Australian Citizenship status by 15 January
2011).
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M ATERIAL P OSSESSION , I NCOME & H APPINESS – A N E CONOMIC
I NVESTIGATION
Andrew Nguyen

Upon the completion of secondary schooling, practically all young adults of western society are thrust into a
world of material desires and consumption. In order to attain and fulfil these desires, income is required. In
order to attain income, one must possess the skills in order to be able to carry out a service and be
compensated for doing so. This is the plainly obvious path of life that the vast majority of those currently
attending university are starting out on. Driving those who one day wish to be the beneficiary of a sizeable
pay packet, is the eternal pursuit of happiness. It could be argued that ingrained in the consciousness of
western culture, is the idea that wealth leads to at least some degree of happiness, whether that manifests
itself in security, providing for a family or indeed fulfilling wants and desires of the material kind. Research
involving self reports on perceived well being has shown however, that although there can be no doubt that
having an income above a poverty line (the figure varying from country to country) provides a great
difference in the level of happiness, once basic needs are met, there is only a small correlation between
high levels of income and happiness. Oddly, when observing people over time, happiness levels appear to
remain constant even though the level of income tends to increase with age (beginning from young
adulthood). Some evidence even contradicts this existing albeit weak trend.
Why is this so? Many may well point towards philosophical and ideological conclusions, but underlying this
apparent paradox is a number of economic factors and discoveries. Research conducted by Di Tella,
MacCulloch and Oswald (2003) as well as Easterlin (2001) provide fascinating insight into the other
elements at play that are causing this apparent dissatisfaction among westerners. Much of the evidence
used by these scholars as well a host of others draws upon psychological evidence, and research
consisting of multiple self-report format tests and experiments conducted over lengthy periods of time, in
order to establish the degree of happiness that participants in studies were able to articulate mainly through
a standard 3 answer question of “How do you feel about your life in regards to well being?” where possible
answers included “Not very happy; quite happy, or very happy”. This may give the impression that this is
not an issue of economics, however this judgment is highly misguided. The psychological evidence is used
mainly to supplement and support arguments which point conclusively to economic factors being at the
heart of this issue. Through understanding and highlighting the importance of the expectations that people
hold in regards to their income, economic models have demonstrated that as incomes increase, so does
the criteria for happiness. If individuals expectations on what a good life consisted of remained the same as
their income increased, we would no doubt witness a strong correlation between the two. This essay will
endeavour to investigate prior research into the economics of income, material possessions and happiness
and expose the principles and ideas at work that explain the intricacies of why there lacks a truly significant
link between income and individual happiness.
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Happiness according to Easterlin (2001) is related to subjective wellbeing, satisfaction, utility and welfare.
Easterlin‟s research into data and studies that had previously been collected regarding happiness and
subjective levels of well being, indicated that a number of empirical regularities were present in regards to
the relationship between income and happiness. The first of these was a cross sectional relationship, also
found in research conducted and referenced by Di Tella, MacCulloch and Oswald (2003). This point-intime study revealed that there was a simple but none the less significant correlation between happiness
and income. The data had been collected through a General Social Survey carried out in the USA where
participants were asked to answer a series of questions, including that which addressed a subjective
measure of happiness (Appendix 1). By grouping the participants and their answers into certain income
groups, and ranking their answers on a scale of 0 to 4, Easterlin was able to make the following conclusion:
“By this measure, average happiness varies directly with income throughout the income range, from a low
of 1.8 to a high of 2.8… …in every representative national survey ever done, a significant positive bivariate
relationship between happiness and income has been found.” (Easterlin, 2001).
Easterlin found this trend to be weak but still important. What is particularly interesting however, is what
was uncovered by studying the same question of happiness over a lifetime rather than a single point a
person‟s life. The results of this analysis (Appendix 2) revealed that even though economic circumstances
generally improve significantly up to retirement age, there was no parallel between subjective levels of
happiness. This is in direct opposition to the trend found in previous studies involving absolute values of
income and happiness. Finally a third trend that was discovered by Easterlin concerned individual‟s
perceived happiness in the past and future in comparison to their lives at present. Results showed
(Appendix 3) that “people at any given point in the life cycle typically think that they will be better off in the
future than at present, and that they are better off today than in the past” (Easterlin, 2001).
These inferences raise serious implications about the link between income and happiness. In order to
explain these trends and what they mean in regards to income and happiness, economic models and
reasoning is required.
In order to explain the first empirical trend of the small correlation between income amount and happiness,
opportunity costs and the trade off between aspirations and income level need to be taken into account.
Easterlin approached this issue by modelling the perceived level of “aspiration”, that is a person‟s idea and
criteria of what level of material wealth would give them an “ideal” life, against the level of income they were
experiencing at present (Appendix 4). In principle, those with a higher income will be better equipped to
fulfil these aspirations and attain a high level of happiness. Easterlin was able to explain why the link
between happiness and level of income is so weak through economics by highlighting the fact that as
income rises, a persons expectations, not their level of happiness, will rise with it. In a way, this eliminates
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their chance of truly accomplishing their previous level of happiness and creates a scenario that could be
likened to a dog chasing its tail.
Evidence has been gathered to support these findings through the use of similar research (Di Tella,
MacCulloch; 2006). By analysing data regarding the changing of material aspirations as young adults
progress through life, alongside their likely future projected incomes (calculated in accordance with their
level of education), it was found that although groups around the age of 18 had practically identical ideas
on what they deemed as a “good life”, regardless of their projected incomes, there was a distinct
divergence as their lives progressed. While their happiness levels remained relatively equal, their
expectations and aspirations on life grew increasingly different as time passed. Easterlin points towards the
economic theories of habit formation models and theories of interdependent preferences (Day, 1986;
Duesenberry, 1949; Frank, 1985, 1997; Modigliani, 1949; Pollak, 1970, 1976; Tomes, 1985). By
emphasising the role that comparison plays in making decisions and the formation of expectations, these
models support the case for changing attitudes towards quality of life and their implications in regards to
income and happiness. The fact that income tends to be viewed only in comparison to aspirations that are
constantly changing is key to the underlying principle behind why income and self satisfaction do not have
a strong correlation in the western world.
As each of us continues to strive in the business world and continues to be driven by the concept of a
better life, it is more than likely that the idea of satisfaction formed in our minds will never be truly fulfilled.
By investigating the underlying economic powers that influence our thinking and attitudes towards income
and self satisfaction, we can see the basic economic principle that wants are insatiable and our means to
quench them are impossibly limited. The impulse of comparison driven by a number of economic factors
has lead us to constantly reassess where we are in conjunction to our incomes and to always set the bar
higher, whether to our benefit or detriment is a highly contentious argument in itself. As we continue on
through the innumerable stages of life, perhaps we will see whether this statement from Samuel Johnson,
an 18th century British author, holds true:
“Life is a progress from want to want, not from enjoyment to enjoyment.” Samuel Johnson, 1776
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