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Abstract
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with higher income in future periods. People with negative perceptions of their own progress and
with higher fear of unemployment increase their incomes less, on average. Psychologists
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Does Happiness Pay?
An Exploration Based on Panel Data from Russia

The study of happiness, or subjective well-being, and its implications for economic behavior
is a fairly new area for economists, although psychologists have been studying it for years. The
findings of this research highlight the non-income determinants of economic behavior. For
example, cross-country studies of happiness consistently demonstrate that after certain minimum
levels of per capita income, average happiness levels do not increase as countries grow
wealthier." Within societies, most studies find that wealthier individuals are on average happier
than poor ones, but after a minimum level of income, more money does not make people much
happier.? Because income plays such an important role in standard definitions and measures of
well being, these findings have theoretical, empirical, and policy implications.

Some of the earliest economists — such as Jeremy Bentham — were concerned with the pursuit
of individual happiness. As the field became more rigorous and quantitative, however, much
narrower definitions of individual welfare, or utility, became the norm, even though economics
was still concerned with public welfare in the broader sense. In addition, economists have
traditionally shied away from the use of survey data because of justifiable concerns that answers
to surveys of individual preferences — and reported well being — are subject to bias from factors
such as respondents’ mood at the time of the survey and minor changes in the phrasing of survey
questions, which can produce large skews in results.® Thus traditional economic analysis focuses
on actual behavior, such as revealed preferences in consumption, savings, and labor market
participation, under the assumption that individuals rationally process all the information at their
disposal to maximize their utility.* More recently, behavioral economics has begun to have
influence at the margin, as an increasing number of economists supplement the methods and
research questions more common to economists with those more common to psychologists.”

In this same vein, the research on subjective well being relies heavily but not exclusively on
surveys, and combines methods from both professions. Typically, the questions are very simple
ones about how happy or satisfied respondents are with their lives, with responses ranging from

! Easterlin (1974).

% See, among others, Blanchflower and Oswald (1999); Diener (1984); Frey and Stutzer (2002); and Graham and
Pettinato (2002). A contrasting view, in a study by psychologist Bob Cummins, starts from the assumption that
subjective well being is held within a narrow range determined by personality, and that then is influenced by a
number of environmental factors, including income. This study finds that there are significantly different levels of
subjective well being for people who are rich, those who are of average Western incomes, and those who are poor.
They also note that the effects of income are indirect, i.e. in terms of the other resources that income allows people
to purchase, ranging from better health to nicer environments. See Cummins (2000), “Personal Income and
Subjective Well Being: A Review”, Journal of Happiness Studies, VVol.1, pp.133-158.

® For a critique of the use of survey data, see Bertrand and Mullainathan (2001).

* Assumptions about how much information individuals have and how they process it have become much more
sophisticated over time, including the concept of bounded rationality. With bounded rationality, individuals are
assumed to have access to local or limited information, and to make decisions according to simple heuristic rules
rather than complex optimization calculations. See Conlisk (1996) and Simon (1978).

® A particularly important sign of support for this line of work was the granting of the 2002 Nobel Prize in economic
science to Daniel Kahneman, a psychologist.



not very or not at all to very or fully satisfied.® While there are justified criticisms of how
accurate such questions are in assessing life satisfaction at the individual level, there is
remarkable consistency in the patterns generated by the answers to these questions aggregated
across populations and over time. In addition, a number of psychologists have been able to
“validate” the use of these questions through other measures, for example by showing that
individuals who answer happiness questions positively also demonstrate other measures of
positive affect, such as smiling more frequently.’

Some of the most recent work on subjective well being has resulted in a new collaboration
between economists and psychologists, and contributes to our understanding of seemingly non-
rational economic behavior. Examples of such behavior are the remarkable contrast between
predicted and experienced utility, such as individuals valuing economic losses disproportionately
more than gains; conspicuous consumption to demonstrate wealth at the margin; and/or the
contrast between observed time preferences and the standard economic analyses of discounting.?
Better understanding of such behavior helps explain unusual patterns in consumption and
savings; in voting; in the structure of redistributive policies; in attitudes about insecurity and
social insurance; and in support for market policies and democracy, among others.

Another of the many important insights from the happiness research, which has been written
about extensively in the sociological and economics literature, is the important role of adaptation
and rising expectations. As individuals — and those in their reference group — earn more income,
their expectations also rise or adapt.” Thus higher levels of income are needed to achieve the
same levels of well being.'® Adaptations can also adjust downwards. A good example is in the
case of health and aging. Several studies show that individuals adapt to changes in health status —
such as the onset of a serious disease — by changing their reference point for “good” health, and,
after a 'ﬁmporary drop, continue to evaluate their well being at the same or similar levels as
before.

An important unanswered question in much of this research is the direction of causality. In
other words, it is difficult to establish cause and effect with many of the variables that are at play,
and in many cases they may interact. For example, are married people happier, or are happier
people more likely to get married? Are wealthier people happier, or are happier people more
likely to be successful and earn more income over time? Similar questions can be posed in a
number of areas, including the positive relationship between health and happiness, between
happiness and support for market policies and democracy, and happiness and tolerance for

® Most surveys use a four point scale, although more recently psychologists have begun to advocate the use of either
seven or ten point scales as more accurate.

" See, for example, Diener and Biswas-Diener (1999). More recently, Danny Kahneman has been conducting studies
to determine differences in the determinants of positive affect from those of life satisfaction at the Center for the
Study of Well Being at Princeton. He presented preliminary findings at a Center on Social and Economic Dynamics
seminar at Brookings, February 2002. [ Kahneman et al (2002)] Psychologists tend to make a distinction between
happiness and life satisfaction, while economists tend to use the terms satisfaction and happiness interchangeably (as
we do in this paper). The correlation between responses to life satisfaction and happiness questions, meanwhile,
tends to be on the order of .95.

& Kahneman and Tversky (2000); Thaler (2000).

° This literature is summarized in Graham and Pettinato (2002).

1% This has also been referred to as the “hedonic tread mill”.

1 Groot (2000).



inequality. A better understanding of the direction of causality question will help determine the
extent to which the findings from this research should be incorporated into policy analysis.

One of the primary difficulties in establishing this direction of causality is the lack of
adequate data. Most of the happiness research is based on cross-section data, while to answer
these questions, we need panel data — i.e. surveys that follow the same people over time. Such
data are particularly rare for developing countries. A few isolated studies by psychologists in the
United States and Australia shed some light, and establish that happier people earn more income
in later periods than do their less happy cohorts.'? Yet for the most part, research on subjective
well being has not addressed these questions.

In this paper, we take advantage of a large panel for Russia, the Russia Longitudinal
Monitoring Survey (RLMS), which covers an average of almost 13,000 Russians per year from
1992 to 2001, and from which we create a panel data set containing data in 1995 and 2000.%®
[Summary statistics are in Table 1.] Among many other questions, there is a standard happiness
question in the RLMS, which asks “to what extent are you satisfied with your life at the present
time”, with possible answers being “not at all satisfied”, “less than satisfied”, “both yes and no”,

“rather satisfied”, and “fully satisfied”.**

A very clear drawback of this data set is that it covers a time period of tremendous economic
and structural change, with far reaching changes for many people’s livelihood and economic well
being, which limits the extent to which we can draw broader generalizations. On the other hand,
data containing observations on both happiness and income for the same respondents at more
than one point in time is extremely rare. In addition, the instability in economic conditions
provides us with a better than average reference point for stability in subjective well being
despite extensive contextual change.

We depart in this study from earlier analysis by Graham and Pettinato which compares
happiness in Latin America and Russia. In contrast, we analyze happiness data on the same
individuals for two points in time and examine a number of questions in which the direction of
causality is not clear from cross section data alone.™ Our central goal is to test whether people

12 These effects seem to be more important for those at the higher end of the income ladder. Diener and Biswas-
Diener (1999).

3 The RLMS is a nationally representative panel study for Russia, carried out in collaboration with the University of
North Carolina at Chapel Hill, and with funding from U.S. AID among others. More information on the survey can
be found at www.cpc.unc.edu/projects/rims/. Critics of the survey question its degree of representation. Accepting
that some of these criticisms may have validity, we believe it is an extremely valuable data set.

“ Two possible problems with the question, however, which need to be taken into account, is that the question
allows respondents to have a neutral option, which skews responses to the middle of the distribution, and the
ordering of the question in the survey. Rather than asking the happiness question first in the survey, before
respondents are given a chance to evaluate other aspects of their life, the RLMS happiness question is in the middle
of the survey, after a series of questions about occupational and income status, which might skew the responses
negatively.

15 The 2000 results were not available at the time of that analysis. See Graham and Pettinato (2002). In addition, the
Journal of Happiness Studies had a special issue on happiness in Russia (Vol.2, No.2, 2001) which was based on the
analysis of a separate panel of households, the Russet panel, which ran from 1993 to 1995. The articles in that
volume tracked changes in happiness over time, but did not attempt to evaluate the affects of happiness on other
variables such as income. See, for example, Veenhoven (2001).
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who reported higher happiness in 1995 than would be expected based on their socioeconomic
and demographic characteristics fared differently in 2000 than others. Presumably, these
differences are due to psychological or other non-economic or demographic factors. The purpose
of this exercise is to determine whether these differences, appearing in people’s reported
happiness levels in the first period, have effects on outcomes such as income, marriage status,
and employment in the second.

Psychologists find that there is a remarkable degree of consistency in people’s level of
wellbeing over time. They attribute this stability in happiness levels to homeostasis, in which
happiness levels are not only under the influence of experience, but also controlled by positive
cognitive bias, such as self-esteem, control, and optimism. *° We use our panel data to create a
“residual” or unexplained happiness variable, which is an attempt to capture or proxy this
psychological element of happiness. We can then test whether it has causal properties in addition
to the observed demographic and socioeconomic variables on future income. Of course, some of
what is captured by our residual term could well be other unobservable socioeconomic,
demographic, or stochastic characteristics that are unrelated to cognitive bias. It remains to be
seen to what extent the causal properties of unexplained happiness depend on cognitive bias as
opposed to other unobserved factors.

Our analysis is a first attempt to examine these questions in detail with this kind of data, and
has an exploratory element. We first use the standard variables to explain as much as we can
about happiness levels at a given point in time. We take advantage of having two observations on
the same people to see if there are any changes in the relative weights of these variables over
time. We then correct for the effects of individual traits or characteristics that could be driving
the results (for example, happier people may be more likely to get married rather than marriage
enhancing happiness) by using panel fixed effects to see if changes in individual status make a
difference to the results. We then turn to the effects of unexplained or residual happiness on our
key variables, such as income, health, and marital status. Finally, we examines the effects of
changes in these variables that are not explained by our residual happiness variable — such as
quitting smoking and getting divorced — on happiness.

Russia in the 1990’s

Any attempts to generalize from analysis based on Russia in the 1990’s must take into
account the far reaching nature of the changes in that country’s economy and polity over the
course of the decade. During that period, Russia underwent a transition from a centrally planned
economy and communist government to a free market, presidential-parliamentary democracy.*’
At the same time, much of its large federation — which was part and parcel of its status as a
superpower — was parceled into a number of newly independent states.

The transition had high social costs, with some of the worst losers being pensioners and
others on fixed incomes. Poverty and inequality increased markedly. Depending on the data
sources, the prevalence of poverty in Russia was between 22 and 33% in 2001, while the Gini
coefficient increased from .29 to .40 between 1992 and 1998, with some estimates as high as .48,

16 See, for example, Cummins and Nistico (forthcoming).
7 This is Freedom House’s classification of the government in Russia in 2002.



a level which is comparable to some of the most unequal countries in Latin America.’® An
additional shock, particularly to those on fixed incomes, came from a financial crisis and sharp
devaluation of the ruble in August 1998. The devaluation, in which the ruble fell to 25 percent of
its previous rate against the US dollar, was accompanied by fiscal austerity.™

Since the crisis and devaluation, Russia’s economy has experienced positive growth rates for
several years in a row. Yet a large part of Russia’s economy remains “virtual” — outside the
monetary, market economy. Numerous city-sized factories throughout Russia conduct a large
share of their transactions on a non-monetary basis. Their workers in turn receive their wages
and benefits in kind. To survive, Russians engage in extensive self-subsistence activity,
beginning with food production. Russians — and this includes not only rural residents but also
middle-class urban professionals such as scientists, doctors, and military officers — produce an
astounding 50 percent of the nation’s meat supply and 80 percent of all vegetables and fruits on
their family garden plots. ?° Russia’s “virtual” economy acts as a de facto safety net, limiting the
impact of devaluation-induced price changes on the average consumer at the time of devaluation,
for example.

There is considerable debate over the extent to which Russia’s transition to the market has
been a success or a failure, and whether the pace and sequencing of reform was appropriate. This
is a debate that is well beyond the scope of this paper.?* Yet it is important to recognize that our
panel data cover a period of extensive economic and political change, and the effects of those
changes have not been even across individuals and across economic sectors. This, in turn, could
affect the relationship between income and well being.

There are some peculiarities in the data that seem to reflect the reality of the Russian situation
- both in terms of a large black market and a large barter or virtual economy.?? For example, we
had 54 observations from respondents that reported zero household income. Yet the results of
our econometric analysis including these respondents produced results which were quite counter-
intuitive, such as a consistently positive and significant sign on the zero income dummies in
relation to both future happiness and future income. About half of the zero income respondents
reported that they were employed. It is quite plausible that they are earning substantial income on
the black market, which they are reluctant to report, and/or have earnings in kind. These earnings
still have effects on their well being, but do not show up as reported income.

18 There is considerable debate over these figures, in part due to problems with accurate over-time data. These
figures are from the World Bank (www.worldbank.org.ru). For a more detailed discussion, see, for example, Ferrer-
I-Carbonell and Van Praag (2001); and Klugman and Braithwaite (1998).

19 See Gaddy and Graham (2002).

20 For detail on this, see Gaddy and Ickes (2002).

21 For a critical view, see, for example, Stiglitz (2002). For a more optimistic view, see Aslund (1995).

22 For a description of Russia’s “virtual economy”, see Gaddy and Ickes (2002).

2 \We initially attempted to include these respondents by adding 1 to each of the 54 observations that reported zero
household income in order to take a log and include them. We also created a dummy variable for these respondents,
in order to control for any effects that were specific to them and/or that result from our arbitrary specification of
their income level (adding 1). We also substituted this specification with a Box-Cox income variable transformation,
but found that it did not have a (statistically significant) better fit than did the zero-plus-one logarithmic
specification with zero income dummies. Including them produces skewed results (for example, log income in 1995
was negatively correlated with log income in 2000). Since they comprise only 54 observations in a sample of over
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Another caveat is that all panel data suffer from attrition bias. Those on the extreme tails of
the distribution are the most likely to drop out of the panel, as the wealthiest may move to better
neighborhoods and the poorest who “don’t make it” may move in with other family members or
opt for other kinds of coping strategies. Thus panels can be biased in their representation of all
income groups. In the case of Russia, with extreme levels of economic and political turmoil, it is
plausible that this attrition occurs more than it would under more stable circumstances. Our
analysis of the data, however, finds no difference between the characteristics of those
respondents in the panel and the entire group of respondents in the original 1995 survey, at least
as measured by age, education, income, gender, marital status, and happiness.?*

A second problem, measurement error, involves possible error stemming from the difficulty
of accurately measuring the incomes of those individuals who work in the informal economy or
in the agricultural sector. As noted above, this informal sector is disproportionately large in
Russia.”

There are also concerns that because of Russia’s political legacy, respondents might view
survey questions with suspicion and answer them less honestly then they would in other
contexts. Thus the unusually low levels of happiness in Russia could be due to such suspicions,
or to unfavorable comparisons with the West, and/or to a culture of negativism. However,
research by Veenhoven (2001) finds that the unusually low levels of happiness in Russia have
more to do with the troublesome transitions than with Russian national character or other biases
in responses. [See Figure 1] Finally, despite these many caveats, the relatively large sample size
and the intuitive nature of many of our results make us cautiously optimistic about their broader
applicability.

Measurable and Unexplained Determinants of Happiness

A fairly wide body of literature has found consistent links between a number of demographic
and socioeconomic variables and reported happiness. These include income, health, marital
status, gender, race, and life cycle effects. In this section, our objective is to explain happiness in
Russia as accurately as possible based on these standard measures. Our first step was to examine
the effects of the usual socioeconomic and demographic determinants of happiness, such as age,
education, income, gender, and marriage, on happiness levels in Russia.

These variables have fairly consistent effects on happiness across societies and across time —
in both the developed and developing economies for which there is data. ?® Yet there are a
number of plausible reasons why these effects might not hold in Russia. These include the

5000 - we chose to drop them and to use a simple log equivalence specification throughout the analysis. Results of
this econometric analysis are available from the authors on request.

2 Results available from the authors on request.

%5 \We attempted to deal with this error in our sample by creating dummy variables for the 54 respondents that report
zero income. Rather ironically, at least half of these respondents display other traits that suggest they have
substantial assets if not monetary income (discussed below). Because of this, including them often skewed our
econometric results and thus we did not include them in most of our analysis.

% For studies in the U.S. and Europe see, among others, Blanchflower and Oswald (1999); and Frey and Stutzer
(2002). For happiness in Latin America, see Graham and Pettinato (2002).



dramatic nature of economic and political change in Russia during the period under study, as
well as cultural differences in answering this kind of survey question.?’

We ran standard happiness regressions for both 1995 and 2000, and then conducted a T-test
for equivalence to see if there was any significant difference in the results between the two years.
As in many other countries, there is a quadratic relationship between age and happiness, a U-
shaped curve with the lowest point on the curve being 47 years of age (this is slightly older than
the turning point for most OECD countries and the United States, which is typically in the early
forties). Men were happier than women in Russia, both in 1995 and in 2000. [Table 2] Higher
levels of education are correlated with higher levels of happiness in Russia, as they are in most
countries.?® Retirees are less happy than others, which reflects the oft-described plight of
pensioners in Russia.

Minorities in Russia are, on average, happier than other respondents (16% are in the former
group, 84% identify as Russian). This is distinct from trends in many other countries, where
minorities tend to be less happy than other groups. In the U.S., blacks are, on average, less happy
than other groups, and in Latin America, those who identify first as a minority rather than as the
nationality of their country are less happy than other groups.?® There are many plausible reasons
for this, including the dramatic changes in Russia’s status as a superpower and its effects on
national morale, as well as longer term cultural traits. Similarly, in a related but separate
question, those that identify themselves as Muslim - 8% of the sample - were, on average,
happier than others in 2000, although the coefficient was just short of significant at the 5% level.
More generally, having faith or a religious affiliation is positively associated with happiness in
most countries.

Happiness research finds general patterns in the relationship between socioeconomic
variables and happiness across countries and across time, but with subtle variations. Given the
extent of economic change and mobility in Russia during the period under study, we expected
there to be more than the usual variation across time. The 1990’s crisis hit retirees, the
unemployed, and lenders in particular very hard. Rather remarkably, there was very little change
in the relationship among the standard variables and happiness during this time period. When we
tested the difference between the two years’ results, however, the only two coefficients in our
basic happiness model that experienced a significant change in value were being a minority and
being unemployed; even then there was not a change in direction in the sign of either coefficient.
[Table 2 — column 3]

In 2000, while minorities were still, on average, happier than other respondents, they were far
less happy than they were in 1995. The war in Chechnya, which started at about the time the first
survey was conducted, has changed the image of Muslims and minorities in general in Russia,
and a number of surveys find that the majority of Russians support the efforts of their military

27 \Veenhoven (2001), for example, notes that results from Russia could be distorted by translation as well as a
culture of “negativism”. His own analysis, however, based on a different panel for Russia — the Russet panel for
1993-95, finds that the results are not biased by these factors.

% This is true for the developed economies and for Latin America. For the latter, see Graham and Sukhtankar
2002).

gg On the U.S., see Blanchflower and Oswald (1999), among others; for Latin America, see Graham (2002).

% For empirical evidence on this for Latin America and the U.S., see Graham (2002).



against a mainly Islamic population.* Thus respondents who are Muslim or minorities have, on
average, higher happiness levels than Russians, but have experienced a transitory (hopefully)
decline in happiness due to the change in the status of Muslims related to the war.

The second coefficient that experienced a change in value was being unemployed. While
unemployed people were less happy on average than others in both years, the negative effects of
being unemployed were significantly greater in 2000 than they were in 1995. [See Table 2,
column 3] This probably reflects the effects of the financial crisis and the devaluation on the
fixed and/or very meager incomes of the unemployed.

If our simple cross-sectional model completely captured the determinants of happiness, then
conducting a panel fixed effects regression — essentially, measuring the effect of changes in the
determinants on changes in happiness — would produce identical coefficient results. However,
we have good reason to believe that the fixed effects regression will yield different and better
estimates.

Most importantly, panel fixed effects analysis corrects some of the bias associated with
unobserved characteristics of the survey respondents in cross-sectional analysis. Although we
observe a great many characteristics of each respondent, these factors leave much of the
variation in happiness unexplained (the R-squared in our happiness models is in the
neighborhood of .03, suggesting that about 97% of the variation in happiness responses is due to
factors we do not observe.) For example, a person’s disposition or personality is assuredly one of
the determinants of his/her level of reported happiness, so we would expect a person with a
generally sunnier disposition to report a higher level of happiness than a person who is identical
in every other respect but has a gloomier outlook. Disposition, of course, is not captured in
survey data.

These unobserved determinants of happiness will bias our coefficient estimates in cross-
sectional analysis if they are correlated with the observed determinants. For example, if a
person’s disposition affects both his income and his happiness results in the same way, then our
estimate of the effect of income on happiness will be biased upwards, since disposition is
unobserved. Using panel data allows us to filter out the set of unobserved determinants of
happiness that are unchanging over time, which should remove this bias and improve upon our
coefficient estimates from cross-sectional analysis.

One potential problem with conducting panel fixed effects analysis with this data set comes
from the volatility of Russian society in the period for which we have data. The relationship
between observed characteristics and happiness changed between 1995 and 2000, which we
believe reflects an adjustment of Russians’ priorities and concerns in the course of dramatic
social change. Accordingly, some of the respondents’ change in happiness that we analyze in this
exercise will be attributable to this change in priorities rather than to a change in their observable
circumstances. These developments, while interesting, will tend to dilute the effectiveness of
panel analysis for determining what causes happiness.

%1 See Gerber and Mendelson (2002).



On the other hand, the volatility in late-90s Russia can be seen as a unique opportunity for
analysis. Panel studies rely on changes in the observed variables to detect causal effects, so panel
studies on populations that change very little tend to be unrevealing. Yet in this instance, most
likely due to the extensive economic changes in Russia during the period, the data reveal a high
degree of mobility. There was significantly more movement among income quintiles in the
second half of the 1990s (1995-2000) in Russia than there was during the entire 1980s in the
United States, for example. Happiness levels also fluctuated a great deal during the period, with
downward shifts more common than upward ones. [See Table 3 (a-c)] While this is certainly an
exceptional period in Russia, which suggests that caution is necessary in drawing some
conclusions, there are also some very clear analytical advantages to the extent of change in the
key variables.

The results are reported in Table 4. We find that the only variables that have significant
effects on changes in happiness are changes in income, which has positive effects; getting
divorced, which has negative effects; and leaving school, which also has negative effects. The
effects of income and divorce are both unsurprising, and would probably hold in any context.
The effects of leaving school, which may or may not hold in other contexts, are intuitive in the
Russian context, where the labor market is very precarious, and highly educated people are often
unable to find satisfactory jobs.

Finally, it is quite interesting that while both unemployment and retirement are negatively
correlated with happiness in our standard regression, neither retiring nor becoming unemployed
had significant effects in the panel regression. This may reflect the rather mixed fate of
pensioners and the unemployed in Russia. Recent retirees are probably much better prepared to
cope with the current economic environment than are those who retired many years ago on fixed
incomes.* And many jobs in Russia pay unstable if any wages, while many highly educated
workers are often over-qualified for what they are doing, which may mitigate the usual effects of
becoming unemployed on happiness.

How Income Affects Happiness and How Happiness Affects Income

One issue that we have still not resolved is the direction of causality. In other words, do
happier people earn more money, or does earning money make them happier? Are happier
people more likely to get married, or does marriage make them happier? We turn to these
questions in the following sections. While we attempted to correct for the unobserved or
unexplained differences in happiness among our respondents in the above estimations, we will
now use this unexplained happiness to see how happiness affects behavior pertaining to earnings
activities, health, and social relations.

Only part of what we are able to observe and measure as “happiness” can be explained by the
demographic and socioeconomic variables available to us. There are clearly psychological traits
that seem to account for consistency in happiness levels, which persist regardless of variations in
demographic and socioeconomic variables. We took advantage of having over-time observations
on happiness in the Russia data to attempt to capture this unmeasured or psychological

% This contrasts with findings for the United States, for example, where workers are least happy in anticipation of
retirement, but then happier, on average, after they retire. See the chapter by Lowenstein et al in Aaron (1999).
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component of happiness. We began with the standard regressions estimating the effect of the
standard socioeconomic variables on happiness in Russia. Based on the residual from this
regression we created a variable for each respondent’s unexplained happiness. We then test
whether this element of happiness has any additional causal properties.

What do we know about residual happiness? We know that it is very close in value to
happiness itself, since the pseudo R-squared statistics on our standard happiness regressions are
quite low (in the neighborhood of .03). In other words, a great deal of happiness is "unexplained
happiness.” We also know that while unexplained happiness is not correlated (by definition) with
the observable socioeconomic variables that we believe affect happiness, it is positively
correlated across time for individuals: people with high unexplained happiness in 1995 were
likely to have high unexplained happiness in 2000. (The simple correlation between the two is
.2198.) This result is consistent with the view that unexplained happiness includes stable factors
which affect happiness and which might include cognitive bias.

The research on subjective well being has focused a great deal on the relationship between
income and happiness. Here we focus on the classic direction of causality question. While we
know that, on average wealthier people are happier, the reverse may also be true: that happier
people, on average, earn more income. We attempt to shed some light on these questions in this
section.

We began by exploring whether happier people earn more income than less happy people. In
order to do this, we first calculated the residual or unexplained happiness levels for each
respondent from our standard happiness regression. We then regressed log equivalence income
in 2000 on unexplained happiness in 1995, log equivalence income in 1995, and the usual socio-
demographic variables. ** We find that unexplained or residual happiness has positive and
significant effects on second period income. [Table 5] To date most analysis has focused on the
effects on the effects of income on happiness. This result establishes that there is an additional
causal effect of happiness on income.

We also separated the unexplained happiness residual variable by quintiles, to see if the
effects of happiness varied according to respondents’ position in the income distribution. In
comparison to those respondents in the lowest quintile, happiness matters less to those in
wealthier quintiles, although the difference is just short of significant. In other words, happiness
matters more to future income to those at lower levels of income. [Table 5]

Having established that happiness has effects on income, we wanted to make sure that the
usual effects of income on income still hold. We regressed second period income (log
equivalence income) on initial period income and unexplained happiness, using dummies for the
poorest (40%) and wealthiest (20%) of the respondents in the sample.** We found that the effects

* Our basic measure - the log of equivalence household income — is real household income in 1992 rubles divided
by the square root of the number of people in the household. While there are a number of other household
equivalence scales, this is the most commonly used at the international level. For detail, see Figini (1998).

* In contrast to happiness, which probably varies almost as much within each income quintile as it does over the
whole sample, partitioning income by income quintiles loses much of the variation that occurs within the quintiles,
particularly the higher ones. Therefore we opted to split the sample in a way that better captured at least some of this
variation. The omitted category — middle — is the middle 40% of the distribution.
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of unexplained happiness were still positive and significant on second period income. In
addition, initial income was more important (significant) to second period income for the poor
and the rich compared to the omitted, middle income category, with the effect being strongest for
the rich. Initial period income seems to matter most for those at higher levels of income. It also
matters more for the poor compared to those in the middle. [Table 5]

This suggests that initial period income provides advantages in earning even more income in
the future for the wealthy, who can use their income as an asset in addition to consumption.
Initial period income also matters more for the poor than for those in the middle, suggesting that
some minimal amount of income (basic needs?) is necessary for people to increase their income
in the future. Meanwhile happiness seems to matter to future incomes across the board, but more
for those at lower levels of income. In other words, in the absence of income, a good attitude can
make a difference to one’s future earnings. At higher levels of income, income matters more than
happiness, at least in relative terms.

Given that happiness has positive effects on income in Russia, does income still lead to
happiness? We examined the effects of initial period income - controlling for residual happiness
in 1995, and the usual socio-economic and demographic variables, on happiness in 2000. We
included income in both periods in order to control for the effects of income in 2000 on
happiness in 2000. We found that income was indeed positively and significantly correlated with
happiness, in addition to the positive and significant effects of unexplained happiness. Thus
income clearly does matter to happiness, even for happy people. [Table 6]

We broke this down by income levels, using our dummies for poor and rich categories as the
independent income variables and controlling for initial period happiness. We found again that
income matters for happiness, and evidence to suggest that the effect increases as people’s
income levels increase (the result is significant at the 10% level).* [Table 6] Thus initial period
income seems to matter more for happiness for those at the top of the distribution.

It seems that income needs to be sufficiently above a minimum level to have effects on
happiness — a sort of “greed” effect, where additional income increases happiness more for the
very wealthy than for others. Some of the findings in the literature on happiness suggest that the
relative importance of income as both a motivating force for behavior and in determining well
being is greater at very low levels of income, where basic needs are not yet met, while at higher
levels of income, other variables have more importance.® In contrast, our findings suggest that
when people reach a certain high level of income, money begins to matter more to them.

These findings are complementary to our findings for the effects of happiness on income,
where residual happiness matters more for second period income for those at the lower end of the
income ladder, while income matters most for second period income for those at the higher end
of the income ladder. These findings suggest that income matters more for happiness to wealthy
people. They may also reflect the peculiarities of the Russian situation, in which large numbers

* The coefficient on the top quintile is short of significance at the 10% level but the point estimate suggests our
result. When we include the quintiles without the income variable, the coefficient becomes significant.

% The studies by psychologists that find that happiness has positive effects on future income also find that these
effects are stronger at the higher end of the income scale. See Diener and Biswas-Diener (1999).
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of people operate in the non-monetary economy, and therefore reported income plays much less
of a role in evaluating their well being than it might in other contexts.

We also tried to capture the effects of changes in income on happiness to determine if income
mobility itself has additional effects. When we use percentage change in equivalence income
(1995 to 2000), controlling for initial (1995) levels of income, we find a positive and significant
effect on happiness. In other words, when one compares people that start out at the same level of
income, a higher percentage change in income has positive effects on happiness. [Table 7]

In sum, unexplained happiness levels had positive and significant effects on future
earnings.®” This analysis supports the evidence from the psychology literature that happier
people earn more income or, more broadly speaking, perform better economically. It is certainly
plausible that the same positive cognitive biases that affect normal happiness levels — such as
self-esteem, control, and optimism — may also have positive effects on people’s performance in
the labor market. An additional finding is that the effects of unexplained happiness on future
income and on future happiness seem to be more consistent across all income groups than are the
effects of income on future income and future happiness. The effects of initial period income
seem most important for those at higher levels of income, at least in the Russian context.

Perceptions, Expectations, Happiness, and Income

Aspirations and expectations also affect both subjective well being and actual economic
behavior. A wide body of political economy literature, for example, documents the effects of
individuals’ perceived prospects of upward mobility on their savings and investment behavior,
on their voting behavior and views about redistribution, and on their attitudes about market
policies.*® Psychologists, meanwhile, have explored the links between aspirations and well being
fairly extensively, and find that aspirations temper the effects of other variables, such as
increases in incomes, on well being.*

Graham and Pettinato find that happiness is correlated with more positive perceptions about a
whole set of economic and political variables.*® These include perceived prospects of upward
mobility, perceived past progress, satisfaction with current financial situation, satisfaction with
democracy, support for free market policies, support for redistribution (it is negatively correlated
with happiness in both Latin America and the United States); and position on a notional societal
economic ladder — the Economic Ladder Question (ELQ). Controlling for income, they find that
happier people tend to place themselves higher on the notional ladder.

While these findings are interesting, two questions remain. The first is the usual problem of
direction of causality. It is quite plausible that happier people perceive all sorts of things more
positively than less happy people, and therefore they will be more satisfied with whatever policy
regime they live in, as well as with the existing distribution of resources, no matter how equal or

3 An alternative exploration would be to use a Kernel estimation of income. Unfortunately, we do not have a
statistical package in house that is able to do so.

% See, among others, Benabou and Ok (1998); Piketty (1995); and Graham and Pettinato (2002).

% Cummins and Nistico (forthcoming).

%0 Graham and Pettinato (2002).
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unequal. Alternatively, it may well be that many of these variables - such as having high
expectations for future progress and/or positive assessments of one’s past progress; living in a
democracy and with free markets; and believing that one is relatively high on a notional
economic ladder — have positive effects on happiness. Causality may run in both directions, and
it is extremely difficult to definitively assess which is more important.

The second unanswered question is the effects of these perceptions on future economic and
political behavior. In other words, even if we establish that happiness and positive perceptions
about individual economic situations and about desirable policy regimes are positively
correlated, does it matter for policy? If we can establish that happier people who have higher
expectations for the future also work harder, save more, invest more in their children, and
support democracy, then certainly it does matter. Similarly, if we find that frustrated or less
happy respondents, who assess their situations and future prospects negatively (even if they are
relatively well off), spend conspicuously to keep up with the Jones rather than saving, and vote
for anti-market policies, then that is of concern for policy.*

While we cannot fully answer these questions, our analysis sheds light on them. As a
benchmark, we checked to see if the usual positive correlation between perceptions and
happiness levels held for our panel. When we include the perceptions variables in the happiness
regression, the explanatory power of the regression rises markedly. And all of our perceptions
variables: perceived past mobility, prospects of upward mobility, ELQ, and pro-democracy
(preferring democracy to pre-perestroika times) were positively correlated with happiness. Fear
of unemployment was, not surprisingly, negatively correlated with happiness.*? [Table 8]

At the same time, many of the variables that were previously significant, such as marriage,
minority and student status, and self employment, lose significance. This suggests that the
difference in happiness between married and unmarried people, between minorities and non-
minorities, and between the self-employed and others, are explained by differences in attitudes
among them rather than by some other characteristics. It may be that happier people or those
with more positive attitudes are more likely to get married; that minorities are happier because
they have different attitudes or beliefs; and that the self-employed are both self-employed and
happier because of their attitudes.

What are the implications of perceptions for economic behavior and outcomes? We examined
the effects of perceptions scores in 1995 on income in 2000. In separate regressions, we find that
having a positive POUM and ELQ in the initial period has significant and positive effects on
income in the second period, controlling for residual happiness. Indeed, we find that including
the perceptions variables in the equation renders the effects of residual happiness insignificant.
[Table 9] It is likely that our perceptions variables and our residual happiness variable are

*! The “frustrated achievers” found in Graham and Pettinato (2002, 2002b) also tended to be more negative in their
scores on all of the other perceptions variables, including in their support for markets and democracy.

%2 \We also tried to separate the effects of perceptions from those specific to individuals by using person fixed effects
and again dropping time invariant traits such as race, housewife, retired, and so forth. In a third best approximation,
in which we had to use OLS rather than ordered logits to include person fixed effects, we still find that perceptions
(POUM and ELQ) have positive and significant effects on happiness, while fear of unemployment has negative and
significant effects. While using OLS on a categorical variable is not technically correct, we have found that OLS and
the ordered logits yield very similar results on happiness regressions. Results available from the authors.
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capturing similar traits, which is the element of happiness or optimism that is not captured by the
standard demographic variables.*® This supports our earlier findings that this element of
happiness or well being has positive effects on peoples’ performance in the labor market.

Our findings on fear of unemployment, our negative perceptions variable, also support this
intuition. We find a negative (though insignificant) correlation between fear of unemployment in
the initial period and income in the second period, and again the residual happiness variable is
insignificant (this time the effect of negative perceptions is working in the reverse direction of
residual happiness).* [Table 9]

Perceptions — both positive and negative — seem to have effects on future economic behavior
and outcomes (although at this point we do not know if the outcomes are due to greater effort or
to other variables such as better social skills, given that we control for initial income, education,
and age). While wealthier people and those with positive expectations are happier, we also find
that being happier and having higher expectations affects future economic performance. The
effects of perceptions seem to be stronger than those of our residual happiness variable, although
they run in the same direction.

Marriage, Employment, Health, and Smoking and Drinking

One of our most important findings is that unexplained or residual happiness has positive
effects on future income. An additional question, which we explore in this section, is if
unexplained happiness also has effects on other socioeconomic variables, such as on the
probability of getting married or divorced, of being healthy, of being unemployed, and on
behaviors such as smoking and drinking.

As expected, married people are, on average, happier than non-married people in Russia in
2000.*> We created dummy variables for changes in marital status during the 1995-2000 period.
Forty-five percent of the sample — 2935 respondents — stayed married, while others experienced
a change in status: 226 respondents or 3% of the sample got married and 529 respondents, or 8%
of the sample got divorced. Our first set of regressions explored whether residual or unexplained
happiness was a predictor of change in marital status. Rather surprisingly, given the strong
relationship between marriage and happiness, there was no significant relationship between
residual happiness and getting married. In other words, happier people are not more likely than
others to get married. [Table 10]

“ Not surprisingly we also find that residual happiness levels are positively correlated with more positive attitudes
about democracy, more positive economic self assessments, and more positive prospects for upward mobility.
Results are available from the authors.

* As in the case of happiness, the log-log specification (with and without zero income dummies included) renders
the perception variable insignificant.

*® One interesting finding is that in 1995, married people were not significantly happier than others, a finding that
supports our intuition that overall happiness levels increased from 1995 to 2000. [For happiness in 1995, see
Graham and Pettinato (2002)] This is supported by the fact that 35% of the sample had positive changes in
happiness levels, while 28% had decreases, plus the general improvements on the economic and governance fronts
in Russia during the period.
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Divorce is a marital status variable that has notable effects on happiness in most studies:
divorced individuals are, on average, less happy than others. This is also the case in our Russia
data set. Becoming divorced had negative and significant effects on both happiness levels in
2000 and changes in happiness levels from 1995 to 2000 in Russia. Yet we found that residual
happiness — or more accurately put unhappiness — had no significant effect on the probability of
getting divorced.*® [Table 10] Thus while unhappiness does not cause divorce, divorce clearly
causes unhappiness. In contrast, when we looked at the effects of getting married on happiness
and HAPPYCHANGE, the sign on the coefficient was positive, but it was (rather surprisingly)
insignificant for both happiness levels and for changes in happiness. [Table 4]

Not surprisingly given the consistent negative effects of unemployment on happiness across
countries and time, those that became unemployed in our sample were significantly less happy
than other respondents. [Table 2] Unexplained happiness, however, had no effects on the
probability of being employed. While the sign on the coefficient is negative, it is short of
significant. [Table 10] Interestingly enough, education levels also had no effects on the
probability of being employed. This most likely reflects the dramatic nature of the economic
transition in Russia, and the fact that many highly educated people are either overqualified for
what they are doing and/or are unable to find jobs.*’

Health is one of the most important variables affecting subjective well being. In our first
exploration on the determinants of happiness (discussed above), we find that health — as
measured by a neutral index based on a number of questions about days missed due to illness,
hospitalization, etc. — is positively and significantly correlated with happiness. [See Table 2]
(The three questions that made up the index were: In the last 30 days did you miss any work or
study days due to illness? Have you been in the hospital in the last 3 months? Have you in the
last 30 days had any health problems?)

We then examined the effects of residual or unexplained happiness on our health index. We
found that residual happiness had positive and significant effects on health. [Table 10] Thus not
only does good health make people happier, but our findings suggest that happiness may have
additional positive effects on health, something which is often alluded to in the literature but is
more difficult to prove empirically with most data. The same cognitive bias or other attitudinal
traits that seem to have positive effects on individuals’ labor market performance may also
influence the manner in which they take care of their health.

Finally, we examined the effects of smoking and drinking. We find that smoking in the year
2000 has a negative and significant correlation with happiness levels. In contrast, quitting
smoking — which 257 respondents or 3% of the sample did between 1995 and 2000 — was
positively correlated and just short of significant at the 5% level with changes in happiness

“® The reverse of this was also true: residual happiness had no significant effects on the probability of staying
married.

" Another rather interesting result on unemployment is that the health index was positively and significantly
correlated with being unemployed in 2000. This may well be the result of spurious correlation, as one question on
the index asks “how days of work did you miss due to illness?”, and obviously unemployed people would answer
zero.
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during the period (but had no effects on happiness levels).”® [Table 11] Our index of drinking, a
variable that indexes the amount of drinks per week a person consumed in the year 1995, is
correlated with happiness in 1995, although the result was insignificant for the same regression
with 2000 variables. [Table 11] Yet change in drinking, a variable that captures increases in the
amount of drinking from 1995 to 2000 was negatively correlated with happiness levels in 2000
(significant at the 10% level). Thus while drinking is positively correlated with happiness,
excessive drinking does not seem to be good for well being.

We then used our residual happiness measure to see if unexplained happiness had any effects
on the likelihood of smoking or drinking or of quitting smoking. We found that residual
happiness was correlated with our drinking index (significant at the 10% level). [Table 12] In
other words, happier people drank more on average than others (and or some of their more
positive attitude is due to their drinking?). Married people also drank more than others,
suggesting that there is a social interaction effect: people are more likely to drink together than
alone. When we control for the level of drinking in 1995, however, the result becomes
insignificant. This suggests a spurious correlation: residual happiness is correlated with drinking
in 2000, most likely because it also correlated with drinking in 1995, but drinking in 1995 is also
correlated with drinking in 2000. And, as noted above, excessive drinking does not seem to be
good for happiness.

Residual happiness was not correlated with either starting or quitting smoking, even though
people who smoke are less happy, on average. [Table 12] Thus while smoking seems to have
negative effects on happiness and/or unhappy people are more likely to smoke, we find no causal
relationship between unexplained happiness and either starting or stopping smoking. Our
insignificant results may well be due to the lack of clarity in terms of causation. Unhappiness
might drive people to smoke, but it also could provoke them to change their habits and quit.

Married people, meanwhile, were less likely to start smoking than others, while self
employed people were more likely to start. Perhaps marriage acts as a sort of peer effect in
preventing people from starting to smoke, while being self employed has the opposite effect —
both working alone and possibly with more pressure. Neither marriage nor self employment had
any effect on quitting, however, perhaps suggesting that quitting smoking — which is
undoubtedly harder - is more immune to these kinds of pressures than is starting.

Conclusions

Studies by psychologists find that most individuals have fairly stable levels of happiness or
subjective well being, but that those levels are also subject to short-term fluctuations. Our
findings support the idea that there are different elements of well being, some of which are
behaviorally driven, and others that are determined by socio-economic and demographic
variables. The latter are much more vulnerable to day to day events, such as changes in
employment and marital status, and fluctuations in income.

8 With some specifications this effect was significant at the 5% level, and with others it was just shy of significance
at the 5% level.
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Our study used panel data from Russia to identify “residual” happiness levels that are not
explained by the usual demographic and socioeconomic determinants of happiness. We then
tested whether our residual happiness variable had causal properties on future income and other
variables. In other words, while we know that more income (up to a certain level) and stable
marital status and more education make people happier, does happiness matter to future
outcomes? Does happiness pay? Are happier people healthier and/or more likely to get married?
Related to this, do positive expectations and perceptions also have an effect on economic
behavior?

We find that residual happiness is associated with higher levels of income in future periods,
controlling for income, education, and other socio-demographic variables. Thus people with
higher levels of happiness are more likely to increase their own income in the future. When we
divided the sample by income level, we found that happiness matters more to future income to
those at lower levels of income. In contrast, the effects of initial period income on both future
income and future happiness seem more important for those at higher levels of income. Thus, at
least in the Russian context, happiness matters more to future income for those with less income,
while income matters more to both happiness and income to those with more income.

We also found that residual happiness had positive effects on health. We found that happier
people drank more on average, but that reducing one’s level of drinking also made people
happier, suggesting that excessive drinking is not good for happiness. Divorce made people
significantly less happy, although unhappier people were not more likely to get divorced. In
short, happiness seems to have effects on people’s outcomes in the labor market, at the doctor’s
office, and at the bar. In contrast, divorce affected people’s happiness but unhappiness did not
cause divorce.

Psychologists attribute stability in happiness levels over time — analogous to the “residual”
happiness levels that we identify - to positive cognitive bias, such as self-esteem, control, and
optimism. The strong correlation between happiness and our perceptions variables suggest that
these same factors may be at play and that, in turn, they affect peoples’ performance in their
earnings activities. Those respondents with positive expectations for their own upward mobility
were more likely to increase their income in the future. Along the same vein, people with more
negative perceptions — about their own past progress - and those that have higher fears of being
unemployed in the future — increase their incomes less, on average, in future periods.

In conclusion, our findings about the effects of well being on future economic performance —
in particular that both happiness and high expectations seem to have positive effects on income
in future periods and not only the other way around - suggest that better understanding of
subjective well being can contribute to policy questions, such as about labor market performance
and about health. The results are tempered, however, by the exceptional nature of the time period
and country from which they come. An important next stage is to test the broader relevance of
these results against those from similar data — to the extent it exists - from other countries. *°

*° One author, Graham, is currently in the process of compiling second period observations on happiness and other
variables with a research team in Peru.
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