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Abstract

GDP and GDP per capita are widely used to gauge for living standards across countries.
However, they have originally not been constructed for this purpose and are therefore
subject to significant limitations. This paper aims at developing a better and non-monetary
development index with which cross-country living standards can be assessed. This index,
the BDI, can then be utilized for policy making. When constructing the BDI, this study
utilizes time series analysis and panel unit root tests. A major finding of this study is that
the BDI does indeed produce statistically significantly different results/ rankings for a
special set of countries, compared to GDP and GDP per capita.
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| Introduction
“We know what things cost but have no idea what they are worth.” ~ Tony Judt (2010)

l.1 Problem

The famous economist and Nobel Laureate Simon Kuznets is widely accredited for his
significant contributions toward developing GDP and GDP per capita. However, he was
very much aware of its limitations as a gauge for living standards and in fact suggested not
to use it for that purpose: “The welfare of a nation can, therefore, scarcely be inferred from
a measurement of national income” (Kuznets, 1934).

However, when the “average citizen” judges the “average citizen” he or she often refers to
Gross Domestic Product (GDP) and GDP per capita respectively. However, as already
highlighted by Kuznets (1934), GDP is a measure of economic activity and not of
economic well-being. Being a gauge for economic productivity it is — as such — just that.
Outlining these advantages and disadvantages is not the aim of this paper. However, what
is important is to move the emphasis from focusing on economic production to measuring

people’s well-being.

More importantly, GDP per capita is not an accurate measure of the average citizen as it
says nothing about the distribution of income. A compelling example is Equatorial Guinea
(a country in Middle Africa) which ranks 115th in terms of the Human Development
Index (HDI). With respect to freedom it is listed among the “worst of the worst” (Freedom
House, 2011) and is therefore one of the world’s most repressive societies (along with
North Korea and Somalia). Yet the GDP per capita (at purchasing power parity, PPP) is
close to $32.000 per year, more than the European Union average of $30.000. Evidently,
“something is profoundly wrong” (Judt, 2010) and this paper therefore aims at developing
a theoretical framework with which countries can be assessed and compared in a better way.

With respect to the exact notion of welfare, one should note that it is “not only slippery
and difficult, but... promiscuous as well” (George & Page, 1995). Furthermore, “the
concept of welfare has to be understood in the historical and cultural context within which
it is embedded” (Greve, 2008). As such, there is no clear-cut definition of what welfare
actually is. This paper will therefore not employ an exact definition, as this is not a key
aspect and would therefore not add to the purpose of this study. As a result, the exact
interpretation is left for the reader to decide.

1.2  Purpose

The main purpose of this paper is to present a new non-monetary welfare index, the BDI,
that is not only “better” than GDP and the Human Development Index (HDI) but also
more informative. Furthermore, this new index certifies certain statistical criteria, like
stationarity or non-cointegration'. Statistically, this paper also aims at comparing the BDI
to GDP and the HDI. Lastly, it is the aim of this study to graphically illustrate what has
been found.

' Cointegration tests have been done by the author but have not been included due to space constraints. They
are however available upon request.



1.3 Earlier contributions/ studies

In order “to shift the focus of development economics from national income accounting to
people centered policies” (Haq, 1990) the HDI was introduced by the Pakistani economist
Mahbub ul Haq (along with other development economists like Amartya Sen, Paul
Streeten, and Keith Griffin) in 1990. Originally, this was done upon the initiative of the
United Nations Development Program (UNDP).

Closely linked to the development of the HDI is Amartya Sen’s Capability Approach (CA),
which provided the conceptual framework. The CA was developed in the 1980s, and
focuses on people’s capabilities (and capability deprivation) rather than income. Together
with Sen, the American philosopher Martha Nussbaum promoted the CA and in 2006

furthered the development by including social contractarian explanations of justice.

1.4 Outline of next sections

In Section 2, two most well-known alternatives to GDP are presented and assessed, the
Human Development Index (HDI) and the Capability Approach (CA). Section 3 outlines
the limitations of GDP as a gauge for living standards, focusing on sustainability, equality
and survival. Correspondingly, Section 4 then presents proxies with which these three
aspects can be addressed, sustainability — ecological footprint, equality — Gini coefficient,
and survival — life expectancy. In order to test if these criteria make economic sense and can
rightly be included in a model, Section 5 employs panel unit root tests. The final (and new)
index, the BDI, is presented in Section 6 of this paper. The following conclusions and
implications are discussed in the next part, Section 7. Lastly, Section 8 explores aspects that
could be addressed by future research.



2 The Human Development Index & Capability
Approach

“Encompassing more than increases in per capita income” (Perkins, Radalet & Lindauer,
2000), the two most well-known approaches are the Human Development Index (HDI)
and Amartya Sen’s capability approach (CA). Each of which will be assessed in the

following.

2.1 The Human Development Index

In order to put “people back at the center of the development process” (Perkins, Radalet &
Lindauer, 2006), the United Nations Development Programme (UNDP) introduced the
HDI in 1990. It quantifies what is seen as crucial for human development: a long and
healthy life (life expectancy), a decent standard of living (Gross National Income per
capita), and access to knowledge (years of schooling and expected years of schooling). In
order to combine these very different measures, each is converted into an index number in
order to allow aggregation. The HDI then is the simple average of these three separate
indexes.

2.1.1 Advantages

Especially compared to GDP per capita, the main advantage of the HDI is that it is
multidimensional, “due to the use of longevity and knowledge as indicators” (Bagolin,
2004). Another advantage is that it can be quantified (as compared to the CA) which also
means that different countries’ HDI can be compared.

2.1.2 Disadvantages

A major disadvantage of the HDI is that it encompasses GDP per capita and is therefore
subject to the same limitations. Furthermore, this also means that a higher GDP per capita
will automatically lead to a higher HDI score, as depicted in Figure 1.
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Figure 1: Correlation between HDI and GDP per capita, 2001 PPP US$

Source: Human Development Report, 2003



Hence, as GDP per capita increases so does the HDI. It is therefore not surprising that the
HDI almost presents the “usual ranking”. However, this paper aims at establishing a non-
monetary basis for cross-country comparisons, which the HDI fails to do.

2.2  The Capability Approach

Developed by Nobel laureate Amartya Sen, the CA outlines that development aims at
enhancing people’s capabilities in order to be able to live the life they want. Hence, poverty
is understood as capability deprivation. Sen argued that there are four basic factors which
indicate how well income is converted into “the capability to live a minimally acceptable

life” (Sen, 1999):

7 Personal heterogeneities, including age, proneness to illness, or extent of disabilities.
1 Environmental diversities, for example, exposure to specific climates requiring
different expenditures for shelter, clothing, or fuel depending on whether it is warm

or cold.

Variations in social climate, the impact of crime, civil unrest, and violence.

= =4

Differences in relative deprivation, being relatively impoverished in a richer society
reduces the capability to take part in the life of that community.’

2.2.1 Advantages

The CA certainly goes beyond measuring economic activity as a proxy for well-being. It is
as such a step in the right direction and “has emerged as the leading alternative to standard
economic frameworks for thinking about poverty, inequality and human development
generally” (Clark, 2005). Furthermore, the CA is more a framework than a theory which
also makes it and its application more flexible. This implies that when the CA is used for
policy work “it is the people who will be affected by the policies who should decide on
what will count as valuable capabilities in this policy question” (Robeyns, 2003).

2.2.2 Disadvantages

The main disadvantage of the CA is that it is not measurable. It can therefore not be used
for policy making and when comparing cross-country living standards, as it also says
nothing about sustainability or the distribution of capabilities. Furthermore, the CA “does
not prescribe a list of functionings that should be taken into account” (Robeyns, 2003).
Therefore, it is not clear how to actually select the capabilities and on what basis. Lastly, the
CA does not examine the institutions that produce/reproduce power even though they may
have a significant impact on people’s opportunities. Hence, it does not pay enough detail to
“global forces of power and local systems of oppression” (Koggel, 2003).

* Amartya Sen, 1999, “The Possibility of Social Choice”, ||| G



