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Abstract

In recent years, the idea that macro-economic indicators (mainly GDP) cannot
provide a broad picture of a specific country's living standard has been raised.
Hence, it has become necessary to develop quality indicators, which measure
many fields in life. One of the main indicators of the quality of life is happiness,
which is measured by an individual's reporting on his overall satisfaction with life.
The vast literature on happiness economics delineates the factors affecting
individual happiness. One of the key factors found in the research on estimating
happiness is the individual's financial situation, which is estimated by individual
income. However, research has found that in the long term, income has no
significant influence on happiness. This is known as the Easterlin Paradox, which
claims that when income increases, the individual expectations increase as well.

Thus, the level of happiness remains the same.

This study offers several solutions for this paradox, by an empirical analysis of the
impact of the individual's relative economic situation on his or her happiness. The
individual's situation is compared to that of other individuals in his reference group,
as we defined in this study. Testing the impact of the relative situation on individual
happiness was performed by using three different measures, apart from the
individual's income. The database used for this study was the Social Survey of the

Central Bureau of Statistics, between the years 2010-2014.

The first indicator examined was the relative income of individual, which reflects
the individual situation in relation to his reference group. The second indicator
was the multiplication of income inequality index and relative income. This index
reflects the individual's feeling concerning his situation regarding his reference
group. Moreover, the above multiplication contains the individual aspirations
regarding those who receive a larger share from the "income pie" of the reference
group. In the test of this indicator, we want to explore the "tunnel effect" theory
which is mentioned in the literature. This theory describes the individual's feelings
in relation to other individuals around him. The third indicator we test is the
relative deprivation index, which reflects the individual's deprivation, as a result of

the difference between the ideal inequality and reality inequality.
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The following are the findings and conclusions from this study: Income has a
positive effect on the individual happiness. In addition, the better the individual
economic relative status, the happier he is. Moreover, "tunnel effect" theory does
work. The higher the individual's aspirations are regarding his income, the less his
happiness will be affected by the inequality in his reference group. Individual will
feel deprivation, as long as the gap between the desirable and the available
(regarding his income and rating level in his reference group) increases. As a
result, as long as this gap is growing, the individual will be less satisfied from his life

and his economic situation.

Keywords: happiness, satisfaction, Easterlin Paradox, reference group, tunnel effect,

inequality, relative deprivation.
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