Household Behavior explained by Demand Theory


Ellen Roseman says, “Quite simply one the basis of the notion that suppliers like price increases, and demanders don’t. But more insight can be gained from these tools if we think more carefully about what lies behind the supply and demand curves.”


The basic assumption economists make about human behavior to explain the negatively sloped demand curve. Economists assume that consumers buy goods because we get satisfaction from them and that a consumer’s goal is to maximize the satisfaction that can be had from a limited budget.


John Palmer says, “To proceed, we need to know how satisfaction varies as a person buys more or less of any good or service. Our basic psychological assumption is called the law of diminishing marginal utility.”


Let’s just think of each of these words in turn. Law is just a scientific word for assumption. It makes an assumption sound plausible, since the professionals within that discipline call it a law. Economists do this since there’s a lot of accumulated evidence consistent with this assumption about human behavior. Diminishing means getting smaller or less, and the word marginal is just a word meaning additional or incremental. And utility is the word used by John Stuart Mill, a 19th century philosopher, to talk about satisfaction. It’s just another word for satisfaction.


Economists are simply saying that the more people that buy from any one particular commodity, the more satisfaction or utility in total they will get from consuming that commodity, but the less and less the subsequent units of the good will add to this accumulated total amount of utility. For instance, when you buy pizza, you get a lot of satisfaction or utility from the first slice or two. But once you get full, you don’t get as much extra utility from you third or fourth slices. We say that’s an example of diminishing additional or marginal satisfaction provided by the additional units of a good that you purchase. 


If consumers are successful in arranging their buying so that they maximize their satisfaction, then they must be behaving as if they are following the optimal purchase rule even if they don’t use economist’s language. 


When people rely on their intuition, they believe that the government really should collect taxes from firms since they can afford to pay rather than from households, many of which cannot afford to pay. John Palmer has used supply and demand analysis to demonstrate that the actual distribution of tax burdens between households and firms is exactly the same no whether the taxes apply to sellers or buyers. If most people had this insight, then they would be convinced that people are really starting to collect dividends from ones investment in learning economics.  

