Consumer Choice Theory

According to Ranita Wyatt consumer demand tells producers what goods and services to produce and how much of them to produce, and price is a signal to consumers and producers. It gives information to consumers about the cost of producing an item, and it gives information to producers about what consumers are willing to pay for that item. Resources are allocated efficiently in a market economy since consumer demand dictates the goods and services that suppliers will produce. They are distributed to those who value them the most and can afford to buy them. 

Both the consumers and producers tend to exhibit maximizing behavior. The business seeks to maximize profit and consumers seek to maximize utility, or satisfaction. To do so, they must evaluate each activity at the margin. According to Merrill Matthews, vice president of domestic policy states that the marginal coast is defined as the cost of each additional unit that a company produces. Normally, most companies look at marginal revenue, and what they want to try to do is take the factors that they are producing and create a system in which the marginal cost equals the marginal revenue. 
“The marginal decision rule is when an employer tries to determine whether or not adding this additional cost will produce the benefit that the employer thinks is needed. The efficiency condition is when you try to get that marginal benefit equaling the marginal cost” says Matthews. According to the narrator the business may seek to maximize profit by cutting costs, adding new products or increasing prices. But when their survival is threatened maximizing profit often means minimizing losses. At the end of the second millennium, business had to face a potentially devastating problem called, ‘the Y2K bug.” The millennium is originating design in many computer programs, which were written to recognize dates within a two-digit system. Many experts feared that when the clock rolled over to the year 2000, these programs would read the two zeros as the year 1900, this leading to system failures all over the world. It virtually every industry and institution dependent on computers, this would be catastrophic.
In order to minimize losses and ensure Y2K compliance, business turned to computer experts for help. “The main question they now faced was the cost. When companies addressed the Y2K scenario, they had to ask themselves the question: How much are we willing to spend in order to address this issue? Most companies looked at this, tried to come up with a figure they felt was reasonable to try to address the computer problem and brought in the experts and the software to address it” says Matthews. Business allocated resources to fix the Y2K problem because the marginal benefit exceeded the marginal cost. 
As the year 2000 approached, some overseas companies expected government to be responsible of fixing the millennium bug. In the United States, most companies had a profit incentive to correct Y2K computer problems without government intervention. Their choices were clear, but nobody could predict what changes the first day to the new millennium might bring until it finally dawned. When the new year of 2000 occur nothing really happen, and that is good news. 

Economists assume consumers will attempt to maximize utility. But what is utility? It is a concept that is difficult to measure, but one which everyone experiences. It was call pleasure, satisfaction or gratification; it is what we all want more of. But the more we get, the less it please us. According to Harry Ellis, an economist says that utility is another term for satisfaction, and total utility is just total satisfaction. Utility is the total amount of satisfaction that a person receives from consuming a product, a good or a service. As more and more of a product is consumed, utility, total utility rises but by smaller and smaller amounts. 
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This is a concept known as “Marginal Utility” or the additional satisfaction that gained from consuming another unit of a good, a product or service. An example of marginal utility would be the case in which we have a child at a birthday party and he is surrounding by many, many presents. The child decides to open the first present, is very excited, and receives a lot of utility or satisfaction when the child opens the present. Then when the child opens the second present, even though his total utility or total satisfaction rises, he gets less satisfaction, less added satisfaction from the second one. Then he opens the third present, even though total utility continues to raise, the added level of satisfaction or marginal utility falls. The total utility has reached its highest point, the marginal utility is zero, and beyond that, the total utility actually may start to fall. As more and more of a good consumed, as more and more presents opened, the added level of satisfaction declines is known as “the law of diminishing marginal utility.” 
Consumers attempt to maximize their utility within the constraints of their budget. Assuming that consumers will spend within their budget, utility maximization means they arrange their spending to achieve the highest total utility possible. Harry Ellis says that utility maximization is where total utility or total satisfaction is maximized given a certain level, a certain amount of income. The condition in which utility maximized occurs at the point in which the marginal utilities per dollar spent are equal for all goods. 
According to Harry Ellis as the price of a good changes, that changes the mix of goods that a person will buy. As the price of a good rises, the purchasing power of income falls. Due to the purchasing power of income falls, you no longer can buy as much of that good in which the price has risen or other goods. The outcome is that as the price rises, the quantity demanded falls, this known as “the income effect.” 
For the substitution effect, as the price of a good rises, the quantity demanded of that good falls because it is relatively more expensive compared to other goods or substitutes. This is known as “the substitution effect.” 

“A market demand curve is derived by summing horizontally the individual demand curves. That is, at each price the quantity demanded by each person in the market is added together” says Ellis. 
Business determine what customers want by looking at the taste and preferences of their customers, what is popular, what sells, past history, market surveys. 
Business must be very concerned with their cost structures and trying to minimize their costs as far as production to earn greater profits. The minimization of costs producing those items that desired by consumers at the least cost possible that allocates resources most efficiently.
