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Markets and Market Failure: Consumer Rationality.

Learning outcomes
• Show a basic understanding of the law of 

diminishing marginal utility
• Understand that consumers may not always act 

rationally

Introduction to rationality
Economists since the days of Adam Smith have 
viewed consumers as perfectly rational individuals 
driven solely by the relentless pursuit of self- 
interest. Traditional economic models assume that 
when these rational individuals are faced with a 
choice between two alternatives they will carefully 

consider the relative 
costs and benefits 
of each alternative 
and will ultimately 
choose the option 
which maximises 
their welfare at the 
lowest possible cost.

For example, if a 
rational economic 
agent is offered 
the opportunity 

of promotion at work he will weigh up the benefits 
of promotion; the extra pay, the improved status 
and so on, and will compare these to the costs of 
promotion; the extra responsibility, the additional 
stress, the reduction in free time and so forth.

Rational economic man will only choose to take 
the promotion when he calculates the benefits of 
promotion to be greater than the costs.
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Rational consumers, the law of 
diminishing marginal utility and 
the demand curve
The theory of rational behaviour can be used to 
explain why the demand curve slopes downwards.

Individuals consume goods because they get 
satisfaction or what economists call utility from 
them. Classical economists assume that, when 
shopping, a rational economic agent will carefully 
consider the utility they receive from consuming 
a product and will weigh that against the cost of 
consuming the product.

For example, if rational economic agent were 
to choose between two pairs of shoes, they will 
calculate the utility they are likely to receive from 
each pair of shoes and divide it by the price of the 
shoes. They will ultimately choose the shoes which 
have the highest utility to price ratio.

When the price of a good or service increases 
(Ceteris Paribus) the amount of satisfaction 
they get per pound spent (the utility to price 
ratio) decreases. Therefore they will reduce their 
consumption of that good and switch to the 
consumption of some other good which has a 
higher utility to price ratio.

Equally when an individual consumes more of a 
particular good the additional benefit (or marginal 
utility) they receive from the good falls. This 
phenomenon is known as the law of diminishing 
marginal utility. 

As the additional benefit from consuming the good 
falls so then does the price that consumers are 
willing to pay for the good.

This rational behaviour on behalf of utility 
maximising consumers therefore leads to the 
demand curve sloping downwards.

This theory can also be used to explain why some 
consumers are willing to pay significantly more 
for branded items such as a Gucci bag than for a 
non-branded bag even when the actual differences 
in the products are very small. A choice which some 
people consider to be irrational!

Those who choose to purchase the branded items 
obviously believe that the extra satisfaction (or 
marginal utility) they receive from purchasing the 
branded item to be greater than the difference in 
price. Thus purchasing the more expensive Gucci 
bag is perfectly rational!

Irrational consumers
In recent years some economists (known as 
behavioural economists) have begun to question 
this assumption of perfectly rational decision 
making. They argue that because humans are such 
complex animals, any theory that assumes that all 
individuals will act in a particular way, or indeed 
that any individual will act in a consistent way is 
likely to be deeply flawed.

They argue that evidence from diverse fields 
such as cognitive science and social psychology 
suggests that consumers do not always clinically 
evaluate the costs and benefits of different goods, 
and therefore do not always select the ones that 
yield the greatest utility per pound spent.

The law of diminishing marginal 
utility states that “as successive 
units of a good are consumed the 
marginal utility derived from that 
good will decrease”.

The term bounded rationally refers 
to the fact that an individual’s 
ability to act rationally is limited 
by the information available, the 
cognitive ability of their minds and 
the finite amount of time available 
to make decisions.
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Bounded rationally
The theory of bounded rationally states that while 
consumers may attempt to act rationally, their 
ability to do so is limited by a number of factors: 
• The information available: Consumers may 

attempt to act rationally based on all the 
information available. However, if the information 
available is inaccurate or incomplete, then 
consumers may make decisions that are not 
totally rational.

• Time: Even if all the information is available 
consumers may still make irrational choices 
because of the finite amount of time available to 
make decisions. While it might be reasonable to 
take a few months to evaluate the various options 
when buying a big ticket item such as a new 
house, it is not possible to devote the same time 
to the thousands of purchases we make each 
month. Therefore it is possible that consumers 
will make decisions that do not maximise their 
utility per pound spent. 

• Cognitive ability: The human brain is a 
wonderful piece of equipment, capable of 
completing billions of processes per second, 
which makes it far more powerful than any 
computer currently in existence. However this 
does not mean that our brains don’t have major 
limitations. For example, no human brain has the 
ability to evaluate the costs and benefits of every 
possible option available in a market such as the 
mobile phone market. Indeed the level of choice 
in this market can lead to “analysis paralysis”; 
where a consumer will be become demotivated 
and will simply “satisfice”; that is settle for the 
first alternative they meet that will suffice.

This inability of the human mind to process all 
the information available, leads to what social 
psychologists and behavioural economists have 
termed cognitive biases. While there are a wide 
range of cognitive biases, we will look only at three 
of the most common. Article – 58 Cognitive biases 
that screw up everything we do. 

Relative price bias 
Traditional economic theory suggests that when 
consumers are choosing a good, the absolute price 
difference matters while relative price differences 
do not. However, behavioural economists have 
discovered that consumers are willing to expend 
more energy, say by driving 20 minutes further, 
to save £5 on a £25 digital radio than they are to 
save £5 on a £500 plasma TV. If consumers were 
behaving rationally they would be just as likely 
to make the extra 20 minute journey in both 
cases. However consumers often relate the saving 
available to the initial price. The £5 represents 20% 
of the price of the digital radio, but only 1% of the 
price of the plasma TV.

Price anchoring bias
What’s the best way to sell a £500 watch? Set it 
beside a £1000 watch! The term price anchoring 
describes the common human tendency to depend 
too heavily on the first piece of price information, 
when making decisions with regard to subsequent 
prices. It explains why we may not be willing to pay 
£500 for a watch when we see the watch on its own, 
but we are more willing to pay the £500 when we 
see it next to a very similar watch at £1000, or we 
see it with a “was £1000 now £500 price sticker”. The 
£1000 watch (or sticker) creates an anchor around 
which all other decisions about value are based.

The term satisficing refers to the fact 
that consumers, when faced with a 
wide range of choices for a specific 
need, will select the first product 
that meets some minimum criteria 
rather than expend the mental effort 
required to select the best possible or 
optimal choice.

A cognitive bias refers to the 
inherent thinking errors that humans 
make in processing information 
which leads to a systematic 
deviation from rational decision 
making and good judgement.

http://www.businessinsider.com/cognitive-biases-2014-6?op=1&IR=T
http://www.businessinsider.com/cognitive-biases-2014-6?op=1&IR=T
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In various experiments behavioural economists 
have found that even arbitrary prices based on 
things such as the last two digits on your national 
insurance number can create an anchoring effect. 
Economist Dan Ariely found that those with higher 
digits in their social security number were willing to 
bid much higher for items such as a bottle of wine 
or a text book than those with lower digits, once 
they were asked to write the last two digits down 
on a piece of paper before making a bid! In other 
words, writing down and thinking about a totally 
irrelevant number can change how much people are 
willing to pay for things!

Endowment bias
Traditional economic theory suggests that rational 
individuals will ascribe a specific value to an item. 
Rational consumers will buy the item if the price is 
lower or equal to this value and rational sellers will 
sell this item when the price is higher or equal to 
this value. According to traditional theory the value 
ascribed to the item by a particular individual will 
be constant both before and after the purchase.

However researchers have found that people often 
require a much higher price to sell a good they own, 
than they themselves would have been willing to 
pay for the good. In other words they place a higher 
value on a good just because they own it.

This endowment effect explains why individuals 
sometimes hold on to an unused second car rather 
than sell it at a price which is higher than they 
would pay for the same car they did not own.

Conclusion
A lot of what “we know “and are taught about 
economics is based on the assumption that 
people make rational decisions. The basis of free 
market theory is that rational utility maximising 
consumers can be trusted to make optimal 
decisions on their own behalf, and as such 
government intervention should be kept to an 
absolute minimum.

However if consumers consistently and repeatedly 
make sub-optimal choices, then the foundations of 
free market economics begin to look a little shaky 
and the arguments for government intervention to 
improve economic outcome become ever stronger.

Recommended reading:
• Debunking Economics: Steve Keen
• Predictably Irrational: Dan Ariely
• Basic Instincts: Pete Lunn
• Nudge: Richard Thaler & Cass Sunstein
• Thinking, Fast and Slow: Daniel Kahneman
• Hidden Order: David Freidman

The endowment effect is the term 
used to describe the situation where 
individuals value something more 
highly just because they own it.
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3 Using the concept of marginal utility, explain why the demand curve is downward sloping. [6]

1

Revision Questions

Explain what is meant by the terms total utility and marginal utility. [4]

2 Using the information in the table below calculate the marginal utility of each piece of 
chocolate cake.

Quantity of cake  
(no of slices) Total utility Marginal utility

0 0

1 80

2 140

3 160

4 150

5 120

4 Explain why rational consumers may be willing to pay significantly more for a branded
good than for a non-branded good, even when the differences in the product are minimal. [6]
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Revision Questions

7 Explain why some consumers may not be willing to travel an extra 20 minutes to save £5  
on a £300 suit but would travel an extra 20 minutes to save £5 on a £30 shirt. [6]

5 Explain the term bounded rationally. [2]

6 Explain the term cognitive bias. [2]

8 Explain why retailers often quote the actual price of a product beside the much higher 
Retailers Recommended Price. [4]

9 Explain how the endowment effect can lead to consumers acting irrationally. [4]


