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The Rise of Demand in Classical Theories of Value: Bentham, Mill, Dupuit

Jeremy Bentham (1748-1832)

· The idea of utility maximization: Choices must be based on utility maximization. Bentham provided the first statement of what has since become a commonplace idea: economic analysis would be enriched if it makes use of and explores the implications of the assumption that human beings do what they do in order to maximize utility, which is the excess of pleasure over pain. 

· Utilitarianism: Ethical choices must be based on maximization of the sum of utilities. Bentham went on to propose a theory of ethics called utilitarianism. According to Bentham's utilitarianism, the right thing to do in any situation—personal or political—is to make the choice that maximizes "the greatest happiness of the greatest number". Let us assume (i) that each individual's happiness can be represented by a numerical measure—called utility—in any given situation. Let us also assume (ii) that the sum of the utilities of a group of people is a meaningful measure of the well being of this group. In such case, it follows that the right thing to do is to make the choice that maximizes the sum of the utilities of all people. The assumptions (i) and (ii) on which Betham's utilitarianism is based are highly suspect in the eyes of many economists. Besides, in cases in which Jack's well being is linked in some (perhaps malign) way to Jill's well-being, utilitarianism can generate ethical prescriptions that offend our natural sense of the inviolability of individual rights. (Cardinal utility—formalized by Daniel Bernoulli and William Forster Lloyd—and interpersonal comparability of utilities makes total utility a meaningful concept.)
· Egalitarianism: Interpersonal comparability and Diminishing Marginal Utility—formalized by Daniel Bernoulli—gave an egalitarian flavor to utilitarian ethics. If, in addition to assumptions (i) and (ii), we also accept the assumption that the link between one's happiness (or, utility) and one's wealth is (iii) the same for all people and (iv) characterized by diminishing marginal utility (that is, the twenty-first dollar you earn contributes more to your utility than the five hundredth dollar you earn), we are led to the conclusion that the most ethical distribution of wealth is also the most equal distribution of wealth in which every person has the same amount of money. Bentham, however, rejected this extreme implication of his own theory and argued that such egalitarian policies of wealth redistribution would reduce our incentive to work and, thereby, leave society impoverished.

John Stuart Mill (1806-1873)

· Theory of International Values: Solved a problem left open by Ricardo. Ricardo had used only production costs. Mill used demand as well. The stronger is a country’s demand for its imported good, the closer the free trade price would be to the country’s pre-trade price and, therefore, the smaller would be the country’s gains from trade.
· Terms-of-trade justification for a tariff: Mill and Robert Torrens showed that, for a country that is large enough to unilaterally affect worldwide prices, a tariff, by reducing the demand for imports, can move the free trade price away from the country’s pre-trade price and thereby reduces the damage done by the tariff. They speculated that in some cases this positive effect of the tariff—called the terms-of-trade effect—might outweigh the negative effect and the tariff may end up being beneficial. However, the gain to the tariff-imposing country would be outweighed by the damage done to its trading partners and, therefore, the tariff would end up being worse for the world.

· Showed that export-biased technological progress might have adverse effects on terms of trade.

· Exemplified classical social liberalism

Jules Dupuit (1804-1866)

· Utility (or, happiness) measured by willingness to pay. (Marginal utility of money implicitly assumed to be constant.)

· Downward sloping demand curve derived from willingness to pay

· Height of demand curve equals marginal utility

· Area under demand curve is a measure of total utility. Link between marginal and total utility clarified

· Consumer surplus defined

· Effect of price on consumer surplus explained

· Deadweight loss defined

· Deadweight loss of taxes graphically identified

· To reach a tax target, it is better to have low taxes on many goods rather than high taxes on a few goods. (This is because the deadweight loss of a tax increases very rapidly as the size of the tax increases.)
· “Laffer Curve”

· For a natural monopoly, price discrimination can reduce deadweight losses

· No formal optimization

· Implicit assumption of constant marginal utility of money obscures the trade-offs consumers deal with in making choices.

