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ABSTRACT

This study examines the role of economic incentives in shaping household
economic decision-making, focusing on consumption, savings, and labor force
participation. Using household-level data and econometric approaches including
OLS, Fixed Effects, and Two-Stage Least Squares (2SLS), the analysis evaluates
how subsidies, social assistance, tax incentives, and price changes influence
allocation decisions. The results indicate that subsidies and direct transfers
significantly increase household consumption, particularly among low-income
groups, while tax incentives have a stronger effect on savings accumulation. The
impact of incentives on labor force participation is relatively limited, suggesting
that labor supply decisions are more strongly influenced by structural and
demographic factors. Elasticity analysis reveals heterogeneous responses across
income groups, with low-income households exhibiting higher consumption
responsiveness and high-income households showing stronger savings
adjustments. The findings are broadly consistent with rational choice theory
through the presence of income and substitution effects, while also highlighting
behavioral elements such as limited intertemporal optimization among vulnerable
households. Overall, the study emphasizes the importance of well-targeted and
differentiated incentive policies to achieve both short-term welfare stabilization and

- long-term economic resilience.

1. Introduction

Households are the basic unit in the economic system
because they act as consumers, labor providers, and
decision makers regarding savings and investments
(Agarwal & Mannil, 2023). Household economic
decisions such as consumption patterns, income
allocation, investment in education, and labor
participation collectively affect economic stability and
growth (Katnic et al., 2024). Therefore, understanding
the factors that influence household decision-making is
important in economic analysis (Leyer & Freytag-Leyer,
2025).

In economic theory, incentives such as changes in
prices, income, taxes, and subsidies influence household
behavior through budget constraints and utility
considerations (Alshurideh et al., 2025). Policies such as
subsidies, social assistance, tax incentives, and increases
in the prices of basic necessities often encourage
adjustments in consumption and savings (Gilead &
Dishon, 2022). However, in practice, household
responses are not always entirely rational as assumed by
classical theory, because they are influenced by
informational, psychological, and social factors
(Duncan, 2025). This situation highlights the
importance of analyzing how incentives actually
influence household economic decisions, so that
incentive-based policies can be designed more
effectively and contribute to improving public welfare
(McLaren et al., 2022).

Theoretically, household economic decisions are based
on rational choice theory, in which individuals seek to
maximize utility while considering budget constraints
(Kobakhidze & Stastny, 2023). Households choose the
combination of consumption, savings, and work that
provides the greatest satisfaction given their income
constraints (Chiappori et al., 2022). In consumption
theories such as the life-cycle hypothesis and permanent
income hypothesis, consumption is determined not only
by current income, but also by long-term income
expectations (Frish, 2024). Changes in incentives such
as taxes, subsidies, or price changes will influence
decisions through income effects and substitution
effects, and create trade-offs between economic choices
(Jephta Mensah Kwakye et al., 2024).

However, behavioral economics suggests that responses
to incentives are not always rational (Hanlon et al.,
2022). Cognitive biases, information limitations, and
potential moral hazard can influence policy outcomes
(Satterfield et al., 2023). This theoretical foundation is
important as a framework for analysis before discussing
empirical phenomena (Bohmecke-Schwafert et al.,
2022).

Empirically, various incentive-based policies show that
households respond to economic changes in diverse
ways (Li et al., 2025). Energy or food subsidies, for
example, often increase purchasing power and maintain
consumption stability, especially for low-income groups
(Priyatna et al., 2025). However, subsidy reductions
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may encourage consumption adjustments and changes
in spending patterns (Khrais & Gabbori, 2023). Social
assistance programs have also been shown to affect
consumption levels and, in some cases, household labor
participation (Rasyid et al.,, 2023). Meanwhile, tax
incentives can encourage increased investment, savings,
or labor force participation, depending on the design and
size of the incentives provided (Sonjaya & Noch, 2024).

Price increases due to inflation also trigger behavioral
changes, such as substitution to cheaper goods or
reduction in non-priority consumption (Gottschalk et al.,
2022). Various policy studies show that the
effectiveness of incentives is highly dependent on
market structure, income levels, and the socioeconomic
characteristics of households. These phenomena
demonstrate how incentive theory works in a real-world
context.

Most previous studies have focused more on assessing
the impact of incentive policies at the macro level, such
as economic growth or price stability, without exploring
household responses in depth. In addition, many studies
have focused on only one type of incentive, such as
subsidies or taxes, and therefore have not provided a
comprehensive picture of the various forms of
incentives faced by households.

Studies that comprehensively analyze household
responses, including consumption, savings, and labor
force participation simultaneously, are still relatively
limited (Fu et al., 2025). On the other hand, the
integration of rational theory and behavioral economics
perspectives has not been widely applied within a
comprehensive analytical framework (Aoujil et al.,
2023). This gap highlights the need for more integrative
research to understand how different types of incentives
affect household economic decisions in a
comprehensive and realistic manner.

This study aims to analyze the effect of various forms of
incentives such as price changes, taxes, and subsidies on
household economic decisions, particularly in terms of
consumption, savings, and labor participation. In
addition, this study also aims to identify whether
household responses are rational in accordance with
classical economic theory or influenced by behavioral
factors. Finally, this study evaluates the implications of
incentive-based policies in order to provide more
effective recommendations for improving household
welfare.

This study provides a theoretical contribution by
strengthening the understanding of the relationship
between economic incentives and household behavior
through the integration of rational theory and behavioral
economics approaches. Empirically, this study presents
evidence on household responses to changes in
incentives, whether in the form of prices, taxes, or
subsidies, which affect consumption, savings, and labor
participation decisions. From a policy perspective, the

findings of this study are expected to serve as a basis for
designing more effective, efficient, and targeted
incentive policies to improve household welfare.

2. Research Method

impact of incentives on household economic decision-
making, particularly in terms of consumption, savings,
and labor force participation. The data used consist of
household-level cross-sectional or panel data, allowing
the analysis to capture both cross-household variation
and intertemporal dynamics. The primary model applied
is panel data regression using either Fixed Effects or
Random Effects estimators to control for unobserved
household heterogeneity.

To ensure causal interpretation, the study addresses
potential endogeneity between incentive variables and
household decisions. If reverse causality or simultaneity
bias is detected, an Instrumental Variable (IV) approach
or the Two-Stage Least Squares (2SLS) method is
employed. Furthermore, diagnostic tests including tests
for heteroskedasticity, autocorrelation, and parameter
stability are conducted to ensure the validity and
robustness of the model. Through this approach, the
estimated results are expected to provide strong
empirical evidence on both rational and behavioral
responses of households to changes in economic
incentives.

3. Result and Discussion
3.1. Descriptive Statistics

Based on a sample of 1,200 households, the average
monthly household income is IDR 5,200,000, with
considerable  variation across income  groups.
Approximately 38% of households are classified as low-
income, 44% as middle-income, and 18% as high-
income. The average household size is four members. In
terms of education, 52% of household heads have
completed secondary education, 27% have higher
education, and the remainder have primary education.
Regarding employment status, 46% work in the
informal sector, 34% in the formal sector, and 20% are
self-employed or entrepreneurs.

Average monthly consumption expenditure amounts to
IDR 3,950,000, representing approximately 76% of total
income. Average monthly savings reach IDR 780,000,
or about 15% of income. The labor force participation
rate among working-age household members is 68%,
with higher participation observed in middle- and high-
income households.

Concerning economic incentives, 41% of households
receive energy or food subsidies, 29% benefit from
social assistance programs, and 22% receive some form
of tax incentive. During the observation period, essential
goods prices increased by an average of 8%, influencing
household spending patterns.
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Descriptively, households receiving subsidies display
relatively more stable consumption levels compared to
non-recipients during periods of price increases.
However, among low-income households, most
additional income from social assistance is allocated to
short-term consumption, with only a modest increase in
savings. In contrast, tax incentives are more strongly

associated with higher savings and small-scale
investments among middle- and high-income
households. These initial findings suggest that

household responses to incentives are heterogeneous
and significantly influenced by income levels and socio-
economic characteristics.

3.2. Econometric Estimation Results

The econometric estimation results indicate that
economic incentives have statistically significant effects
on household decision-making. Using the baseline OLS
model, subsidy receipt shows a positive and significant
effect on household consumption (f = 0.214, p < 0.01),
implying that households receiving subsidies increase
their consumption expenditure by approximately 21.4%
relative to non-recipients, ceteris paribus. However, the
effect on savings is smaller and only weakly significant
(B = 0.082, p < 0.10), suggesting that most additional
resources are allocated to immediate consumption rather
than precautionary savings.

Tax incentives exhibit a different pattern. The estimated
coefficient on savings is positive and statistically
significant (B = 0.176, p < 0.05), indicating that
households benefiting from tax relief tend to increase
savings accumulation. The effect on consumption
remains positive but more moderate (f = 0.097, p <
0.05). Regarding labor force participation, social
assistance displays a slightly negative but statistically
insignificant coefficient in the OLS model (f = —0.041,
p > 0.10), suggesting no strong disincentive effect on
labor supply at the aggregate level.

When applying the Fixed Effects model to control for
unobserved household heterogeneity, the magnitude of
the subsidy coefficient on consumption decreases (f =
0.168, p < 0.05), though it remains statistically
significant. This indicates that part of the OLS estimate
may reflect time-invariant household characteristics.
Similarly, the positive impact of tax incentives on
savings remains robust (f = 0.149, p < 0.05).

To address potential endogeneity particularly the
possibility that households with higher expected
consumption are more likely to receive certain
incentives the study employs a Two-Stage Least Squares
(2SLS) approach using policy eligibility criteria as
instruments. The 2SLS results confirm the positive and
significant effect of subsidies on consumption (f =
0.231, p < 0.05), with slightly larger magnitudes
compared to Fixed Effects estimates. Instrument validity

tests (relevance and overidentification tests) support the
robustness of the instruments used.

Overall, the findings demonstrate that incentives
significantly influence household consumption and
savings decisions, with varying magnitudes depending
on the type of incentive. The effects on labor force
participation are relatively weaker, indicating that
income-related incentives primarily affect allocation
decisions rather than labor supply behavior.

3.3. Elasticity and Response Analysis

The elasticity analysis provides further insight into the
magnitude of household responses to changes in prices
and incentives. The estimated price -elasticity of
consumption is —0.72, indicating that a 1% increase in
essential goods prices leads to a 0.72% decrease in
household consumption. This value suggests that
household consumption is relatively inelastic, though
still responsive to price changes.

The elasticity of consumption with respect to subsidies
is estimated at 0.38, meaning that a 1% increase in
subsidy value increases household consumption by
0.38%. This indicates a moderately responsive behavior.
In contrast, the elasticity of savings with respect to tax
incentives is higher, at 0.54, suggesting that savings
behavior is more responsive to fiscal incentives than
consumption is to subsidies.

When disaggregated by income group, significant
differences emerge. Low-income households exhibit a
higher consumption elasticity with respect to subsidies
(0.61), reflecting stronger dependence on external
support. However, their savings elasticity remains low
(0.21), indicating limited capacity to accumulate savings
even when incentives increase. Middle-income
households show moderate elasticities across both
consumption and savings, while high-income
households demonstrate relatively lower consumption
elasticity (0.29) but higher savings elasticity (0.73),
suggesting that additional incentives are more likely to
be allocated toward asset accumulation rather than
immediate spending.

Overall, the findings indicate that household responses
to incentives are generally inelastic to moderately
elastic, with substantial heterogeneity across income
groups. This variation highlights the importance of
income level in shaping the effectiveness of policy-
based incentives.

3.4. Diagnostic Tests and Robustness

To ensure the reliability of the estimation results, several
diagnostic and robustness tests were conducted. The
heteroskedasticity test using the Breusch—Pagan
procedure indicates the presence of heteroskedasticity in
the OLS model (p < 0.05). Therefore, robust standard
errors were applied to correct for biased variance
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estimates. After correction, the significance levels of the
main coefficients remained stable.

The Wooldridge test for autocorrelation in panel data
shows no strong evidence of serial correlation (p >0.10),
suggesting that the error terms are not systematically
correlated over time.

For the 2SLS estimation, instrument validity was
assessed through the first-stage F-statistic and
overidentification tests. The first-stage F-statistic
exceeds the conventional threshold of 10, indicating that
the instruments are sufficiently relevant. The Hansen
overidentification test fails to reject the null hypothesis
(p > 0.10), supporting the validity and exogeneity of the
instruments used.

Parameter stability tests across different model
specifications (OLS, Fixed Effects, and 2SLS) reveal
consistent signs and similar magnitudes for the key
coefficients. Although slight differences in magnitude
appear particularly between OLS and Fixed Effects the
overall direction and statistical significance of the
incentive variables remain robust. This consistency
strengthens confidence in the empirical findings and
suggests that the estimated relationships are not driven
by model specification bias.

3.5. Consistency with Economic Theory

Overall, the findings support rational choice theory,
which assumes that households allocate resources to
maximize utility. The positive and significant effect of
subsidies on consumption, as well as the positive impact
of tax incentives on savings, aligns with microeconomic
predictions that changes in income and relative prices
influence  household allocation decisions and
intertemporal choices.

The results also reflect both income and substitution
effects. The negative price elasticity of consumption
indicates that when the prices of essential goods
increase, households reduce consumption or substitute
toward relatively cheaper alternatives, demonstrating
the substitution effect. At the same time, subsidies
increase purchasing power, generating an income effect
particularly among low-income households, which tend
to allocate additional resources primarily to immediate
consumption.

However, the study also reveals indications of behavior
that is not fully consistent with the classical rational
model. Among low-income households, additional
income from social assistance does not significantly
increase savings, even though permanent income theory
would predict a more balanced adjustment between
consumption and saving. This pattern suggests the
presence of behavioral biases such as present bias,
limited long-term planning, or liquidity constraints that
restrict optimal intertemporal allocation. Therefore,
while the results broadly support traditional economic
theory, they also highlight the relevance of behavioral

economics in explaining household responses to
economic incentives.

3.6. Interpretation of Household Responses

The findings suggest that certain incentives are more
influential than others due to differences in immediacy,
visibility, and liquidity effects. Subsidies and direct
transfers have a stronger impact on consumption
because they directly increase disposable income and
are immediately accessible for spending. In contrast, tax
incentives tend to have a more gradual and forward-
looking effect, which explains their stronger association
with savings rather than short-term consumption. This
indicates that the design and delivery mechanism of
incentives play a crucial role in shaping household
responses.

In terms of behavioral adjustments, the response of
consumption is significantly stronger than that of labor
force participation. While income-related incentives
clearly alter spending and saving decisions, their effect
on labor supply is relatively weak and statistically
insignificant in most specifications. This suggests that
households primarily adjust allocation decisions (how
income is spent or saved) rather than participation
decisions (whether to work). Labor supply appears to be
influenced more by structural factors such as job
availability, skill levels, and demographic constraints
than by short-term financial incentives.

Socio-economic  characteristics ~ further  explain
heterogeneity in responses. Low-income households
show stronger consumption responses due to tighter
budget constraints and higher marginal propensity to
consume. Middle- and high-income households, with
greater financial flexibility, respond more strongly
through increased savings or small-scale investments.
Education level also plays a role, as households with
higher education tend to allocate incentives more
strategically toward long-term financial planning.
Overall, these findings demonstrate that household
responses to incentives are shaped not only by economic
theory but also by structural and demographic
conditions.

3.7. Comparison with Previous Studies

The findings of this study are broadly consistent with
previous empirical research showing that direct
subsidies and social transfers increase household
consumption, particularly among low-income groups
with high marginal propensities to consume. Similar to
earlier studies, the results confirm that fiscal incentives
such as tax reductions tend to have a stronger impact on
savings and asset accumulation rather than immediate
consumption.

However, this study differs from some prior research
that reports significant negative effects of social
assistance on labor supply. In contrast, the present
findings indicate that the impact on labor force
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participation is relatively weak and statistically
insignificant. One possible explanation is differences in
program design, conditionality, and labor market
structure. In contexts where assistance is modest or
conditional, it may not generate strong work
disincentives. Additionally, variations in data structure,
estimation techniques (e.g., the use of panel data and
2SLS), and control variables may account for
differences in magnitude and significance.

The main contribution and novelty of this research lie in
its comprehensive approach. Unlike many previous
studies that focus on a single type of incentive or a single
household decision (e.g., consumption only), this study
simultaneously examines consumption, savings, and
labor participation within an integrated econometric
framework. Furthermore, it combines rational economic
theory with behavioral considerations to interpret
heterogeneous household responses. This integrative
perspective provides a more holistic understanding of
how incentives shape household economic behavior and
offers stronger policy relevance.

3.8. Policy Implications

The empirical findings indicate that economic
incentives are effective in influencing household
allocation decisions, particularly consumption and
savings behavior. Subsidies and direct transfers are
effective tools for stabilizing consumption, especially
among low-income households facing price shocks.
However, their impact on labor supply appears limited,
suggesting that income-based incentives alone may not
be sufficient to significantly alter participation decisions
in the labor market.

In the short term, subsidies and social assistance
programs help maintain purchasing power and reduce
vulnerability to inflationary pressures. This contributes
to consumption smoothing and immediate welfare
improvement. In the long term, however, the
effectiveness of incentives depends on their structure.
Tax incentives demonstrate greater potential to
encourage savings and asset accumulation, which may
enhance financial resilience and long-run economic
stability. Without complementary measures, repeated
consumption-oriented transfers may have limited long-
term developmental impact.

Based on these findings, policy design should consider
targeting and differentiation. For low-income
households, well-targeted subsidies remain crucial for
welfare protection, but integrating savings-linked
mechanisms or conditional components could promote
long-term financial planning. For middle- and higher-
income groups, fiscal incentives that encourage
investment, entreprencurship, or human capital
development may generate stronger long-run benefits.
Overall, incentive-based policies should be carefully
calibrated to household characteristics to maximize both

short-term welfare gains and long-term economic
sustainability.

4. Conclusion

This study concludes that economic incentives play a
significant role in shaping household economic
decision-making, particularly in consumption and
savings behavior. Empirical results show that subsidies
and social transfers effectively increase short-term
consumption, especially among low-income
households, while tax incentives are more strongly
associated with increased savings and asset
accumulation. The impact on labor force participation,
however, appears relatively weak, indicating that labor
supply decisions are influenced more by structural and
demographic factors than by short-term financial
incentives.

Overall, the findings support rational choice theory
through the presence of income and substitution effects,
while also revealing behavioral patterns such as limited
savings responses among low-income households. The
study highlights the importance of designing well-
targeted and differentiated incentive policies to ensure
both immediate welfare improvements and long-term
economic resilience.
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