1.1 Marginal utility theory

The Marginal Utility

Marginal utility of commodity is the change in the total utility resulting from the consumption of one more additional unit of that commodity, ceteris paribus.

Marginal utility of the nth unit of a commodity consumed is equal to the total utility from the n units less total utility from the n-1 units of that commodity.

The law of diminishing marginal utility

According to this law the intensity of satisfying a particular want diminishes as the consumer starts consuming more units of the commodity that satisfy that want.

The assumptions of the law of diminishing marginal utility

1. Units of the commodity consumed are homogeneous

2. Commodity is consumed in suitable and reasonable units.

3. Commodity is consumed within a suitable time period.

4. The tastes, fashion, customs and habits of the consumer remain unchanged during the period of consumption.

5. The income of the consumer does not change during their period of consumption

6. The consumer is a normal person.
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As the consumer goes on consuming more units of a particular commodity, the additional utility that a consumer derives from the consumption of that commodity goes on diminishing i.e. as consumption increases, the utility goes on progressively diminishing.

The law of diminishing marginal utility is also called the law of satiable wants.
Kenneth. E. bounding defines the law of diminishing marginal utility as –

As a consumer increases the consumption of any one commodity, keeping constant the consumption of all other commodities the marginal utility of the variable commodity must eventually decline.

THE FOLLOWING TABLE WOULD ILLUSTRATE TH E LAW OF DIMINISHIONG MARGINAL UTILITY

	Units of a commodity consumed
	Total utility
	Marginal utility

	1
	40
	40

	2
	70
	30

	3
	90
	20

	4
	100
	10

	5
	100
	0

	6
	90
	-10


THE LAW OF EQUI-MARGINAL UTILITY

Whatever I’ve dictated in the class is sufficient.

Including assumptions and limitations.

1.2 Indifference curve theory
The assumptions of the indifference curve theory
1. The consumer can state definitely whether the utility derived from the good or the combination of goods is greater, less or equal to the utility derived from another good or the combination of goods.

2. The consumer is assumed to behave in the rational manner.

3. If the consumer prefers good A to the good B in one period then he will not choose good B over good a in another period or treat them as indifferent, ceteris paribus.

4. The consumer has not reached the point of saturation in the consumption of a commodity.

5. The consumer is more unwilling to give up a commodity that is scarce as compared to situation when it is plentiful.

6. The consumer’ tastes, habits, remain unchanged.
The indifference curve – an explanation
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Indifference curve is defined as the locus of various combinations of two commodities that would provide the consumer with the same level of satisfaction.
Every point on the given indifference curve represents an equal amount of satisfaction to the consumer.
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Properties of the indifference curve

1.An indifference curve always slopes downwards from left to right ; i.e., it has a negative slope-It means that if the quantity of one commodity (say Y) decreases, the quantity of the other (X) must increase, if the consumer is to stay on the same level of satisfaction. This is due to the non-satiety requirement.
2. Indifference curve are convex to the origin. - Convexity of indifference curves is due to the assumption of the diminishing marginal rate of substitution.

3. Indifference curves do not intersect each other-If they did, the point of their intersection would supply two different levels of satisfaction, which is impossible. This is due to the assumption of transitivity.
4 Higher indifference curves represent higher level of satisfaction-an indifference curve, which is nearer to the point of origin represents smaller combinations of the two commodities, while an indifference curve farther from the point of origin represents larger combinations. Larger combinations of the two commodities provide greater satisfaction to the consumer. This can be represented by following diagram.
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Important term in the indifference curve theory
Marginal rate of substitution (MRS)

Marginal rate of substitution of good x for good y is defined as the number of units of good y that the consumer is willing to forego for an additional unit of good x so as to maintain the same level of satisfaction.

Marginal rate of substitution of good x for good y 

 MRS xy = (change of units of good y) / (change of units of good x)

As one moves along the indifference curve from left to the right the marginal rate of substitution goes on diminishing.
	Combinations
	Units of biscuits 
	Increase in units of tea
	MRSxy (between tea and biscuits)

	A 
	8
	2
	

	B 
	5
	3
	3:1

	C 
	3
	4
	2:1

	D 
	2
	5
	1:1
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Prof. Marshal defined consumer surplus as – the excess of price which a consumer will be willing to pay rather than go without the commodity over that which he actually does pay is the economic measure of this surplus satisfaction

In other words consumer surplus is the excess of what the consumer is ready to pay over what they actually pay.

According to the Marshallian concept of consumer surplus- At the consumption of the nth unit of the commodity the consumer willingness to pay is equal to what he actually pays. But for the all pre-marginal units which he derives from the commodity is greater than what he actually pays. Each pre-marginal unit gives him a surplus of utility. The sum total of such surplus is the consumer surplus

	Units of commodity
	Marginal utility in Rs
	Actual price in Rs
	Consumer surplus

	1st
	35
	10
	25

	2nd
	28
	10
	18

	3rd
	20
	10
	10

	4th
	15
	10
	5

	5th
	10
	10
	0

	Total units purchased=5
	Total utility=108
	Total money spent=50
	Total consumer surplus=58


The above analysis of consumer surplus is based on the Marshallian analysis of consumer surplus the assumption of which includes:

1. Utility is cardinally measurable.

2. Marginal utility of the money is constant.

3. Market price of the commodity is given.

4. The demand for the price is independent of the price and the quantity of the other goods.

5. There is no close substitute for the commodity.

Mathematically the consumer surplus as given by:

Consumer surplus = total utility derived – total amount spent

 Consumer surplus can also be expressed as total utility derived – (price * number of units of commodity.

As shown in the diagram above the consumer surplus at the level of the Q1th unit of the commodity is ST whereas actual price paid for the Q1th unit is TQ1.

