1.1 NATURE AND ScoPE oF MaNAGERIAL Economics
Introduction | |

Managerial economics is a discipline which deals with the application of economic

theory to business management. It deals with the use of economic concepts and principles
of business decision making.

Formerly it was known as “Business Economics” but the term has now been
discarded in favour of Managerial Economics. Managerial Economics is often called
as Business Economics or Economic for Firms.

Meaning

Managerial economics is a branch of economics that applies microeconomic
analysis to decision methods of businesses or other management units.

Definitions
Managerial economics has been defined by different scholars as follows.

1.

“Managerial economics is the integration of economic theory with business
practice for the purpose of facilitating decision-making and forward planning

by management”.
- Spencer and Siegelman

“Managerial economics is the use of economic models of thought to analyze

business situations” -
- Mc Nair and Meriam

“Managerial economics is the application of economic theory and methodology

to business administration practice” . |
- Brigham and Pappas
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~ Managerial economics by nature is a specialized discipline of management studies

that deals with the application of economic theory, tools and methodologies to business
management practice.

Management economics has evolved as an'integration of economic theory and

decision sciences with business management.

Senrs

¢ Nature ofManagerial Economics
‘\ .
-~ , Close to microeconomics

b)

c)

d)‘

: Managerial economics is concerned with .
finding the solutions for different managerial problems of a partlcular firm.
Thus it is more close to microeconomics.

Operates against the backdrop of marcoeconomics : The macro-
economic conditions of the economy are also seen as limiting factors for the
firm to operate. In other words, the managerial economist has to be aware of

the limits set by the macroeconomic conditions such as government industrial
policy, inflation, and so on.

Normative statements : A normative stAtement usually includes or implies

the words ‘ought’ or ‘should’. They reflect people’s moral attitudes and are

expressions of what a tam of people ought to do. For instance, it deals with
statements such as ‘Governme¢ it of India should open up the economy’.

Prescriptive actions : Prescriptive action is goal oriented. Given a problem
and the objectives of the firm, it suggests the course of action from the available
alternative fro optimal solution. It does not merely mention the concept, it also
explains whether the concert can be applied in a given context or not. For

instance, the fact that variable costs are marginal c¢osts can be used to judge
the feasibility of an export order.

Applied in nature : ‘Models’ are built to reflect the real life complex business
situations and these models are of immense help to managers for decision
making. The different areas where models are extensively used include inventory
control, optimization, project management etc. In managerial economics, we
also employ cases study method to conceptualize the problem, identify the

alternatives and determine the best course of action.

Offers scope to evaluate each alternative : Managerial economics provides
an opportunity to evaluate each alternative in terms of its costs and revenues.

The managerial can decide which is the better alternative to maximize the
profits for the firm.,




g Interdisciplinary : The contents, tools and techniques of ‘managerial
economics are draws from different subjects such as economics, management,
mathematics, statistics, accountancy, psychology organisational behaviour,

sociology, efc.

h) Assumptions and limitations : Every concept and theory of managerial
economics is based on certain assumptions and as such their validity is not
universal. Where there is change in assumptions, the theory may not hold
good at all. '

Decision
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Theory

Managerial
Economics

Solutions
to Business
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f’(&\k P Fig.: Nature of Managerial Economics

Scope oF MANAGERIAL EcoNOMiIcs

The scope of managerial economics include all the economic concepts, theories,
ideas, principles, tools and techniques that can be used to analyze the business
environment and find solutions to practical business problems. The following business
areas can be considered as the scope of managerial economics. |
1. . Objectives of a Business Firm or Organization : Managerial economics
provides a sound framework by facilitating a business firm to frame its objectives
both in the short-rin and long-run.
2. Resource Allocation : Managerial economics provide the methods of
effective resource allocation. It mainly aims at achieving high output through
low and proper allocation of resources.
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3. Demand Analysis and Demand Fogecasting i’ 'suggests't.he
methodologies for analyzing the demand of a product. The demand forecasting

techniques it provides are proven to be quite’ efficient fot meeting the
competition.

’. Competitive Analysis : The techniques provided by managerial economics
~facilities a firm to withstand in a competitive situation.

5. Strategic Plamﬁrig : Managérial economics guides a business manager in
making strategic decisions.

Production Management : Managerial economics plays a yitall role in
production management. It's effective tools helps to plan the business schedule,
vegulate the production process and effectively place the output in the market.

Cost Analysis : Managerial economics provide various cost concepts and

cost curves that facilitate in determining cost-output relationship both in short-
run and long-run.

Pricing Strategies : Managerial economics provide various cost concepts

and cost curves that facilitate ir: determining cost-output relationship both in
short-run and long-run. | ’4

Market Structure Analysis : The techniques and concepts of managerial

economics analyze the market structure and guide in taking necessary decisions
~ that are required for a firm to exist in the market.

10. Investment and Capital Budgeting Decisions :
~* opportunity cost provided by managerial economics faci

appropriate investment decisions and choose the best alte
Jorganisational requirements.

The concept of
litates in making
mative that fits the

lﬁ Marketing Strategies : Managerial economics provide marketing strategies
' like ; | '

> Product policy

> Sales promotion

P Segmentatibn, Targeting and positioning of markets.

pe

12. Ecqnpmics‘ of Scale : Managerial economics in the long-

g ' run helps a firm to
enjoy economics and diseconomics of scale.
Rahul Publications Tonavrar HCH o



MANAGERIAL ECONOMICS

13. Profit Management : Managerial economics mainly concentrates on the
primary goal of a firm i.e., profit maximization. It deals with the activities like
profit estimation and profit planning.

14. Input and Output Analysis : The concept of production function
managerial economics depicts the input and output relationship.

15. Inventory Control : Effective inventory céntrol techniques of managenal
economics readily meet the organisational requirements.

1 3 CHARACTERISTICS

Understanding of the main features of managerial economics helps in appreciating
the subject in its true perspective. These characteristic features are the following,

1. Managerial economics is micro-economic in character as it concentrates
only on the study of the firm and not on the working of the economy.

2. Managerial economics takes the help of macro economics to understand
and adjust to the environment in which the firm operates

3. Managerial economics in normative rather than positive in character. It is

prescriptive rather than descriptive. That is, it is concerned with the type of

" decisions that the firm should take in order to prosper, which involves value
judgments and not a mere description of behaviour of the firm.

4. Itis both conceptual and metrical. It takes the help of conceptual framework
to understand and analyse the decision problems and takes the help of
quantitative techniques to measure the impact of different factors and policies.

5. The contents of managerial economics are based mainly on the ‘theory of
g firm’. It is only for the analysis of profits that help is taken of the ‘theory of
distribution’.

6. Knowledge of managerial economics helps in making wise choices. Managers
| continue to face the problem of scarcities and consequently, must continue
to make choices. Managerial economics, being the study of the allocafion of
the resources available to a firm among the activities of that unit, is useful
" as it is goal-oriented and aims at maximum achievement of objectives.

icance of Managerial Economics

Managerial Economics is a _uSeful subject. In fact is the most significant of all
social sciences. Its study is highly useful for analyzing and understanding the various
economic problems. Its study brings utility to all sections of the people.




Managerial Economics became the intellectual region of the day. Managerial
Economics is described as both light giving and fruit bearing science. It enriches our

knowledge and brings utility or significance. Managerial Economics is explained from
the following points :

A) Theoretical Significance

1.

Understanding the Economic Behavior : The study of Managerial
Economics help us to understand the economic behavior of human beings.

Working of the Economic System : Managerial Economics explains the
conditions which influence the progress of the economy. It makes suggestions
for overcoming the complicated problems faced by the people and the

government in various economic systems. Hence it has great significance for
understanding the working of the economic system.

Intellectual value : The study of Managerial Economics sharpens the

intellectual calibers of individuals. It imparts certain qualities like rational
behavior, proper allocation of resources etc.,

Economics Tools : Mrs. John Robinson described economics as a box of

economic tools. It provides a good knowledge regarding the nature, causes,
effects of various economic phenomena.

Economic Growth : managerial Economics suggests various ways and
means for maintaining the growth rates in the developed economies. | also

analyses the factors Qb%jilhng the economic growth of these countries.

§ \ ) q ' - . .
Economic Development : Developing countries aim at achieving economic
development with in a short span of time. Managerial Economics enables tis

to understand the nature and conditions necessary for the successful -
organizations of business firm. '

Performance of the Economy : Managerial Economics helps us to asses
the performance of the economy. We can judge the position, progress and

future of an economy through several theories and models of Managerial
Economies. |

Economic Planning : Economics planning is an important bra'r'fch":iof
economics. Economics provides a good knowledge and information regarding

the techniques of economic planning. It sharpens our mental abilities by clearly
explaining the types, aims and objectives of economic plans.

... f R g }

—f A




9. Prediction : Managerial Economics serve as the best means for predicting -

the economic events. It helps us to predict the consequence of various economic
phenomena.

Ethical Value : Managerial Economics indicates certain ethical norms like
honesty, responsibility and adjustability etc., It upholds the moral and cultural
values of individual. It makes them honest and dignified citizens.

B) Practical Significance

1.

Useful of the Finance Minister : The study of Managerial Economics is
highly useful to the finance minister and the personal working in the finance
department. It provides a good khowledge about public revenue, public debt
and public expenditure. It helps them in forming a sound financial policy and
result oriented budget.

Useful to the Minister for Planning : The study of Managerial Economics
is also useful to the minister for planning It furnishes a good knowledge about
the various types of plans. Mobilization, plan implementation, capital output
ratio, investment strategy etc.,

Useful to the Bankers : Managerial Economics is also useful to the bankers.

It enables them to understand the nature, purpose and implications of dnfferent
economic policies implemented by the business firms. ;

‘Trade Union Leaders : Knowledge of Managerial Economics is also

significant for the thede union leaders.- The study of Managerial Economics

helps the trace union leaders to understand the nature and causes of industrial
disputes, wages problems etc.,

Businessmen : Economics is also useful to the busmessmen Businessmen
with the help of Managerial Economics can study the fluctuations in business,

prices, production and employment. They can adopt a proper strategy for
producing goods and services according to the charges in demand.

Statesmen : Statesman will also get benefit by studying managerial

economics. It enables them to understand the nature an causes of economic

problems. It helps them to solve the economic problems like unemployment,

inflation, scarcity of goods etc.,

International Economic Problems : International economics as an
important branch of economics. It deals with the matters like terms of trade,
balance of payments, export and import regulations etc., Its knowledge enables
the international agencies to determine the foreign exchange value of various
national currencies. Thus, managerial economics has both theoretical and
practical significance. Its study is useful to all sections of the people.

J‘ 7 }
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1.1 Introduction

1.0 Origin and Meaning of Economics

At the beginning of your studies, you may wonder, :
why study economics? A number of reasons can be LE SRR

) 1.1.0 Free goods and Economic goods
adduced here. Some of those who study economics may | 1.1.1 Distinction between Free goods

hope to make money. Others may be under the and Economic goods
impression that if they do not study the fundamental laws | 1-1-2 Consumer goods

: 1.1.3 Prod ds or Capital good
of supply and demand, they may be considered as | ;; ,;:’e:::ee‘;iff;g 03;s apitat §00as
illiterates. Now that the society is under the spell of | 1.1.5 Wealth

computers and Information revolution, they may be 1.1.6 Income
interested in knowing how Information and LL7 Uilly
Communication Technology is changing the society or why ; i:g B;;;‘e; of uilliy
societies are experiencing widening of income inequalities | 1.2.0 Price

or why poverty eradicationis not succeeding in developing | /.2.1 Wants
countries. There may be many other reasons for studying 1.2.2 Welfare

€conomics.

Economics is a social science which studies individuals and organisations engaged in
production, distribution and consumption of goods and services. This science analyses the economic
behaviour of people and its consequences. Economics is the systematic study of the never ending
efforts of man to satisfy his endless wants with limited resources.

The term ‘economics’ is originally derived from the Greek words ‘OIKOS’ (a house) and
NEMEIN (to manage), meaning household management. Prior to Adam Smith, Economics was
known by the name *political economy’. Later, after the publication of Adam Smith’s famous book
“An Enquiry into the Nature and causes of wealth of Nations” in 1776, Economics emerged as a
science.

Economics has been described as the study of that aspect of human behaviour which arises
from the scarcity of means to achieve given ends. The individuals and societies require resources
for management of various economic activities. Wants are virtually limitless, while the resources to
satisfy them are scarce. There are basically two categories of scarce resources, human and non
human resources, Human resources consist of labour including entrepreneurship and management.
Non human resources include land and all natural resources, technology information and capital.
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. ing. These basic neeqg

In any economy most pressing wants are food, clothing and ht(::;s:cfnomy isdeveloping

are to be satisfied first by making use of the available resources. When sodssibnienion g,

advances in technology and the development of new means Of'.m“Spo " The advancement in the

Iise to new wants and bring about new ways of satisfying eXisuflg PRI fpeople. Asaresult the
field of science and technology brought about a change in the lifestyles of pe tﬁ \.vants of peop

need for use of cars and other electronic goods have become indispen'sable a? € " Whicf:in fhe

grew gradually. Similarly various modes of travel enabled people to satisfy thelr_ Wan"[},l individ :

Past was difficult and unavailable. Thus, when society develops human wants mult.1ply. e

and economic system may find that the available resources are not sufficient to meet all the

i : ® vl ' imited wants are to b
requirements. Therefore, the ‘economic problem’ arises mainly because unlimited e
satisfied with limited resources.

Animportant point to be noted here is that resources are not only limited but also they have
alternative uses. A decision to satisfy one set of wants means sacrificing some other set. Individuals
forego other opportunities Whenever scarce resources are used to produce specific goods ang
services. This is called Opportunity cost by the economists. Every society faces the ‘scarcity of
resources’ that gives rise to the problem of ‘choice’. A
must choose among the limited goods that can be produced with the available resources. Therefore,

society has to decide on how to allocate the scarce resources optimally to different sections of

people to satisfy their needs according to their importance and urgency. This is a problem of
‘choice.

s economic goods are scarce, the society

Economics is the study of how people allocate their s

consume goods and services to satisfy their unlj
maximising their gains,

carce resources to produce and
mited wants with the objective of

' ut these Crucial issyeg in an economy.
What goods and services are produced?

2. Howare goods and services produced?

3. For whom the goods and services are produced?

(Detailed discussion of these fundamenty) quesﬁons 1S presentad 1
‘ . ented las.
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1.6 Micro and Macro Economics

Modern economists adopted two approaches to economic problems and analysis. They

-

arc

|. Micro economics,

2. Macro economics.

Professor Ragnar Frisch of Oslo University (N orway) was thé first person to develop these
‘two concepts in the year 1933. Micro economics studies the behaviour of individual units where as

macro economics is the study of aggregates. Now let us examine the scope and importance of each
of these two.

1.6.1 Micro Economics . o kA |

The term ‘micro economics’ is derived from the Greek word ‘micros’ which means small.

Thus micro economics deals with the analysis of a particular economic unit and considers in detail

the behaviour of that particular unit. In other words micro economics is the microscopic study of
“the economy. Here we study the behaviour of individual units such as households, firms and industries.
. Forexample, it studies how an individual tries to get maximum satisfaction with his limited incomé?
Orhow a particular firm maximises its profits? Thus Faar

| .

hei -@ﬁc:ro economics is the study of economic actions of individuals or grdup ofindividua@
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Yoot

R e i~




o Econopy,
28

e
i
e

According to K.E.Boulding

' Ids, indivigyy
g icular households, @l
“Micro economics” is the study of particular firms, part |

ities. |
. , . icular commod
prices, wages, incomes, individual industries and particu —

1.6.2 Scope of Micro Economics

Professor Marshall popularised micro ec?nomlcs' Hilcs af:al)'Sis. Micro economg i:
Economics’ is considered as the best example of micro econ'(’mI analysis’. Thesetwoare regarde
mainly based on the assumption of “full employment” and mafgmﬁh' iour which is explained by 3
as two pillars of micro economics, The theory of consumer’s behav

o ility are derived directly f;
Law of Diminishing marginal uility and the Law of Equimarginal utility a Y from
marginal analysis,

‘Theory of product pricing, theory of factor pricing and the theory .c)‘fwelfa:re arethe thl_‘ee
major fields covered by micro economics. Under the theory of product pricing, micro economics
studies how the indivi

dual consumer attains equilibrium position by distributing their limited money
to different uses. Tt also studies how the prices of various goods and services are determined ang

what quantity of different factors of production should be used to minimise the cost of production
i.e., the theory of costs,

Another important aspect that comes under the purview of micro economics js the

— Factor pricing
Product pricing (Theory of diStn'bution)

Theory of demand
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1.6.3 Importance of Micro Economics

The following points explain the ihportance of micro economics.

1. Micro economics provides the basis for understanding the operation of the economy as a

whole. In order to understand the problems of the economy, it is necessary to study the
problems of individual units.

2. This study is useful to the Government for the efficient use of scarce resources to achieve
growth and stability.

3. Micro economics provides an analytical tool for evaluating the economic policies of the
Government. For example, if the government wants to impose new taxes, it can make

necessary changes in it, by knowing the reactions of the people regarding the new taxes
through this analysis.

4. Micro economics can be used to examine the conditions of economic welfare and it suggests
ways and means to bring about maximum social welfare.

5. This study isalso applicable to the field of international trade in the determination of exchange
rates. .

1.6.4 Macro Economics

Macro economics is derived from the Greek word ‘Macros’ which means large. Macro
economics is the study of economic system as a whole. Itis not concerned with the individual units
but all such units combined together. Thus macro economics is a study of aggregates like national
income, total consumption, total saving, total investment and total employment. Most of the modem
economics is Macro economics. Let us study the definition of macro economics.

According to K.E.Boulding, macro economics studies national income, not individual
income, general price level instead of individual prices and national output instead of individual

output.

' 1.6.5 Scope of Macro Economics

J.M.Keynes popularised macro economics. He published his book ‘General Theory of
Employment Interest and Money’ during the great depression of 1930’s, after which the macro
economic theory has become popular. Macro economics is also known as'income and employment
theoryas its main concern is to explain the theory of income, output and employment.

Macro economics deals with the general price level and its fluctuations overtime instead of

dealing with relative prices of goods and services. The problem of rising prices i.e., inflation is the
major problem of many countries in the world. Macro economics studies the causes of inflation and

suggests measures to control it.
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tant area of study in MAcro economics,

. . Ogt
bt i \ic. growth is another impo! icularly the developing coyp.
ofthe mo?iiiimﬁﬁgzcemed with economic growth; pArticy -

; &

+~ orowth and economic deve_lgpme

Whose main objective is to achieve high rate of ec.(c":;irlzs::em_ All these problems are Studi::i
Poverty reduction is an important aspect of economi .

under macro €Conomics.

Macro écononﬁcs also deals with the theory of distribution L€- ts};ecd(::tlt’,s the t;?:::et;relahve
shares of various classes from the total income. The causes OfblfSlnebilit};’ are’élso studiedaly
fiscal policies to control these business cyclesto achiev.e economic stal ained with the hel utr}d
macro economics. The scope of the macro economics can be exp ‘ P Of the
following chart. .

Scope of Macro Economics

and employment level and inflation growth distribution

\

Theory ofincome Theory of general price | |Theory of Economic Macp Theory of‘ |

~ [T ) it

Theory of consumption Theory of investment

Theory of fluctuations or
(Business cycles)

1.6.6 Importance of Macro Economics

Macro economics became p@bular because of the following reasons.

2. Macro economics helps in understéndin the pro o
- andprovides solutions to solve them, S blems Ofunemploymem, inflationetc.

- ol gy ional incg 4 i
distribution of national income among differen S?ciigztsa l; Very useful to understand the

- i Ol people in the economy.

#:4., Fluctuation$ in aggregate mand, aggregate 5, 1 ‘ ' _
fluctuations (bu.smess cycles)and they are sert;?)ﬁs y I?rno(li) ?eggletgam savings lead to economlcf
macro economics helps in analysing the cayqeq Ofeconms .orany country. The study ©
solutions to them. omic fluctuations and provides
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5. The theory of economic growth is a part of the study of macro economics. Analysing the

problems of developing countries like how to increase national income and its rate of growth,
how to increase output and employment have become much easier with macro economic
studies. - -

Macro economics is also helpful in understanding the behaviour of individual units. For
example, the determination of wage rate in an industry will be influenced by the general
wage rate of the economy. In the same manner the demand for individual products depends
on the aggregate demand in the economy. Thus the study of individual units is not possible
without macro economics.

Macro economic study is useful for making international comparisons in terms of average

national income.

Difference between micro and macro economics.

The main differences between micro and macro economics are as follows:

Micro Economics

Macro Economics

1. Micro economics is the study of
Individual units of the economy.

2. Itis called as ‘price theory’ as it
‘explains the allocation of resources
on the basis of relative prices of
various goods and services.

3. Micro economics explains price
determination in both commodity
and factor markets.

4. The basis of Micro Economics is
price mechanism which depends
on demand and supply.

Macro economics is the study of economy
as a whole.

Itis called as income and employment
theory’as it explains the changing levels of
national income during any particular time
period.

Macro economics deals with national
income, total employment, total
consumption, aggregate savings and
investment, general price level and economic
growth.

The basis for Macro Economics is aggregate
demand and aggregate supply.

Micro and Macro economics are interrelated to each other. Both the approaches are

important for better understanding of the problems of the economy. What is true of an individual

‘may not be true for the whole economy. For example, increase in individual’s income does not

mean that national income also increases. Similarly, increase in national income does not imply that

every individual’s income increases.
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2.2  The Law of diminishing Marginal Utility -/~

The law of diminishing marginal utility was originally explained by Hermann Heinrich Gosse, |

in 1854. Hence it s called Gossen’s first law. But Alfred Marshall popularised this law and explaineg
it in a more scientific manner.

f

The law of diminishing marginal utility is based on the fact that though human wants are
unlimited any particular want is satable. Further this law analyses consumer’s behaviour in case of
asingle commodity. Itis the general experience of everybody that if a person goes on consuming
more and more units of a commodity, the additional utility he derives from the consumption of
additional units of the commodity goes on diminishing. This phenomenon of human behaviour js
explained by this law. Moreover this law of diminishing marginal utility explains the relationship
between the utility and the stock of the commodity. '

For example, let us assume that a person is fond of sweets. If he starts consuming the first
piece of sweet he will get the highest utility or satisfaction. But as he consumes second, third and
fourth pieces of sweets the utility he derives from these successive units will diminish. After consuming
acertain quantity of sweets, regardless of how much the consumer likes sweets his desire for sweet
will be completely satisfied. Further if he consumes additional pieces of sweets, his utility will be
negative. Thusthe law of diminishing marginal utility implies decreasing functional relationship between
the quantity of a commodity consumed and the marginal utility derived from cohsuming an additional
unit,

2.2.1 Definitions of the Law

[‘”i‘he additional benefit which a person derives from a given increase of his stock of a thin: j

diminishes with every increase in the stock that he already has” ... Alfred Marshall.

“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”.. Kenneth E. Boulding,

2.2.2 Assumptions

The basic assumptions of the law of diminishing marginal utility are as follows.

1. This law is based on cardinal measurement of utility where Vutility can be measured and

compared numerically.

2. Consumer is a rational man which means he always tries to get maximum satisfaction.

|
|
|
i

|
|

3. Utilities are independent which implies that the utility of any commodity dependsonitsown |

quantity.



R R R R EEBPEEIT PO AR TR e

Theory of Consumption : 39
4. Units of the commodity are similar in quality, size, taste and colour etc: Otherwise, for

example,second apple is more sweeter when compared to the first one and the consumer
* may obtain more utility from the second one.

5. The tastes and preferences of the consumer remain constant.

6. Thereshould be continuity in the consumption of the commuodity. For example,ifa consumer

consumes an apple in the morning and the second one in the evening, he may get same utility
from both. ' '

7. Units of the commodity are not rare collections like stamps, coins or paintings.

8. Units of the commodity should be of suitable size, that is neither too big nor too small.

9. Itisassumed that marginal utility of money remains constant.
10. The law is also based on the assumption that the commodity is divisible into small units.

Itis necessary to understand the concepts of total atility and marginal utility before studying
the law of diminishing marginal utility. .7

2.2.3 Total Utility and Marginal Utility

Total utility is the total amount of satisfaction which a person derives from the consumption
of all units of the commodity. For example, let us assume that the consumer is interested iri the
consumption of apples. He consumed 3 apples and the first apple gives him 20 utils of utility,
second one 15 utils and the third one 10 utils of utility. If youadd up these utilities we get the total
utility derived from the consumption of 3 applesi.e., 20+ 15+ 10=45. One important thing to be
noted here is that when the quantity of consumption increases total utility also increases, but at a
diminishing rate. In our example the first apple’s utility is 20 utils where as the consumer is deriving
only 10 utils from the third apple. On the whole the consumer is getting 45 utils of total utility by
consuming 3 apples. Total utility can also be obtained by adding up the marginal utilities of different
umits of the commodity. Thus the total utility is a function of total quantity, B el

where TU =Total utility of n commodity, f= functional relationship, Q_ = quantity ofn commodity.

l Total utility is the total satisfaction obtained by the consumer from the consumption oﬂ

given quantity of the commodity. It is the sum of marginal utilities.

Marginal Utility

Marginal utility is the addition made to the total utility by consuming one moré unit of the
commodity. Let us consider our previous example, where the first apple gives 20 utils of utility to
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the consumer, 2 apples gives him 35 utils of utility which means the ‘addiﬁgnalf utility of the Secong
appleis 15 utilsi.e., 35—20=15. This is called ‘marginal utility’. It is the additional utility whicj

a consumer derives from the consumption of an additional unit of the commodity.

It can be explained as

(MU,=TU,-TU, )

Where n denotes number

MU, =Marginal utility of nth unit

TU =Total utiIity of nunits

TU_, =Total utility of n— 1 units.
_ Inour example, marginal utility of the second unit is equal to
MU, =1U, - TU, = 35 -20 =15.

Marginal utility can also be expressed in this way.

MU = ATU _ Change in total utility _15 _ 15
' AQ  Change in Quantity 1 L

L 4

Thus marginal utility is the additional utility derived from the consumption of an extra unit
of the commodity.

—

2.2.4 Explanation of the Law of Dimin-iShing Marginal Utility

The law of diminishing marginal utility explains consumer’s behaviour when he is interestet
in the consumption of a single commodity. The law states that, if the consumer increases the
consumption of any particular commodity the additional utility or marginal utility must eventually

decline.

The more of commodity one has, less will be the marginal utility that a consumer gets fron
its successi e units Thislaw can be explained with the help of a table.
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2.2.5 Table and Explanation

Table - 2.1
_Units of the commodity Total utility Marginal utility
(Apples) (Utils) (Utils)
1 20 . 20
2 s sl
3 45 g 10 positive
4 50 05
5 504 maximum <0} Zero
6 4
. :2} decreasing -i 0} Negative

Table 2.1 explains the relationship between the total quantity consumed, total utility and
marginal utliy. First column shows units of the commodity (apples) second and third colurmns total
utility and marginal utility respectively. We can infer from this table that as the quantity of apples
increases the marginal utility is diminishing. Total utility is increasing up to the fifth unit of apple but
atadiminishing rate. It becomes maximum at the 5* unit and starts diminishing. Marginal utility is
falling from the beginning and becomes zero when total utility is at 50, that is the maximum. The
ecofiomic implication of zero marginal utility is that the desire for that particular commodity is fully
satisfied. After this point if the consumer continues the consumption of the commodity he will get
negative satisfaction. At this stage total utility is falling and marginal utility becomes negative. The
relationship between the total utility and marginal utility can be explained in the following manner.

1. When marginal utility falls, but positive, total utility increases at a diminishing rate.
2. When marginal utility is equal to zero, total utility will be maximum.

\3- When marginal utility is negative, total utility decreases.

Itis clear from the above explanation that according to the law of diminishing marginal

utility, the marginal utility goes on diminishing as the consumer uses more and more units of a

* Commodity,

The law of diminishing marginal utility can be explained with the help of a diagram.
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3. Incaseof complimentary goods where we need two or more goods to satisfy a single want
this law does not apply.

4. Ifitisnot possible to divide the commodxty into small units, we can not measure the utility of
successive units. So this law is not applicable for indivisible goods.

5. Hobbieslike stamps and cdin collection are an exception to the law of diminishing marginal
utility, as the additional units give more satisfaction to the consumer.

2.2.7 Importance of the Law

1. Thelaw of diminishing marginal utility explains the difference between value in use and value
in exchange. It provides an answer to the famous ‘water diamond paradox.” Water is
essential to life and its total utility is very high but its marginal utility is very less. Ithasa very
high value in use but its exchange value is insignificant. On the other hand even though the
total value of diamond is not high, its marginal utility is more, that i the use value of diamond

is very less but the exchange value is very high. Thus this law becomes the basis for the
theory of value.

2. Thislaw helps the government while formulating taxation policies. The finance minister can
justify progressive taxation by imposing more taxes on the rich people as the marginal utility
of money to the rich is lower than it is for the poor. '

3, Thelaw of diminishing marginal utility is the basis for law of diamond. According to this law

as the price of the commodity decreases, its demand increases. This is due to the fact that

if the consumer purchases more of acommodity its marginal utility diminishes. That is the’

reason why he wants to purchase more quantity at a lower price. So the demand curve
always slopes downwards from left to right. -

4. Thislaw also plays an important role in the policy of redlstnbutlon of income and wealth.
As the marginal utility of income will be low for the rich people, the Govemment can acqmre
the surplus wealth of the rich people and distribute it to the poor. 5 ;

2.3 Law of Equi-marginal Utility - Consumer’s Equilibrium

Law of equi-marginal utility is an important law of consumption. Itis called as ‘Gossen’s’
second law’, as its formulation is associated with the name of H.-H.Gossen. The law of diminishing
marginal utility explains the consumer s behaviout, consuming only one commodity. But in actual
practice consumer buys a certain combination of goods and services. He hasalways limited income
to spend on the purchase of different goods and services. Being a rational consumer he always
seeks Maximum satisfaction. In this case the principle of equi-marginal utility is useful. The law of
eclul"ml‘gmal ufility explains how the consumer obtains maximum satisfaction thh his limited income.
Therefore this law is known as ‘law of maximum satisfaction’.
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According to this law the consumer has to distribute his money income on difteront U
such a manner that the last rupee spent on each commodity gives him the same “WK"{W[ il
Equalisation of marginal utility in different uses will maximise his total satisfaction. That is why thi-
law is known as the *law of equi-marginal tility’. ;

2.3.1 Definition of the Law

( In the words of Marshall, )
|
i

“If a person has a thing which can be put to several uses, he will distribute it among lhw;
. _uses in such a way that it has the same marginal utility in all.” :

While purchasing goods and services the consumer always follows the principle of substituy,,
to get the same marginal utility in case of different commodities. Ifhe thinks that a rupee spent
one commodity gives him more utility, when compared to the other he will try to substitute
former commaodity till the satisfaction derived from the last rupee spent on both commoditie, |
equal. Thus the consumer transfers his purchases from those goods which yield him lower mary;;
utility to those which give him more marginal utility. For example, consumer wants to spend h
money on two goods namely, apple and orange. The consumer derives 20 utils of utility from mrzé
unst of orange whose price is one rupee. Suppose by spending one rupee on apple, he gets morg

“than 20 utils of utility then the consumer substitutes apples for oranges. This process goes on till | E
consumer gets same marginal utility for the last rupee from both the commodities. Then the wm'um:E
gets maximum satisfaction. Therefore, this law is also known as the ‘law of substitution’. "

2.3.2 Consumer’s Equilibrium b

Thelaw of equi-marginal utility explains consumer’s equilibrium. Equilibrium is a statc(|
balance. It refers to asituation where in the consumer gets maximum satisfaction with his limitl
income. This law saye that the consumer attains equilibrium position when marginal utility of mon
spent on cach commaodity is the same. According to this law of equi-marginal utility maximu
sati-¥action is obtained by the consumer if the allocation of income on different goods is madc |
such a way, that the marginal utilities of different |

g o

goods are proportional to their prices.
( The condition required for consumer’s equilibrium can be explained like this
| MUA =MUB ="._MUn
| A P P 'f-,
WhereMU,  =Marginal utility of commodity A
P = Price of commodity A

MU, =Marginal utility of commodity B
P, = Price of commodity B

MU, =Marginal utility of nth commodity
P = Price of nth commodity.
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2.3.3 Assumptions of the Law
The law of equi-marginal utility depends on the following assumptions.

{. Thislaw isbased on cardinal measurement of utility, where measurement of utility is possible
in terms of numbers.

7. Consumerisa rational man always aiming at maximum satisfaction.
3. The marginal utility of money remains constant.

4. Consumer’s income is limited and he is prepared to spend the entire amount on different
goods.

5. The prices of goods are unchanged.
6. Utility derived from one commodity is independent of the utility of the other commodity.
2.3.4 Explanation of the Law

The law of equi-marginal utility says that for obtaining maximum satisfaction the consumer
will spend his income on various goods and services in such a way that the marginal rupee spent on
each commodity gives him the same satisfaction. This can be explained with the help ofan example,
let us assume that the consumer’s income is Rs.5 and he wants to spend it on two commodities
namelyAand B. Furtheritis assumed that the price of each commodity is one rupee only. The
marginal utilities, the consumer is deriving from his expenditure on both the commodities is shown in

the following table.

2.3.5 Table — Explanation

Table - 2.2
Units of money Marginal utility of Marginal utility of
(in rupees) Expenditure on A Expenditure on B
. | 15 (1%) 14 (3%
2 14 (2") 13 (5%)
3 13 (4") 12
4. | 12 11
5 11 10
Total Utility 65 : 60
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In table 2.2 first column shows units of money, second and third columns show margjy, S
utilities of expenditure on commodities A and B respectively. Itis clear from the above tabl_e that,
consumer spends his first two rupees on commodity A because it gives him more utility .When :
compared to B. But he will spend the third rupee on commodity B, as it gives him the nex.t .h_lghe:
utility. Again fourth rupee he will spend on A and the fifth one on B, where the marginal utilities al
equal in both the cases. Thus, the consumer spends three rupees on commodity
oncommodity B, so that he can maximise his total uti]

both the commodities is same that is 13. By spending rupees 3 on commodity A, the consumer;|
obtaining a total utility of 15 + 14 + 13

= 42, and the total utility derived from B is equal ul
14.+13=27. Therefore by spending rupees 5 on both A and B, the consumer is able to get th
total utility of 69 (42 +27). -

Suppose if he spends his entire amount on ¢
the same manner if the total money is spent on co
60 only. Any other combination of expenditure

mmodity B, the consumer will get a total utility 01?
on both the commodities gives him less amount 0
satisfaction. It is not possible for him to gethi

gher satisfaction because his income is limited 8
rupees). Thus, the consumer gets maximum satisfaction by equating the marginal utilities of A and Bl
by spending rupees 3 on A and rupees 2 on B.

l
M= PAQA ¥ PBQB'

5=1x3+1x2. |

Where M =Money income, P =

. : » P, = Price of commodity A, Q, = Quantity of commodity A‘
P, =Price of commodity B, Q, = Quantity of commodity B. i
MU, MU, ?’
=—=13, %

Here P, P,

2.3,6 Diagrammatic Explanation |

The law of equi
Y

Marginal \\\\C . Marginal
utility 13p---------

-marginal utility can be explained with the help ofa diagram,

Money expenditure
Fig.2.2

Aand two rupe,
ity. Here the marginal utility of expenditure ak

ommodity A, he can obtain total utility of 65, b

s i, g R R o TR Y
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: In lllc“ﬂl-""f@ di"l&f‘ﬂm money expenditure is measured on X-uxis and the marginal utility of
- oncyon the Yeuxis. AAis the marginal utility curve of Aand BB is the marginal utility curve of B.
¢.C, represents the expenditure i.c., 3 rupees on A, DD, expenditure on B ie., 2 rupees. By
spending rupees Jon A,.u.nd rupees 2 on B the consumer derives the same marginal utility i.e., 13,
from both the commodities. As per the law of equi-marginal utility the consumer is able to attain
equilibrium position when he derives same marginal utility from all the commodities by spending his
[imited income.

The law of equi-marginal utility says thatthe consumer gets maximum satisfactionifhe
spends hl‘S lm}:tc‘d income on diffcrent uses in such a way, that the last rupec spent on each
commodity gives him the same marginal utility.

1.3.7 Limitations of the Law

The law of equi-marginal utility has been subject to certain limitations which are as given

here under.

1. Oneofthe important limitations of the law is that it is not applicable when goods are indivisible.
For example, it is not easy to divide a house, a car etc. Further it is not possible for the
consumer to purchase one and half cars. In actual practice it is very difficult for the consumer
to compare the marginal utilities of differgnt commodities.

2. The law assumes that consumer is a rational man and always tries to get maximum satisfaction.
But itis not possible always to weigh the utilities derived from different commodities. Most
of the consumers are influenced by the impact of fashion, advertisement, taste and traditions

while purchasing goods. Insuch cases this law does not work.

3. Thelaw is based on certain unrealistic assumptions such as cardinal measurement of utility
and marginal utility of money remain constant. As utility is a subjective concept, measurement
is not possible. In reality marginal utility of money does not remain constant.

4. The law of equi-marginal utility is not applicable in case of ignorant consumer. Ifhe is not
aware of the existing market prices and utilities of different commodities he can not obtain

maximumn satisfaction.
2.3.8 Importance of the Law :
THiotsgh thers are certain Jimitations the law of equi-marginal utility is applicable to almost all

branches of economics. The importance of the law can be explained as follows.
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. This Jawis also applicable in the filed of public finance. The Government has to fo:mu!ate

. Anintelligent consumer tries to allocate his limited resources between present consumption

‘ Econemie,

- This law is the basis for consumer’s expenditure. It serves as a guide to the consumery,

allocate his limited resources on different uses in order to get maximum satisfaction.

. In production theory also this law is useful. As every producer tries to get maximum outpy

he will try to substitute one factor unit for the other till he gets same marginal retums from
different factors of production.

. Exchange is based on law of equi-marginal utility. People exchange their goods and servicsy

in such a way that they will get maximum satisfaction.

. The distribution theory also involves the principle of substitution. As the factor prices ar ;

determined by their respective marginal productivities, an optimum distribution theory s
based on equalisation ofmarginal productivities of different factors of production.

the tax policy in such a way that the marginal loss/sacrifice of each tax payer s equal. Whik '
taking up the public projects also, Government tries to equalise the social marginal benefi
ofeach .

and future use so as to have same marginal utility in each. Thus this law is notonly the basis
for present consumption but also for future investment.

The above analysis shows that the law of equi-marginal utility has a wider application n '
different areas of economic activity. '
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