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Importance of the Concept

1. The concept of consumer's surplus does emphasise the amenities
that we enjoy in a modern society. Much of the consumer's surplus
we enjoy depends on our surroundings and the opportunities of ccn-
sumption available to wus, e.g., amenities of life in America as
compared to Central Africa. It thus clarifies conjunctural importarce.
The concept enables us to compare the advantages of environment,
and opportunities or conjunctural benefits. The larger the consumer's
surplus, the better oft are the people. The concept, thus, serves as
an index of economic betterment.

2. ltisuseful in price policy of a monopoly firm. The moropolist
can put a higber price on the goods if consumer’'s surplusis high,
without causing any reduction in sales. .

3. Itis of significance to the exchequer in determining indirect
taxation. The finance minister can easily levy more taxes where
consumer's surplus is bhigh.

4. By estimating the difference in consumers surplus resulting
froma change in price, we can know and compare the effects of a
given change in the price of any commodity on the different’ classes
of pccpr‘ Tt"is,therefore, w;dcly adopted in welfare economics.

5. Gains from internctional trade can be measured in terms of
consumer’s surplus obtaired in the imported googs.

4 DEMAND

In common parlance, ““demand™ is conceived as a desire to possess

a particular thing. But, in economics, demand is not the same thing

as desire or want. To aneconomist, however, demand is an eflective

degl_.r_g (or want for a thmg) 'ﬁ—esxre becomes ex‘”ccmd when
Furthcr dem'md 1s not an absdutc termi. It is a relative concept,

Demand for a cemmodity should haxc "dwa\s a reference to priceand
- =

nmg ar=u -l A

Thus, demand may be defined as the amount of commodity pur-
chased or deiic_d__ic_ﬁ_cc.’ulgl)) by a person ata given point of ume
and at a given price. Beuham defines demand thus: *The demand for
an)thmg looked always at a given price, is the amount of it which
will be bought per unit of time at that price.”

As Lipsey peints out, cconomists are “concerned not with a single
1solated purchase, but with a continuous flow of purchases.” Thuys, in
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economic studies, demand 1s expressed “as so much per period of
time—one million oranges per day, say,or seven million oranges per
week, or 365 million per vear.™

J Determinants of Dimand

The demand fora commodity is determined by many fuctors, An
individual's demand for a commodity is determined by such ractors as:

(1) The price cf the product.

(ii) The income of the individual.

7ii)  Theindividual’s habirs and tasres for the product.

(iv: The availability of substitutes and their comparative prices.

The individual demand for a product changes with a change in
any anc of'thesefactors.

Factors Influencine Market Demand

The market demand for a commodity originates and s aflected by
the form andchange in the general demand pattern of the community
or the people at large. The following factors affect the common
demand pattern for a commodity:
¢ (a) Thepricg of the product.

(b) The community's wealth and per capita income.

(¢) The community’s habits and scales of preference.

(d) Social and class attitude and the general standard of living of
the communm' B

(¢) Fashions and demonstration eflect.

() Agc structure and scx_ratios of the population.

(g) Spcculatxon aboutchanges in further prices of the commodity.

(h)y  Level oftaxation and the tax structure.

vy Inte oduuzon__g[ncw «oods subsutules etc., i.e. inventions
and innovations.

(11 Advertisgment _and “s_arlcs____;jrop:_x__g:u\da and the scule of
preterence.

e e

When these factors change, the general cemand pattern will be
affected, causing a changein the market demand as a whole. )

) Demand Function and Demand Schedule
'he function relationship between thedemand for a commadity and
its vartous determinants may be expressed mathematically in terms of

a demand function, thus:
D= f(Px,Py, M, T, A U)

whete,
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Dx = Quantity demanded tor commodity x.

/ = tunctional relation.
Px = The price of commodity x.
Py = The price of substitutes and complemertary goods.

M = The money income of the consumer.

T = Thetastes of the consumer.

A = The advertisement effect. S
U = Unknown variables or influences.

The above-stated demand function is a complicated one. Again,
factors like tastes and unknown influences are not quantifiable.
Ecoromists, therefore, adopt a very simple statement of demand
function, assuming all other variables, except price, to be constant.

Thus, an over-simplified and the 'most _commonly stated demand

fupction isT Dx=f (Px), which connotes that the demand for
commodnty v is The fanction of its price. “The traditional demand
theory deals™with this demand funation specifically.

It must be noted that by demand, economists mean the entire
functional relationship, i.e. the whole range of price-quantity rela-
tionship, and not just the amount demanded at a given price per unit
of time. In other werds, the statement, “the amount demanded isa
function of price’ implies that for every price thereis a corresponding
quantity demanded.

To put it differently, demand for a commodity means the entire
demand schedule, which shows the varying amounts purchased at
alternative prices ata giventime. Table 3.7sepresents a hypothetical
demand schedule of an individual for the commodity x.

Table 3.7 [t will be noted that the demand

An Individual Demand Schedule ~~  gchedule  does not indicate any
l change in demand by theindividual
'| concerned, but merely expresses
his s present be behaviour ia pu:’/as-
5 mg\}he comméH:"LaT_ﬁernanvc

Price of v Commodity x
(in Rs.) (Px) (in units) (Dx)

5

4 10

\ 20 prices. It shows only variation in
> 3s demand at varymg pri'ces Further,

60 thougF the given demand schedule
is purely hypothetical and a real
demand schedule forany commodity is very difficult to estimate, it seeks
to illustrate the principle that more of a commodity is demanded
at a lower price than at a higherone. In fact, most of the demand
schedules show an inverse relationship between price and quantity
demanded.

[
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Theoretically, the demand schedules of all individual consumers
of a commodity can te compited and combined 1o forma _composite
demand schedule, representing the total demand for the commodm at
various alternative prices. The derivatior of market demand from
individual demand schedules is illustrated” in Table 3.8. Here, it is
assunied that the " marker is™ coniposed ~ordv-of three buyers, A. B
and C.

Table 3.8
A\ Market Dem-nd Scheduale

Amount of Commodity demanded per day by Individuals

Price Total or Market
(in Rs.) A - B -+ C = Demand

< 10 15 10 " 3s

3 2 30 15 = 65

2 33 S0 25 = 110

| 60 100 40 = 200

Usually, thedemand schedule (whether of an individual or of a
market) cenotes an inverse furctional relationship between price and
quantity demandeo. That is to say, when rhc_QJce riscs, demand tennds
to faill ¢ and vice versa. It refers to general tendency of the consumers
that more w ill be be bought at low prices andless will be tought at high
prices. This tendency. as  according to Masskall, is the fundamental
law of demand.

THE LAW OF DEMAND

From the demand schedule, i1t is apparent that demand varies with
price. There1san inverse refat:onship between the iwo, ie demand
varies inversely with price.  This relaticnship tetween the demand for
a commodity and its price has been gencralized as the Jaw of demand.

The law  may be stated thus @ **Other things being cqual, the
higher the price of i commodity, the smaller isthe quantity den anded
and the lower the price, the larger the quanuty demanded ™ In other
words, the demund for o commodity e¢xpands (ic. the demand 118¢S)
as the price faliSand contracrs (1.¢. the demand falis) as the price rises.
Or briefly stated. the Jaw ol demand stresses that demand varies
inversely with price. S =
"It is auniversal fact that people would generally be willing to buy
more of @ commodity at a lower price than at a higher price and vice
versa. This 1s what 1s meant by the expression that demand varies
inversely with price.  Thus, the law of demand may be expressed in
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mathematical terms as @ “Demand is a decreasing function of price’”’
Symbolically, thus : D = f (P) where D Tepresents cemand,ar.d P the
price, f connoting funcfional relationship.

The conventional law of demard, however, re'a’es to the much
simplificd demand function : D =/ (P). [t, however,assumes that
rther determinants of demand are constant, and only price is the

variable and influencing factor.
Thus, the law of demand involves the followirg cerers paribus

assumptions : .
I. Tastes and preferences of the consumer remain constant.

2. Consumer's income is fixed and constant.
3. Prices of other goods like substitutes and complementaries
»

remain constant.
4. The given price change for the commedity is @ normal one; it
A

Is not speculative.
5. The size of population is unchanged. So also the sex rato

and age structure remain undisturbed.
6. There is no change in the distribution of the community’s

income and wealth.
7. The level of taxation and other fiscal measures undergo no

significant changes.

8. Climatic and weather conditions are unchanged in visualising
the demand for certain goods like agricultural products.

The law of demand holds true only uader these conditions.

)

Demand Curve
Usually, a demand curveis drawn togive a pictorial presentaticn

of the law of demand. In fact, the graphical presentation of the
demand schedule is called a demand curve. It represents the func-
tional relationship between quantity
r o demanded and price, i.e. Dy =/ (Px).
/ ° The individual demand schedule for x
: can be represented by a demand curve
as shown in Fig. 3.5. The x-axis
measures the quantity demanded and
the y-axis the pricz.
DD isthe demand curve which has
\/’a negative slope, sloping downward
from the left to the right, representing
© DEMAND an inverse functional relationship
between price and demand.

o

44

PRICE

Fig. 3.5
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It is interesting to note certain characteitstics of a typical demand
curve as under :

1. The demand curve is drawn by joining the loci of points
represerting alternative amournts of the commeadity demancded by the
consumer per pericd ¢/ time at all relevant prices.

2. A demand curve may be linear or non-linear. This depernds
on the data obtained n compiling the demund schedule. A linear
demand curve 1s always astruight line. A norelincar demard curve
has a curvature.

3. Usually,a demand curve has a nregative slope, which reflects
the inverse relaticnship beiween price and quantity demanded. (t
thus shows that demand contracts with a rise in price, and when the
price falls, there 's an expansion of demand.

4. A particular poirt on the demand curve degpicts specifically a
single price-quantity relation.  The entire range of the demand curve
relates to a complete functional relationship between price and demand.
Thus, the demand curve as a whole, und notits particular point,
reflects the demand behavicur of the consumer in relation to all
possible alternative price variations.

Exceptional Demand Curve

itis almost ¢ universal pheromenon of the law of demard that
when the price falls, the demand extends and it contracts when the price
rises. But sometimes, it may observed, of course very rately, that with
a fall in price. demand also falls and with a rise in price, gemand
rises. In such cases, the demand curve will be unusual. It slopes
upwards from left to right. Itis rather known as an exceptional deman+
curve. as depicted in Fig, 2.6,

In Fig. 3.6, DD is the demand
curve which slopes upward from
left to right. 1t appears thus that
when OP) isthe price, OM, isthe
demand and when the price rises to
OPlycemand also extends to OM,.
Thus. the upward sloping demand

'
.'
: . curveexpresses a functional relation-
! - ship be"ween price and demand.
1
o N;“ ’;2 > x Such upward sloping demand
DEMAND curves are unusval and quite con-
1 e iradictory to the lawof demand as
me. o

they represent the phenomenon that -
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“more will be demanded at a higher price and vice veiza.” The vp-
ward sloping demand curve, thus, refers to the exceptions to the law
of demand. There are a few such exceptioral cascs, which may be
categorised as follows : 2 e

I. Giffen Goods : In the case of certain inferior gcodscalled Giflen
goods, when the price falls, quite ofien lesser quantity will be purchsed
than before because of the negative income eflect ghd. consumer s 1n-
creasing preference for a superior commodity with a rise in their‘real
income. Probably, a few appropriaie examples of inferior gceds may
be listed, such as staple foodstufTs like cheap potatces. cheap bread,
pucca rice, vegetatle ghees etc. as against superior cemmedities
like good potatoes, cakes, Batmati rice, pure ghee. ‘

2. Articles of Snob Appeal : Sometimes, certain ccmmodities are
demanded just becavse they happen 1o te expensive or prestige goods
and havea *““snobappeal”. These are generally ostentat ous articles,
and purchased by only rich people which serve asa ‘‘status symbol."”
Thus, when the prices of such articles like diamonds, especially
famous ones like Kohinoor diamond, rise, their demand also rises.
And the rich people may stop buying such articles when they teccme
common and their price is reduced. Thus, their demand contracts
with a ““fall in price’’.

3. Speculaiion : When people buy more quantily of acommodity
in the belief that its price will risc in the future, they may not act
according tc the law ot demand at the precent. Say. when recple are
convinced that the price of a particular commodity will rice still
further, they will not contract their demand withthe given price
rise; on the contrary, they may purchase more fcr the purpose of
hoarding. The some is the case with shares on the stock exchange.

4. Consumer's Psychological Bias or Illusion : When th¢ censumes
is wrongly biased againt the quality of a commodity with the price
change, he may contract his demard with a fallin price. It is the
common experiecce of certain genuine sellers:hat cuchtype of buyers
do not purchase more in **Reduction Sales’.

VARIATION AND CHANGE IN DEMAND

The expression “variation in demard"” is connoted by the law of
demand. A variation in demand Implies ex:ensicn or centraction of
demand. When with a fall in price a commedity is bought, there is
extension of demand. Similarly, when a lesser quantity is Cemarced
with a rise in price, there is contraction ot demerd. In short, demand

e ———

)
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extends wlhen the price falls and it contracts when the price riscs.

Thus, demand varies with hangu in p.' . This is based on the
law of demand.

The terms “extension’” and “‘contraction”™ of demund should, however,
he distinguished&‘frfon’m ‘increase” on “‘decrease” 'n demand.  The

1

‘ormer is used for indicating Variaiton ' in demand, while the latter for
tingyatia! Lcen

Jenoting€Fangesin demahd. Variation in demand is _the connotation
of the Jaw of demand. [texpresses a functional rc]atlonship belween
demand and price. A gm:n_cln demand dueto a change in price is
callcd cxtension or comractlon Extension and co: nracﬂoq refer to
the “same demand airve. A change im demand due to causcs otl*cr \}*an
price is called increasc or decrease in demand.

fimnges in demand are, however. . Lsnlt of thechange in conditicns
or rdctnrsmmm nd, othM tlan price. Achange in denuwd
thus, implies an increase or decreasein demand. When more of a
commodity is bought than before at any given prlce there is an increase
indemand. Similarly, when, with the price. remaining uuhqngec less
of a commodity is bought than before. thefeisa decrease in dcmand
In other words, an *“*increase” in demand signifies either that more will

¢ demanded at o given price or the same will be demanded at a higher
price. Thus, an Increase in dem: md means that more Is now demanded
than before at each and e\cr_\'_p_nc; Tikewire. a ¥decrease™ in demand
\lgn'ﬁc—s cither that less will be demunced at gAvcx“m ihe
amu wiil be duman"chohT\Te{dg'w Thus, Jecrease'n demand means
that Jess is now demanded than before at each and every rise in price.
The increace and decreasein demand arcshown ondiflerent demand
curLves,

In graphical exposition, “*expansion’ or “contracticn™ of demand s
shown by the movement along a demund curve. A downward move-
ment {rom onc point to
another on the same demand
cutve implies extension of
demand. for instance, move-
ment from ato bin Fig. 3.7
While an upward movement
from one point to another
on the same demand curve
implics contracrion of demand,
c.g..movement frem b to a in
the ficure.

PRICE

DEMAND
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In short, a change in the quantity demanded in response to achange
in price is explained by the terms “extension™ or “contraction” of
demand. Further, extension or contraction implies a movement on
the same demand cufve. It, thus, signifies that the demand schedule
remains the same,

On the other hand, the terms *“increase” and <‘decrease’” in demand
arc graphically expressed by the movements frcm one demand curve to
another. In other words, the <hange in demand is denoted by the
shifting of the demand curve, In the case of an increase in demand,
the demand curve is shifted to the right. In Fig. 3.7, thus, the move-
ment of demand cvrve from D, D, to D,D, shows an increase in de-
mand. ‘In this case, the movement from pcint @ to a' indicates that the
price remains the same at P Af,, but more quantity is now demanded.
Similarly, a decrease in demand is depicted by the the shifting of the
demand curve towards its left. Inthe figure, thus, the movement of
curve from D, D, to D, D, shows a decrease in demand. In this case,
the movement from point 4! to b, indicates that the price remains the
same at OP,, but less quantity is now demanded than before,

In short, a change in the quantity demanded due to a change in over-
all pattern of demand is a matter of increase or decrease in demand.
For a change in demand, thus, the change in factors other than price
Is responsible.

We may now summarise the above discussion : eylensicn or
contraction in demand iscavsed by a change ig price and occuis when
there is no change in the basic conditions of demand. These are
reflected through the upward _and downward movements cn 1 rzme
dcrﬁandﬁﬁrve On the other hand, increasc and decrease ip demard
are caused by the changes in the “basic cenditicns of demard,
thc}?ic'e remaining thesame. These arc depicted by a shift of the
entire demand curve either to the _right or left of the origiral curve.

Reasons for Change in Demand

A change in demand occurs when the basic cernditiens of demand
change. Thus, an alteration inthe demand pattern (or increase or a
decreasein demand)is brought abtout by many kinds of changes.
Some of the important changes are :

I. Change in Income : A change in the income of the consumer
significantly influences his demand for most commodities. Thke demeard
for superior commodities in general and for ccmfortsand  Juxury
articles increases with a risein the consumer’'s inccme. Similarly,
the overall demand generally decrcases with a fall in income.

/
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2. Change in Tas'e, Habir arnd Preference : When thereis achange
in taste, habit or preference of the consumer. his demand will change.
For irstance, when a persen gives ur his smcking habit, his demard
for cigarette decreases.

3. Change in Fashions and Customs : Many of our demandsare
determined by fashions and custems of our scciety. When these change,
demand also changes. Forinstance. in Indian soctefy due to western
influence, the dhoti has largely disappeared andtrousers have ceme
into fashion, herce the demand for dhotis has decreased whereas that
of trousers has increased.

4. Change in the Distribution of Wealtlh : Through fiscal measures,
government can reduce irequality of income and wealth and bring
about just distribution of wealth, so that the demand pattern changes
in a dyvnamic welfare society. Welfare programmes like free mecical
aid, {ree educaticn, pensicn schemes ctc. raise the purchasing power
of the poorer sections of the cemmunity and their standard of livirg,
asa result of which the overall demand pattern may change.

5. Change in Substitutes : Changes in the supply of substitutes,
change in their prices, the develcpment of new and tetter quality
substitutes certainly affcct the demand pattern of a commodity. For
instance, introduction of ball-point pen has caused a decrecase in the
demand for_fountain pens.

6. Change in Complementary Goods : When there is a change
in the supply er demand conditions cf a complementary gced (which
is jointly demanded), there will be side-cflects on the demand for the
commodity in questior. For instance, achange in the demand for
shoes will automatically bring about a similar changein the demand
for shoe-laces.

7. Change in Population - The market demard for a commodity
substantially changes when there is a change in the total population
or change inits age composition or sex composition. For instance,
if the birth rate is high in a country, more toys and chocolates will te
demanded. But when the birth rateis substantially reduced through
overall family plarning efforts, their demard will decrease. Similarly,
if the sex ratio of the country charges and if females outnumber
males. aemand for skirts will mcrease and that for shirts will
decrease.

8. Change in the VFalue of Money . When there are irflaticrary
or deflationary terdencies develepirg in the general price level, so
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that the value of money falls or rises, there may be changes rn the
relative price of different goods, causing widespread changes in the
demand pattern of various items.

9. Change in the Level of Taxation : When the government
changes its tax structure, especially that of direct taxes, the disposable
income of the people increases, which causes changes in the overall
demand. Therefore, high tarifl duties are imposed by the goverrment
on imports to decrease the demand for foreign goods.

10.  Advertisemen: and Publiciry Persuasicn : A clever and per-
sistent advertisement and publicity programme by the produccrs aflect
consumer's preferences and cause alteraticns in the demand for pro-
ducts. Generally, demard for patent medicires and toilet articles 1s
to a great extent determinea by salesmanship and publicity.

11. Expecration of Fuiure Chenges in Prices : When (ke con-
sumer expects that there will be a rise in prices in future, ke may buy
mo:e at the present price and so his demand increases. In the
reverse case. his demand decreases.

UTILITY ANALYSIS OF DEMAND

A theoretical explanation of consumer behaviour that more
quantity is purchased (or demanded) as the price falls and vice versa
is provided by Marshall in terms of the laws of diminishing marginal
ut:lity and equi-marginal utility. In other words, the law of demand
is related to or based upon these laws.

I. The Law of Diminishirg Marginal Utility and the Law of Demand

The relationship between demand and. marginal utility can gxplain
the behaviowr of demand inrelation to price and, thus, the demand
curve. In fact, the law of demund is based on the law of diminishing
marginal utility.

Individial Deniand

According to the law of diminishing marginal utility. a con-
sumer tries to equalise marginal vt:lity of a commodity with its price
so that his satisfaction is maximised.

Marshall assumes that a consumer Is raticnal erd alweys tries
to seck maximum total utility when he buys gocds. Marshall con-
tends that a consumer always compares price with the marginal utility
of the commodity. Heis not willing to paya price higher than the
marginal utility in any case. 7Thus, the price a consumer will be incli-
ned (o pay for a unii of « commodiry will “depend upom the-marginal
urifity he expecis o derive from ir. So, during the-process of ¢on-
sumption, a consumer wiltbe ready and willing tc pay the highest
price for the second and for the successive units, he will be inclined to
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pay less and less. This is because his marginal utility of the commodity
tends to diminish with apincreasc in the units of purchase.

At u given price, thus & consumer will buy that quantity olthe
commodity at which its marginal utility becomes equal to the nrice
paid. It follows, thus, that the total of utility will be mavimised ard a
sonsumer will reach an equitibrium point when the marginal utiity
of a commodity is equated with its ptice. In symtolic, thus:

MU, = P,
where, AT, stands for the marginal utiiity of commadity X\
P stands for the price of X.

Suppose at a given price, the consumer purchages certain units
of a commodity so that its marginal utility is equal to its price. Now
if the price of the commocity falls, then with the given purchases,
the consumer will find that marginal utility is greater than the price
hence he will not be at equilibrium, as he is not maximisirg his satis-
faction. Then, of course. to achieve equilitrivm, ke will baveto
reduce the marginal utility further till it equalises with the reduced
price. According to the law of dimirishing margiral utility, it is
obvious that he can do so by purchasing more units of the commo-
dity (for, as the stock of a commodity increases, its marginal utility
diminishes). Thus, the consumer isinduced to purchate more when
the price falls. That is to say, demand extends with the fail in price.

X

Derivation of Demand Curve from the MU Curve

Thus, the law of demand is based on the law of dimirishirg mar-
ginal utility, The downward sloping demand cuive, in fuct, is derived
from the marginal utility curve which is also slopirg downward.

As a matter of fact, the demurd curve and the marginal utility
curve of a4 commodity areidentical, becausre the demand function and
marginal-utility functions are inter-related ard btoth have the same
characteristics.

In mathemabical terms: ; (n
D, = F (/)

where, D, = demand for
Py = price of,
F = functional relation.

The demand f{unction is an inverse function as demand varies
inversely with price.
MU, =F (X) ; (2)
where, MU, = marginal utility of X
X =amount of commodity X
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utility function 1s also an inverse function, i.e.

marginal utility diminishes when theamount of X increases.

The consumer’s equilibrium, i.e.

1s 1 MUx = Px
Considering functions (1) and (2) here, it follows that : AMUx=

™ Dy or Dx= MUx. In this way, marginal utility serves as the base for

the demand for a commodity,
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the point of satiation condition

~ The derivation of demand curve from a given marginal utility
curve is illustrated in Fig. 3.8,

The upper pane! of the
diagram represents mar-
ginal utility curve (MUx)
for the commodity X,
The consumer  attain
equilibrium by _equating
marginal utility with price.
Thus, at P price he buys
Q,of X so that U, =P,
To measure this, plot the
distance 02, of the lower
panel on the upper panel
of the diagtam, so that
P = U, is obtained. In
relation to U, we get
point a on the MUx curve,
By drawing a perpendi-
cular 2t this point, Q, is
cbtained.  Extend  this
further to the lower panel
of the diagram. Now in
the lower panel, point ais
obtained in 1clation to P,
and Q,. The point a thus
signifies price-quantity rela-
tion. Now, if the price
talls to P; as plotted
in the lower part of
the diagram, the equi-
librium condition of the

consumer is disturbed (. U,>U,). Thus U, is to be lowered tillit
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secomes equal to P,. To measure this. plot the distance OF, ¢f the
lower panel on the upper pare! of the diagram. Thus P, = U, point
s obmmed. In the context. we get point b on the MUXx curve. By
draw:ing o perpendicularat thispeint, O, is ohteined on the x-axis. It
is extended further to the lower panel of the dizgram and point big
obtained cgain to show the price-demand relationship. Likewice,
point ¢ is obtzined. In the lower panel of the c¢iagram. thus by join-
ing the locus of points @ b, ¢ etc., we derive 2 downward sloping
demand curve (Dx), which is nothing but a replica of the marginal
utility curve (AfUN).

NMarket Demand

Inthe case of markct demuind. at any nme there atea number of
consumers with d\ﬂc;_c:_r]} Cillnmtﬁ of the n.argnral utility _of acom:-
modity. Seme may have high 2
né consumer is prepdred to p..\ 1he piice ﬁ)l- ?TZ‘MHn odiry _higler
than irs ma-ginal uriii'y” Thus. only those indnidis! whose estimate
of the m: ‘rg_:u..xl atifity of the mn.modu} 1s high.will be prepared to
pay a high rrice and will buy the comnedity at a higher market price,
Sut those who have a tower marginal utility for that comm edity
will not make nurchases at the prevailing high market prices.

i "1 d some low utility.  Further.

Morever. there will be a group of  petsons called  “marginal
buvers o the market for whem, at the rubing price, th e motgingl
utifuy s just equal 1o the price. so that they arc often en the margin
of doubt whether to buy the commodity or to spendthe money on
some other commodity.

Thus, when the price falls:

(i) These marginal buyers will fird that now the marginal
utitity is greater than the price so that they will defini-
tely purchase the commodity.

(i) Those buyers having o higher marginal utility will be
induced to purchuse more than tefore at rthe reduced
price, in oraer to attan the equilibrium.

(i) Those with a low marginal utility will now con
forward to purchase the commodity as the Jow price will
now tend to be equal to  their estimate of marginal
uttlity.

Thus, when the price falls. consumers  with a high estimate of
marginal utility wi]l buy more thun befere and the marginal buyers
as well as consumers with a low estimate of murginal utility will
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come foraurd to  purchase the commodity, crd ¢+ o reswl thetota
demaand for the commodity will rice.

Tnis is how the market demand rises wren the price falis, so
that the market demand curve also has 2 negative slope to exgress
this inverse relaticrship of price and demznd.

II. The Law of Equi-marginal Utility and the Law of Demand

The behaviour of consumer's demand can also be explained with
the help of the law of equi-marginal utility. Accerding {0 this law, a

MU MUy
consumer will be at cqunllhnu 1 when —frl = etc.(i.e. the ratio
—_—— — e e \o ) e

of marg}nal utilities and Erlcc is_equalised) in purchasing the various
commodities. Now suppose, the price oj‘\_l_sf_@gg’(ﬂghs) then
the equilibrium condition will be disturbed and we may fiird that
MUx MUy
_IT> Py
sumer will have to reduce his mrarginal utility (MU) of Xand
increase the MU of Y to some extent till both the ralics are cqualised.
As such he will haveto purchase more unitsof X andless of ¥. That
means, he will substitute commodity X for ¥ when tFe price of X Talls,
till the ratios o marginal utilities and price of these commodities are
MUx MUy

l)

Hence, in order to attain equilibrium again, the con-

equalised again, i.c. This type of consumer’s tehaviour

N Py

with a price change of a commodity 15 technically expiessed by

Marshall as “‘the substitttion effect” and the “‘income effect’” of
. W W

price change. 5

Substitution Effect

According to Marshall, when the price of a commodity falls, the
consumer is induced to substitute more of the e relatively chéaper com-
modity (One whose price has fallen) to the dearer one (whose price has
remain unchanged). Because, when tfe priceofl acomirodity fajls,
the consumer's marginal utility for that commodity becomes cempar-
tively high. Hence to increase his tofal salisfaction he finds it wort}-
while to purchase more of the cheaper commodity as against the
dearer one. This is the most common psychological attitude of
every consumer. Since substitution effect is always positive, a lager

Income Effcct
This refers to the changes in the real income of the consumer due
to the changesin price. When the price of a commodity falls, the
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purchasmg power or the real income of the consumer will rise,
the consumer can now purchase the same amount of com-
xnodit_v with less menev or he can now purchase more with the same

money.

Income eiffect may, however be positive, negative or _zero. When
1 commbdit tv has relatively a higher marginal utility, the income eflect

wili be positive such that the surplus amount realised due to the fall in
price of the commodity may be spent on the same commodity. The
income effect is said to be zero if the entire surplus income realise due
to the fall in price is spent on_some other commodity. Likewise,
the :ncomé effect may be negative when the quantity purchased is less
than before with a fall in the price of a given commodity. This
generally happens in the case of inferior goods and this phenomenon
is described as the Giflen's Paradox. In the case of inferior goods,
thus, when the price falls, demand also falls.

Now, if both income efTect and substitution effect are positive,
then the consumer will be induced to buy more with a fall in the
price of a commodity. Even when the income effect is negative, and
if the substitution effect isrelatively so forceful thatit outweighs the
negative incorge eflect, the consumer will demand mure at the falling
price.

Thus, it may well be concluded that nornmaliy when the price of
a commodity falls, its demand rises and vice versa.

Basic Assumptions

The basic premises underlying the Marshallian theory of demand
may, however, be ealisted as under :

1. Utihty is measurable in cardinal terms, i.e. quantitively, In
fact, Marshall measured utility of a commeodity in hypothetical units
termed ‘units.’

2. Utilities of goods are independent. This means, utility of a
commodity experienced by a consumer depends on its quantity only
and it bears no influence of any other commodity.

3. The concept of utility is additive. This means, though each
commodity hasitsindependent utility, utilities of all goods can be
added together and thereby the sum total of utilities can be
obtained.

4. Being a subjective phenomenon, utilny depends on the pre-
ferences, habits, tastes and income of the consumer. Al these do
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notvary, Marshall presented a set of cardinalutility schedujes relating
to the marginal utilities of the goods the consumer intends to buy.

S. Marshall adopted an introspective methed of analysis to observe
the consumer's experierce about marginal utility. What is intros-
pection car best be explained by quoting Professor Emi] Kander :
“Introspection is the ability of the observer (o recpnstruct
events which go on, in the mind of another person, with the help of
self-cbservation. This form of comprehension may be just guess-
work or intuition or the result of long-lasting experience.”” Thus,
under the introspective method, by observing his own behaviour or by
making his own mental experiment, the ecopomist tends to draw
conclusions or made inferences about the behaviour of others. Thus,
under the introspective method of analysis, the economist has to use his
sharp common senseand make psychological reading of map’s eco-
nomic behaviour. Marshall's Jaw of diminishing marginal utility is
derived from such introspective® or psychological reading of an
imaginary consumer’s mind.

6. Marshall not only assumed that the consumer has a fixed income
but that marginal utility of his money income is also constant. Thus,
when a consumer spends a part of his income on some goods, his
remaining money income also has the sume marginal utility as that
of his total income.

7. The consumer israticnal. The fundamental motivational basis
of his demand behaviour is the maximisation of total utiliity.

CRITICAL EVALUATION OF MARSHALLIAN UTILITY
ANALYSIS OF DEMAND

Marshall’s utility approach to the theoty of demand is systema-
tic and logically petfect. Most of the modern economists, however,
do not have much faith in his utility analysison his grounds both
of theoty and operational efficiency. It has been discarded on
the ground of having been derived from faulty assumptions. Professor
Hicks is a firm critic of some of the utility analysis.

Following are Marshall's important criticism levelled against
Marshall's marginal utility approach:

1. Muishall assumnes that utility is medsurable cardinally, i.e.
quantitatively. Critics, however, point out that utility is a subjective
and abstract term which can neither be measured nor expressed
quantitatively. Thus, utility being cardinally non-measurable, the
theory of demand based on that assumption appearsto be vague.
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In fact, the propottionahty 1ule of equi-marginal utthty for maxi-
mising satisfaction is impracticable and meaningless, as ratios like
MUx
Px
measufed of expresced.

ete. cannot be obtained when AMUN cannot be numerically

2. Since utility cannot be measured quantitativels, it 1s wrorg to
assume that the concep: of utiity 1s audntne. Again, Marshall assumes
that utility or satistaction derived firom difierent goods is qualitati-
vely homogeneous. He, thus, considers only the difference belonging
to a homogeneous group, which can be easily added together. This
isincorrect. Actually, difTerent goods give different kinds of satis-
faction. The satisfaction derived by seeing a movie cannot, obviously,
be the same as that would be derived from a bus-jouiney, cr
breakfast and snacks are not equul substitutes for a square meal.
Heterogeneous units of satistaction carnot be added together.

In short, an abstact term like utility can neither have numerical
datu (i.e. schedule as produced by Marshall), nor of any possibility
of analytical process o! addition or subtraction.

3. The utility analysis assumes that utilities aie independent.
This is not true. Actually, utilities of different goods are interlinked.
Thus, the satisfaction derived ftom the consumption of onecommo-
dity is directly or indirectly influenced by the satisfuction derived
from related goods. The goods, in fact, are complementary or sub-
stitutes to each other. Complementary goods are taken together.
Substitute goods are used in place of one another. The utihty
variation in diflerent combinations of goods is also not visualised in
the Marshallian analysis. This is because, in his marginal utility ana-
lysis, Marshall constructed only a smgle commodity model by
considering substitutes and complementaries as equals. As such,
he did not give any thought to the cross eftects of substitutes and
complementaries.

Marshail assumes that natrginal utility of money 1emains constant.
Hicks argues that money is also a commodity and its marginal utility
also diminishes slowly. Thus, the Marshallian assumption of con-
stancy of marginal utility of money is not acceptable.

5, The utility analysisis incapable of exploiing the demand for
indivisible or bulky goods like T.V. Sets, Reftigeratois, houses etc.
Normally, a person would buy only a single unit of such goods,
hence it is ridicuious to compile an individual demand schedule for
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such goods. Only the market demand schedule of such geods can
be composed. Thus, the utility theory fails to examine individual
consumption behaviour in all cases. As such, it has alimited scope.
6. The uulity analysis dees net analyse the price effect completely.
Marshall talked of substitution effect implied o thepricess of pre-
portionality rule asscc:ated with the law of equi-margiral vtility; but
he neglected the impact of income caused by a price_charnge. In fact,
when the price of a commodity falls, the real iccome of the consumer
rises as he has to spend less thar before tu buy the same amount of
goods, the price of which has fallen. Similarly, when the price rises,
the real income of the consumer decreases. This income eflfect may
be positive, zero or negative. A pos:tive income effect induces a persen
to spend the surplus money income (when the price of a commodity
falls) onthe same commodity (the price of which has tallen). Thus,
a consumer may be induced to buy more by the positive income
effect. This point is missed in«the Marshallian utility analysis.

7. Again, the utility approach fails to clarify the typical cases of
inferior and Giffen products. Specially in Gifien goods, there is a para-
doxical situation in which the consumer tends 1o bry less of such goods
when their prices fall. Marshalltreated them asa casc of exceptional
demand curve which slopes upward. But, no clear and convincing
reasoning has been furnished to explain the mystery of this
paradox. This is because the utility theory neglets the analysis of
income effTect, which may be pcsitive or negative. Since Marshall
assumes constant marginal utility of money, he could not visualise
the truly composite character of the unduly simplified price-demand
relationship.

8. In short, the utility theory 1s not petfectly analytical as it does
not analyse the distinction between income effect and substitution
effect, which together compose the price effect—the effect of a change
in the price of a commodity under consideration. Hicks, thus,
remarks that itis an empty box crying out to be filled. He, therefore,
makesan attempt to fill up this empty box—the analysis of distinction
between ‘income’ and ‘substitution’ eflects—by developinga technique
of indifference analysis.

9. Finally, the marginal utility approuch is based on an introspective
meihod of analysis. Thus, it is not based on empirical findings. Again,
utility being abstract and incapable of being measured quantitatively,
itis not open to empirica] tests.

- ™
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SUNMMARY

1. Uuliy s the went atishing power of & commadity,

2 Feie! sty 1y the aggregate of satisfuct:on frem the given stock of commodity

consumed or possessed at a time.
3. The change in total utility resulting frem one unit change :n the stock of a
given commodity per unit of time is called marginal utility. Symtolically,
i
. dUN
MU =, ~—
aQx
40 Murgnal wtility of a commodity varies inversely with a change in its quantity
5. The lew of diminishing marginal utitiiv 1s based en the conditions of
homogeneity, Constangy, continuily, reascrakicrness ard raticnality.
o The ww of demimshing marginal utility is universally applicable. It applies to
all goods. all consumers, at all places and at all times.

A consumer cquates the price of a commodity with its nrarginal utility.

%, The propertionahity rule:
Muarginal Ultility of a Marginal Utiiny of b
Price of a o ice of b

Marginal Utiluy of ¢

= — = Marginal Unlity of Money.

Price of ¢

5. Consumer's surplus refers to the surplus of satisfuction derived by a consumer
in buying a commodity.

10, Consumer's surplus = Total utility — (Price X Quantity).

1. Concept of comsumer’s surpius has practical sigmficance in clarifying
conjunctural importance, in taxation policy, in pricing policy, in determining gains
from foreign trade, ctc.

12, According to the Law ¢f Dewand, other things being equal, when the price
“of a commodity rises, its demard falis and vice versu.

13, Usually, the demand curve slopes downward from left to right. [t indicates
“an inverse functional relationship between price and demand.

14.  An unward sloping demand curve 1s an exceptional demand curve.

1S. Exceptions to the lawyo!l demand are: Gitlen goods, articles of snob appeal,
speculative behaviour of the consumer and his tllusion regarding price, quality, etc.,
of @ commodity.

i6. Exteasion of demand refers to the ancrease i gquantity demanded with
decrease in nrice. Increase in demand, on the other hand, means more quantity
demanded of a commodity than before at the same price. Similarly, contracticn of
demand means decrease in the quantity of demand duc to an increase in price.
Decrease in demand, on the other hand, means hess quantity demanded than before
at the same price.

17. Changes in demand are caused by (1) change in wncome; (1) change in
consumer’s tastes, habits and preferences; (i11) change mm fashions and customs;
(1v) change in the prices of substitutes; (v) change in population, in age structure and
sex ratio; (vi) inflation, deflation; (vi:) chapnge in the level ef taxation, cic.
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18.

Marshall bascs the law of demand upon the luw of diminishing margmal

utility and the law of cqui-marginal ctility.

19.

20.

[SE.

3.3

3.4

3.5

3.6

3.7

3.8

Basic premiscs of the ut:hity theary are:
b )

(i) Culity can be measured cardinally.
i) Utidities are independent.

Gy Utihity 1s addiuve.
(iv) A rational consumer always aims at maximisation of total utility.

Major points of criticism against utility analysis are:

(1) Utility cannot be measured cardinalily.
(11) Utility cannot be quantified, so it is not additive.

(1i1) Utilities are not independent but inter-linkcd.
(iv) Utility analysis does not distinguish between ‘income ' and * substitution ’

effect of a price change.
(v) It fails to explain the Gitfen's paradox.

(vi) It is not open to empirical test.

A
EXERCISES
Critically cxamine the Law of Diminishing Marginal Utility.
(a) How arc ** Total Utility " and * Marginal Utility " related?
(b) Whatis the importance of ** marginal utility ” in the theory of consumer’s
equilibrium?
Write notes on:

(1) Exceptions to the law of diminishing utility. (it) Law of equi-marginal

utility. (ii1) Consumer's surplus.

Fill the gap by choosing the appropriate word:

(1) When units of consumption of a gocd increases successively, its marginal
utility———(riscs/diminishes).

(2) Total utility is maximum when marginal utility is———high zero).

(3) A consumer cquates marginal utility with———(price;money).

Show how a consumer should allocate a given sum of money to different

items of cxpenditure so as to attain a position of equilibrium.

Explain how the principle of substitution helps a consumer to obtain
cquilibrium in the disposal of his income. , a1, o

Lm —a\ TgaegeLs
A co/os{xrhn\gr wants to spend Rs. 100/- to.buy commodities X, Y and Z.
The prices of these ggeds are, X Rs. 30, Y Rs. 20 and X Rs. 10 per unit.
With the following schedule of marginal utilitics, determine his optipum
allocation of expenditure and measure the total utility so derived.

T Schedule of Marginal Utilities

Uhits” 1 2 3 4 5 6

Gopd X: 240 200 140 60 20 10

Good Y: 180 160 120 60 20 S
ood Z: 100 95 80 60 20 10

(8 What do you understand by consumer’s surplus? How is it measured?
(b) What is the utility of this concept?




CHAPTER 4

Indifference Curve Analysis —

The technique of indifference curves was originated by Edgeworth
in 1881 and its refinement was effected by Pareto, an Italian eccno-
mist in 1906. This technique, however, received perfection and syste-
matic application in the demand analysis at the hands of J. R. Hicks
and R.G. D. Allen in 1934. Hicks, in fact, expounded and popula-
rised the innovation of the indifference curve approach to the theory
of demand in his Value und Capital published in 1939.

[niifference curves have been devised to represent the ordinal

i U P L
measurement of utility. ;

Ordiual Utility : Scale of Preference

[n ordinal sense, utility is viewed as the /eve/ of satisfaction rather
than amount of safisfaction. The level of satisfacticn is relative!y
comparable but not quantifiable. Hicks mentions that it is possible
to observe from experience and experiment the preferences which.
coasumers display when choosing between diffcrent goods: He,
however, asserts that people are not interested in any one commo-
dity at a time as assumed by the marginal utility approach. Gene-
rally, consumers are, at a time, interested in a number of commodities,
and the satisfaction resulting from their combinations. Besides, they
can always compare the level of satisfaction yielded by one particular
combination of goods with that of another combination. In fact the

level of satisfaction is a function of increasing the stock of goods. A
larger sfock of goods, apparently, yields a higher level of satisfection
than what a smaller stock of goods would yicld. As such, different
levels of satisfaction yielded by different stocks of gcedscan be visua-
lised and compared but their differences cannot be measured in
precise quantity, A rational consumer, obvious'y, prefers that stock
or combination of goods which yield higher lcvel of satisfaction than
the one which yields a fower one.  Thus, the consumer can concep-
tually arrange goods and their comb'nations in order of their signi-
ficance or the levelof satisfaction. This conceptual (mental) afrangement

0
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- evme k-
significance 1s called scale of preference
The scale ol _preference indicates consumer’s ordinal utiliiy prefer-
eacc. [t 1s independent of the ¢onsumer's income and also the prices
of goods. It isjust based on the mental assessment of the consumer
regarding the capacity of piven goods and services 10 satisfly his wants
In other words, the scale of preference is based on individual's Jikes
. e ; G T Lo T
and dislikes, tastes, habits and choices.

of ccmhination of goods and services <¢! in crder ¢f the level of

Indifference Schedule

When @ consumer Jays down his scale of preference about different
combinaticens of certain goods under consideraticn, he wiil rank them
as per the higher and the lower leve] of satisfacticn visualised in them.
A combination which is estimaied to give the highest level of satis-
faction will be assigned the first order preference. The combination
yielding comparatively lower level of satisfaction will be assigned the
sccond order preference. The one yielding a still lower degree
of satisfaction is assigned the third order of preference and so on.
However, the consumer might comeacross scme combinations which
yield thesame level of satisfaction to him, so that he prefers them
equally from a given order of preference, In such a case, he is said
to be indifTerent to such combinations c¢f goods. The indifference
curve analysis uses this concept of equal satisfacticn as its base. This
implies that a persen has no specific preference between two or more
sets of combination of goods as he finds them equally significant.
Hence, he will be indiflerent to these alternatives. Hicks opines that
by experimenting, it is possible to discover suchequal satisfaction
vielding combinations of goods.

Thus, in the schedule of preference laid down by a consumer, we
may come across certain combinations of goods under coasideraticn
for which he visualises equal satisfaction. Consequently, he will not
be in a position to distinguish his preference between them and will
be indifTerent to these combinations as all these will be equally pre-
fered at given rank of preference. Indeed, a ccnsumer is said to be
indiflerent to varioue sets of combination of given goods when he
experiences the same level of satisfaction.or he finds the same position
in his scale of preference for those sets of goods. A list of such
combinations of given goods to a consumer which yields equul satisfac-
tion at given level constitutes an indiffcrence schedule.

While preparing an inditference schedule, one can think of combi-
nations ¢f numerous commodities which yvield the same level of satis-
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faction to the consumer. But later on for the sake of simplicity and
geomctrical convenience, we may consider groups of only two commo-
dities in the course of our araly<is. We may, thus, takc two gcods
say, apples and bananas into considcration for our hypothetical consu-
mer. Weassume that the following combinations of these goods yield
equal level of satisfaction to him, hence an indifference schedule is

. -‘_~____.—~__——
composed accordingly (See Table 4.1)
Table 4.1 & e Y

Combination Appics (LX) Traw?" Bananas (Y) &1“9‘/)

a ! Fie 12 477"

b 2 S0 8 Sv

(3 3 5 X9

d 4 a7 3 63

¢ 5 G 2 -

Since, by definition, all lbcse combinations give him the same leve!
of satisfaction, the consumer is indifferent to any of these combinations
whether he getsa, or b,orc,ord, ore. He will neither be better off
nor worse ofl whichever combination he chocses.

[t must be remembered that an indifference schedule represents a
part of consumer’s “*scalc of preference.”” The scale of preference about
combination of goods will constitute diffcrent ranks of preferences
of given combinations. whereas, at a given rank, there may becertain
combinations that may be yiclding equal satisfaction. An indifference
scheduled represents only equal satisfaction combinaticns at_a_parti-
cular ordc. of prcfcrencc while a scale preferenge represents all com.-

binat xone A 'cldmg differen? as wellaq equal levels of satlef'a\,txon

— ———

I‘JDIFITRE\CE CURVE
The Indifference curve is a geometrical devicerepresenting all such

combinations of two gcods yielding equal safisfaction of a particular
level. While plotting an indiflerence curve, however, it is assumed
that the consumer is able to givesufficient information and the goods
are perfectly divisible, so that we have infnite number of combinations
of given goods (apples and bananas in our illustration) yielding the
same level of satisfaction. Thus, by graphically plotting all such
combinations and joining their loci points we derive an indifference
curve as illustrated in Fig 4.1.

In Fig. 4.1, apples and bananas are measured along the x-axis and
the y-axis, respectively. JC is the indifference curve derived on the
basis of indiflerence schedu'e (in Table 4.1). Thus, an indifference

e — o
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