LAW OF EQUI-MARGINAL UTILITY
 
 
It is known by various names i.e. law of substitution, law of maximum satisfaction, law of indifference etc.
Lipsey has stated as “the house hold maximizing the utility will so allocate the expenditure between commodities that the utility of the last penny spent on each item is equal”
In other words, “A consumer spends his income or money on different goods are equal. In this way that the marginal utilities of different goods are equal. In this way, he gets maximum total utility.
 
Deviating from this law a rational consumer can not get maximum total utility. Therefore, he is bond to spend his limited resources by applying this law to maximize his total utility.
 
Assumptions:
 
1.                  Rationality:
                               The consumer is rational. He aims at maximizing of his total utility and nothing else.
 
2.                  limited income:     
                                     The money income is given i.e. Y, which a consumer wants to spend on different goods at participate time.
 
3.                  Application of law of diminishing MU
 

                              It is assumed that the law of diminishing marginal utility is application on the commodities consumed by the consumer.
 
4.                  Substitution of goods
                              It is assumed that goods are naturally substitutes of each other. The result of the substitution will be that the MU of one commodity will rise.
 
5.                  Awareness of market.
                                          It is assumed that consumer has much awareness of market.
 
Mathematical Prove:
 

Suppose that a consumer spends all of his or her income on commodities X and Y. to reach equilibrium, the consumer must maximize utility (U) subject to his or her budget constraint, that is, he or she must
 
Maximize          U = f (QX, QY)
Subject to         M = PXQX + PYQY
 
This constrained maximization problem can be solved by lagrangian multiplier method
 
To do so, we form the lagrangian function
 
L = f (QX, QY) +  (M- PxQx – PyQy)
 
To maximize L, we find the partial derivation of L with respect to Qx, Qy and ¶,
And set them equal to zero, that is 
 
∂L / ∂Qx = ∂f - Px = 0 ----------------------- (4)
∂L / ∂Qy = ∂f - Py = 0 ------------------------ (5)
 
∂L / ∂  = M- PxQx - PyQy = 0
 
Solving Equation “4” and “5” for setting they equal to each other,
We get
 
                        ¶ = ∂L / ∂Qx / P = ∂L / ∂Qy / P
 
or 
 
                      ¶ = Mux / Px = MUy /Py      ----------------- (7)
 
Where MUx is the marginal or extra utility that the individual receive from consuming the last unit of commodity X and MUy is the marginal utility of Y, thus equation “7” postulates that in order to maximize utility subject to the budget constraint. (i.e., in order to be in equilibrium), the individual must spend his or her income so that marginal utility of he last dollar spent on X equals the marginal utility of the last dollar spent on Y. 
 
Thus ¶ is the marginal utility of the last dollar spent on X on Y when the consumer in equilibrium.
                       
 
Note:
 
Dear friends, for further information consult sir. Imran’s class notes. 
 
(Error and omission are accepted)
