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Law of Equi-Marginal Utility (Consumer’s Equilibrium in case of Two Commodities):
The Law of DMU applies in case of either one commodity or more than one use of a commodity. However, in
real life, a consumer normally consumes more than one commodity. In such a situation, ‘Law of Equi-Marginal
Utility’ helps in optimum allocation of his income. Law of Equi-marginal utility is also known as:

 Law of Substitution
 Law of maximum satisfaction
 Gossen’s Second Law

In the real world, a consumer purchases more than one commodity. Let us assume that a consumer purchases two goods
X and Y. How does a consumer spend his fixed money income in purchasing two goods so as to maximize his total utility?
The law of equi-marginal utility tells us the way how a consumer maximizes his total utility.

Before elaborating this law, let us assume:
 The consumer acts rationally.
 Tastes and preferences, money income, prices of goods, etc., remain constant.

The equi-marginal principle is based on the law of diminishing marginal utility. The equi-marginal principle states that a
consumer will be maximizing his total utility when he allocates his fixed money income in such a way that the utility
derived from the last unit of money spent on each good is equal.

Suppose a man purchases two goods X and Y whose prices are PX and PY, respectively. As he purchases more of X, his
MUX declines while MUY rises. Only at the margin the last unit of money spent on X has the same utility as the last unit of
money spent on Y and the person thereby maximizes his satisfaction. Only when this is true, the consumer will not be
distributing his money in buying good X and Y, since by reallocating his expenditure he cannot increase his total utility.

This condition for a consumer to maximize utility is usually written in the following form: MUX/PX = MUY/PY

So long as MUY/PY is higher than MUX/PX, the consumer will go on substituting Y for X until the marginal utilities of both X
and Y are equalized. The marginal utility per rupee spent is the marginal utility obtained from the last unit of good
consumed divided by the price of good (i.e., MUX/PX or MUY/PY). A consumer thus gets maximum utility from his limited
income when the marginal utility per rupee spent is equal for all goods.

Let us understand the concept with help of an example:
This law of equi-marginal or the law of substitution can be explained with the
help of an example. In Table 2.6, we have shown marginal utility schedule of X
and Y from the different units consumed. Let us also assume that prices of X
and Y are Rs. 4 and Rs. 5, respectively and income he possess Rs 35 to spend.

MUX and MUY schedules show diminishing marginal utilities for both goods X
and Y from the different units consumed. Dividing MUX and MUY by their
respective prices we obtain weighted marginal utility or marginal utility of
money expenditure. This has been shown in Table 2.7.

MUX/PX and MUY/PY are equal at
 10- When 1 unit of X and 2 units of Y: By purchasing 1 unit of X and 2

units of Y, the consumer spends only his part of his income of Rs. 14
(Rs. 4 x 1 + Rs. 5 x 2) and, thus, there is a possibility to increase his
expenses as he had left with income in his hand and increase his
satisfaction {[10] + [11+10]} = 31 units.

 6- When 5 units of X and 3 units of Y: By purchasing 5 units of X and 3
units of Y, the consumer spends his entire money income of Rs. 35 (=
Rs. 4 x 5 + Rs. 5 x 3) and, thus, gets maximum satisfaction {[10 + 9 + 8
+ 7 + 6] + [11 + 10 + 6]} = 67 units.

Purchase of any other combination of goods other than {5 units of X and 3
units of Y} will involves lower volume of satisfaction or part of income left
in hand.
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Graphical Representation:

The above principle can also be illustrated in terms of a figure. We have drawn marginal utility curves for goods X and Y

in Fig 2.12(a) and (b). Marginal utility per rupee spent on good X = MUX/PX, and that of Y = MUY/PY. The MUX/PX curve has

been shown in Fig. 2.12(a) while the MUY/PY curve has been shown in Fig. 2.12(b) [negative portion of the marginal utility

curves not considered].

Now, by superimposing Fig. 2.12(b) on Fig. 2.12(a), we get Fig. 2.13.

As we move rightwards from ‘O’, amount spent on X increases and, as we

move leftwards from ‘O’, amount spent on Y increases. How does our

consumer allocate his total income in buying both goods X and Y is described

by equalizing per rupee spent on both?

Our consumer maximizes his total utility by spending OD amount on good X

and O’D amount on good Y. By purchasing this combination, the consumer

equalizes marginal utilities per rupee spent on X and Y at point E (i.e., MUX/PX =

MUY/PY = ED). No other combination will give greater satisfaction.

If our consumer spends OC on good X and O’C on good Y then MUX/PX will

exceed MUY/ PY by the distance AB. This will induce the consumer to buy more

of X and less of Y. As a result, MUX/PX will fall, while MUY/PY will rise until

equality is restored at point E. Similarly, if the consumer spends OH on X and O’H on Y then MUX/PX< MUY/PY. Now, the

consumer will buy more of Y and less of X.

This substitution between X and Y will continue until MUX/PX= MUY/PY. Therefore, the consumer can derive maximum

satisfaction only when marginal utility per rupee spent on good X is the same as the marginal utility per rupee spent on

another good Y. When this condition is met, the consumer does not find any interest in changing his expenditure pattern.

The equilibrium condition can now be rewritten as:

MUX/PX= MUY/PY or MUX/MUY = PX/PY (states that a consumer reaches equilibrium when he equalizes the ratio of

marginal utilities of both goods with the price ratio).
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Limitations of Law of Equi-Marginal Utility Approach (Cardinal Utility Approach):
 Marshalling Analysis is Inadequate: The ‘utility’ derived by a person from a commodity does not depend only on

the quantity of it possessed or consumed by him. It also depends upon the quantity owned and possessed by others.
According to James Duesenberry the consumption habits of a person are influenced by the consumption habits of
other people belonging to the community. Thus, the demand for goods depends upon the relative standard of
living. It also depends upon past incomes, when income increases people cannot adjust their habits and on
spending behaviour immediately. For these reasons it can be said that the Marshallian analysis of demand is
inadequate.

 The Marginal Utility of Money is not constant: It is improper to assume that the marginal utility of money is
constant. In reality as income increases the marginal utility of money falls. This means that rupee to a rich man is
less valuable than the same rupee to a poor man. However, if the relax the assumption i.e., constant marginal
utility of money, the law of equi-marginal utility does not hold. A more satisfactory method of examining an
individual consumer’s behaviour has been developed by Pareto and Edge-worth, known as the ‘indifferent curve
approach’.

 Too Much Rationality: The law of equi-marginal utility assumes too much rationality about the behaviour of the
consumer. In real life, consumers do not always make their purchases considering minutely the relative marginal
utilities of the different commodities they make their purchases very often out of fancy or emotion or social needs
without judging carefully their marginal utilities. In such cases the law may not operate.

 Ignorance: If the consumer is ignorant or blindly follows custom or fashion, he may use his money carelessly or in
the purchase of wrong of wrap commodity (which way may appear to be useless to him). Due to ignorance he may
not know which consumables gives more utility and which one less. Not knowing latest custom and fashion he
may not be able to make a rational use of money. Hence, his satisfaction may not be the maximum because the
marginal utilities from his expense cannot be equalised.

 Indivisible Units: The law does not operate in the cases of the goods which cannot be divided into small parts or
are not available in small units (e.g., motor cars, refrigerators, TV sets, etc.). Since in such cases the perfect
adjustment of marginal utilities is not possible the law does not apply.

 Unlimited Resources: The law does not apply where the resources are unlimited, as is true of the free gifts of
nature. In such cases there is no need of diverting expenditure from one commodity to another.

 Role of Custom and Fashion: Moreover, due to of custom, or fashion the consumer may not be able to derive
maximum satisfaction out of his expenditure, because he cannot give up the consumption of certain commodities.
This is true of such things like dress or ornaments.

 Difficulty in Measuring Utility: The law assumes that utility can be measured. But critics have pointed out that
utility, being a subjective thing, cannot be objectively measured.

Conclusion: Despite all these limitations the law has its own practical relevance. As most of the consumers are assumed
to be rational, they behave, consciously or unconsciously, in accordance with this principle for maximising the gains and
minimising the losses. In short “we are not, of course, compelled to distribute our incomes according to the law of
substitution or equi-marginal law; but as a matter of fact we do in a certain rough mode because we are reasonable.” So
by a process of logical analysis we can reach the conclusion that, if a person’s money income and tastes remain the same,
and if the prices of all other commodities and the value of money remain unchanged, then the lower the price of the
commodity the more he (or she) will buy in a given period. This conclusion is not based on common sense. It is built on
observations of human attitudes and behaviour. Because MU falls as additional units of a commodity are consumed, price
must fall to make the purchase of additional units worthwhile. The fall in price also makes it worthwhile to substitute more
of the commodity in question for units of other commodities whose prices have not changed.


