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What is utility? Examine the importance of law of diminishing 
marginal utility in demand analysis. 

 Question 1)  

 Understanding Utility and the Law of Diminishing Marginal Utility 

Utility is the economic term used to describe the satisfaction or happiness derived from 

consuming a good or service. It's a subjective concept that varies from person to person and 

depends on various factors like individual needs, preferences, and cultural context. 

The law of diminishing marginal utility, a fundamental principle in economics, states that as you 

consume more and more of a good or service, the additional satisfaction you get from each 

additional unit gradually decreases. 

Here's an example to illustrate: Imagine you're eating your favorite pizza. The first bite is 

delicious, bringing immense satisfaction. As you continue eating, each subsequent bite brings 

less and less satisfaction until eventually, you reach a point where you're no longer enjoying it 

and might even feel uncomfortable from overconsumption. This exemplifies how the marginal 

utility (the satisfaction from the additional unit) diminishes as you consume more. 

Importance of the Law of Diminishing Marginal Utility in Demand Analysis: 

 Predicts consumer behavior : By understanding how marginal utility changes with 

consumption, businesses and economists can predict how consumers will react to 

changes in price, income, and availability of goods and services. This helps them set 

optimal prices, design effective marketing strategies, and allocate resources efficiently. 

 Explains rational consumption: The law encourages consumers to make rational choices 

by balancing the additional satisfaction (marginal utility) against the cost of each 

additional unit. This leads to a point of equilibrium where the marginal utility equals the 

marginal cost, maximizing overall satisfaction for the consumer. 

 Helps explain market saturation: If a market is flooded with a specific good, the law 

suggests that consumers will reach saturation quickly, leading to a decrease in overall 

demand and potential market crashes. 

 Provides insights into product differentiation: Understanding how marginal utility varies 

between similar products allows businesses to differentiate their offerings by focusing on 

features that provide the most value and satisfaction to their target audience. 

Limitations of the Law: 

 Subjective nature of utility: Measuring utility is inherently subjective and can be 

influenced by various factors beyond just the consumption of a good. This makes it 

difficult to apply the law universally and with perfect accuracy. 

 Time and context dependence: The law assumes constant preferences and needs over 

time, which might not always be the case. External factors like changing trends, income 

fluctuations, and individual circumstances can impact how utility is perceived. 

 Limited applicability to non-tangible goods: While the law works well for tangible 

goods, its application to experiences and services can be more complex due to the unique 

nature of their value proposition. 
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Set- I 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Write a note on factors affecting supply along with suitable 
examples. 

 Question 2)  

Supply, the invisible hand of production, isn't just about churning out goods. It's a complex 

ballet, influenced by a diverse cast of factors, each playing its part in determining how 

much of a good is available at any given time. Let's tune into the melody of these 

influencers: 

Price, the Conductor: Like a skilled maestro, price sets the tempo. Higher prices entice 

producers to join the dance, offering more of their wares. Imagine a farmer, lured by a 

bountiful market, planting extra rows of corn. Conversely, low prices might leave 

producers sitting on the sidelines, causing supply to dwindle. 

Input Costs, the Backstage Crew: The cost of raw materials, labor, and energy plays a vital 

role. When these costs rise, the production cost also climbs, potentially forcing producers 

to take a bow. Think of a baker whose flour prices skyrocket – they might have to reduce 

the batch size or leave the oven cold altogether. 

Technology, the Innovative Choreographer: New technology can revolutionize 

production, allowing producers to waltz with efficiency and dance circles around previous 

limitations. Automated assembly lines in factories are a prime example, boosting output 

without adding extra dancers. 

Government Regulations, the Power Play: Policies and subsidies act like stage directors, 

shaping the production landscape. Environmental regulations might restrict the use of 

certain resources, while tax breaks for renewable energy could entice producers to switch 

to a greener routine. 

Number of Suppliers, the Ensemble Cast: The number of producers in the market 

determines the level of competition. A monopoly, like a lone ballerina, controls the supply 

and can dictate the price. Conversely, many producers, like a lively ensemble, create a 

more competitive environment, potentially driving down prices for the audience 

(consumers). 

Resource Availability, the Set Designer: Nature sets the stage with its limitations. Land, 

water, and minerals are essential props, and their scarcity can restrict production. Imagine 

a drought forcing farmers to curtain their production due to limited water. 

Producer Expectations, the Crystal Ball: What producers expect from the future, like prices 

and costs, influences their current decisions. Anticipation of a bumper crop might lead 

farmers to plant more seeds, while expecting a market crash could lead them to hold back 

production. 

Seasonality, the Timekeeper: Some goods, like fruits and vegetables, follow nature's 

script, experiencing periods of abundance and scarcity. This seasonal rhythm dictates the 

supply, leading to audiences enjoying fresh strawberries in summer and waiting for them 

to return in spring. 

Unexpected Events, the Wild Card: Pandemics, political unrest, and natural disasters can 

disrupt the supply chain, causing sudden shortages or gluts. Imagine a flood impacting a 

major port, leaving a market temporarily starved for imported goods. 
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 Elucidate the concept of isoquants. Also discuss their types.  Question 3 )  

Isoquants: The Contours of Production Possibility 

In the realm of microeconomics, isoquants are like topographical maps, revealing the 

different combinations of inputs that can produce the same level of output. Imagine 

climbing a mountain - each contour line represents a constant elevation, just like an 

isoquant represents a constant level of output for varying amounts of two inputs. 

Here's a deeper dive into the concept and its types: 

What are isoquants? 

 Definition: Isoquants are curves that show all possible combinations of two 

inputs (e.g., labor and capital) that can yield the same level of output (e.g., units 

of goods or services). 

 Shape: Isoquants are typically convex to the origin, indicating that some 

combination of inputs is more efficient than others in achieving the desired 

output. 

 Properties: Each isoquant represents a higher level of output as you move 

further away from the origin. They never intersect or touch, and they become 

steeper as the level of output increases. 

Types of isoquants: 

1. Linear Isoquants: These represent perfect substitutability between inputs, 

meaning you can replace one input with another in any proportion and still 

achieve the same output. This scenario is rare in real-world production processes. 

2. Convex Isoquants: These are the most common type, representing diminishing 

marginal rate of substitution. As you increase one input while holding the other 

constant, the additional contribution to output decreases. This reflects the 

limitations and complementarity of different inputs in production processes. 

3. L-Shaped Isoquants: These occur when one input is absolutely essential and 

cannot be substituted for the other. Imagine baking a cake - you need flour, but 

you can't replace it with sugar. Beyond a certain point, adding more of the non-

essential input has no impact on output. 

Understanding isoquants has several benefits: 

 Analyzing production efficiency: They help identify the most efficient input 

combinations for achieving a desired output, minimizing cost and resource 

utilization. 

 Studying technological change: Shifts in isoquants can indicate advancements 

or regressions in production technology, affecting the optimal input mix. 

 Modeling economic behavior: Isoquants are used in various economic models 

to analyze firm behavior, market equilibrium, and the impact of changes in prices 

and resources. 
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Set- II 

 Define monopolistic competition and Explain the price 
determination under it .  

 Question 4 )  

 In monopolistic competition, numerous firms battle with distinct, close-substitute 

products. Think designer sneakers in a vast mall. Each brand faces a downward-sloping 

demand curve: raise the price, lose customers to rivals. 

Price is set where marginal cost (MC) equals marginal revenue (MR), similar to a 

monopoly. But unlike a lonely monopolist, firms here aren't operating at minimum cost. 

That means short-run economic profits are possible. However, this party won't last. 

 

New firms, attracted by those juicy profits, enter the market, increasing competition and 

driving prices down. Eventually, profits dwindle, reaching zero in the long run. This is the 

"competitive equilibrium" where firms cover all costs but earn no extra profit. 

 

Remember, product differentiation plays a key role. The more unique a brand, the steeper 

the demand curve, offering some price control. But in a crowded market with similar 

offerings, firms face flatter curves, limiting pricing power. 

So, monopolistic competition offers a blend of competition and differentiation, leading to 

a dynamic market with constant innovation and adaptation. But don't expect the fat profit 

margins of a true monopoly. Here, survival of the fittest, not the fattest, reigns supreme. 
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 Critically analyze the subsistence theory of wage 
determination .   

 Question 5 )  

The subsistence theory of wage determination, championed by Adam Smith and David 

Ricardo, argues that wages in the long run tend towards the minimum level needed for 

workers to subsist. While historically influential, the theory suffers from several critical 

flaws: 

1. Oversimplification of labor supply: The theory assumes a direct, mechanical 

relationship between population growth and labor supply. However, it neglects factors like 

education, healthcare, and cultural attitudes towards work, which heavily influence labor 

force participation and skillsets. 

2. Neglect of demand-side factors: The theory focuses solely on labor supply, ignoring the 

role of demand in driving wages. Factors like technological advancements, capital 

accumulation, and consumer preferences all influence the demand for labor and ultimately 

impact wage levels. 

3. Static view of the labor market: The theory assumes a closed system with fixed factors 

of production and limited mobility. However, globalization, migration, and changes in 

skill requirements create a dynamic labor market where wages adjust to changing 

circumstances. 

4. Ethical ambiguity: The "subsistence level" itself is a subjective concept, open to 

exploitation. Employers could manipulate it to justify low wages, regardless of worker 

productivity or economic prosperity. This raises ethical concerns about worker well-being 

and social justice. 

Despite these flaws, the subsistence theory offers valuable insights: 

1. Highlighting power dynamics: It emphasizes the inherent power imbalance between 

employers and workers, particularly in unregulated markets. This underscores the need for 

labor protections and collective bargaining mechanisms. 

2. Understanding historical context: The theory helps explain wage patterns in early 

capitalist societies where subsistence pressures were more prominent. It serves as a 

historical reference point for analyzing and criticizing modern wage inequalities. 

In conclusion, the subsistence theory of wage determination offers a limited perspective. 

While it provides historical context and highlights power dynamics in the labor market, its 

oversimplifications and neglect of demand-side factors make it unsuitable for 

understanding contemporary wage patterns. A more nuanced approach that considers 

diverse factors like skill, demand, and technological change is needed to effectively 

analyze and address wage inequalities in the modern world. 

 Answer  



 

 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

Examine the concept of ‘ Paradox of thrift ‘ .   Question 6 )  
The paradox of thrift, coined by John Maynard Keynes, is a seemingly counterintuitive 

economic theory stating that increased individual savings during a recession can actually 

harm the overall economy and decrease aggregate savings. Here's how it works: 

1. Reduced consumption: When individuals choose to save more, they spend less. This 

decrease in aggregate demand ripples through the economy, leading to: 

 Lower profits for businesses: With fewer customers buying, businesses 

experience reduced revenue and profits. 

 Reduced production: To adjust to lower demand, businesses scale back 

production and may even lay off workers. 

 Decreased aggregate income: Lower production and employment lead to 

decreased wages and overall income, reducing spending power further. 

2. Vicious cycle: This decline in economic activity can trigger a negative feedback loop: 

 Decreased confidence: Consumers, witnessing weaker economic conditions, 

become more cautious and save even more, perpetuating the cycle of reduced 

consumption and spending. 

 Investment slowdown: Businesses facing lower demand and uncertain economic 

prospects become hesitant to invest, further dampening economic growth. 

3. The paradox: As the recession deepens, aggregate savings may actually decrease due 

to: 

 Unemployment: Rising unemployment means some individuals lose their income 

altogether, reducing their ability to save. 

 Debt burdens: Businesses and individuals struggling to meet existing financial 

obligations may be forced to dip into their savings or accumulate debt, ultimately 

decreasing net savings. 

Overall, the paradox of thrift highlights the interconnectedness of individual decisions and 

macroeconomic outcomes. While saving is generally considered prudent, it can be 

detrimental during economic downturns if it leads to a widespread decline in spending and 

investment. Policymakers seeking to combat recessions often use fiscal and monetary tools 

to encourage spending and stimulate aggregate demand, counteracting the potential 

negative effects of increased individual savings. 

Criticisms of the paradox: 

 Empirical evidence: Some economists argue that the empirical evidence for the 

paradox is weak, and other factors like structural issues or financial crises may be 

more responsible for recessions. 

 Policy implications: Critics argue that policies aimed at boosting spending can 

lead to inflation or unsustainable debt levels. 

Despite these criticisms, the paradox of thrift remains a valuable concept in understanding 

the complex dynamics of economic downturns and the potential unintended consequences 

of individual saving decisions during such periods. 
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