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UNIT II: CONSUMER THEORY 

2.1) UTILITY- CONCEPT 

The concept of „utility‟ was introduced to social thoughts by Bentham in 1789 and 

toeconomic thoughts by Jevons in 1871. In general sense, utility is the „want satisfying power‟of 

acommodity. In economic sense, utility is a psychological phenomenon: it is a feeling of satisfaction, 

pleasure,or well-being which a consumer derives from the consumption or possession of a 

commodity.Economists hold different views on whether utility is measurable in absolute terms. 

Broadly speaking there are two views regarding the measurement of utility: a) Cardinal or 

QuantitativeMeasurement of Utility and B) Ordinal Measurement of Utility. 

a) Cardinal or Quantitative Measurement of Utility:The classical and neo-classical economists 

held the view that utility is cardinally or quantitatively measurable. It can be measured in cardinal 

numbers like weight, height, length, etc. As regardsmeasurement of utility, some early psychological 

experiments on individuals‟response to differentkinds of stimuli led the neo-classical economists to 

believe that utility is measurable incardinal terms, i.e., itcanbe expressed in terms of 

cardinalnumbers- 1,2,3, ... 

The neo-classical economists devised the following system to measure the utility of 

acommodity. A neo-classical economist, Walras, coined a term „util‟, meaning „units of utility‟ and 

used money asthe measure of utility with the following assumptions: 

(i) utility of a commodity equals the money a consumer is willing to pay for it; 

(ii) marginal utility of money remains constant; and 

(iii) oneutil = one unit of money, e.g., Re 1 = 1 util; 

According to this method, the utility of a commodity for a consumer equals the money (the 

price) which he or she is willing to pay for the commodity. For example, if a thirsty person is willing 

to pay Rs 20 for one bottle of water, his/her utility of one bottle of water is 20 utils. 

This method of measuring utility has been rejected by the modern economists as it was 

realized over time that absolute or cardinal measurement of utility is not possible. The difficulties in 

measuring utility proved insurmountable. Money was not found to be a reliable measure of utility 

becauseutility of money changes with its stock. Neither economists nor psychologists nor other 

scientists could devise a reliable technique or instrument for measuring the feeling of satisfaction or 

utility. The modern economists have, therefore, discarded the concept of cardinal utility. 

b) Ordinal Measurement of Utility: 

Modern economists, on the other hand, hold the view that utility can be expressed only in 

ordinal terms, i.e., in terms of „less than‟ or „more than‟. It is not a quantity or a numerical value. It 

is only an expression of the consumer‟s preference for one commodity over another or for one basket 

of goods over another. The concept of ordinal utility is based on the following axioms: 

(i) It may not be possible for a consumer to express his utility in quantitative terms. But it is 

always possible for him to tell which of any two goods he prefers. For example, an individual may 

not be able to specifyhow much utility he derives by eating a mango. But he can always tell what he 

prefersbetween mango and apple, between a pair of shoes and a fancy hat, and so on. 

(ii) A consumer can list all the commodities he consumes in the order of his preference.In the 

opinion of the ordinalists, these assumptions are sufficient to analyse consumer behavior. Intheir 

opinion, absolute measurement of utility is neither feasible nor necessary for analyzing 



consumerbehaviour. This marks the most significant departure of the ordinalists from the cardinal 

utilityapproach to consumer analysis. 

 

Assumptions of the Ordinal UtilityTheory: 

The ordinal utility theory makes the following assumptions. 

i) Rationality:A consumer is assumed to be a rational being. He aims at maximising 

hissatisfaction. Given his income and prices of goods and services he consumes, his decisions are 

consistent with his objectives. Also, he has full knowledge of his own circumstances and conditions 

required for rational decision. 

ii) Ordinal utility: Unlike cardinal utility approach, ordinal utility approach assumes that utility 

is ordinally measurable by consumer‟s subjective evaluation. That is, a consumer is able to express 

only the order of his preferences. 

iii) Transitivity and consistency of choice. Consumer‟s choices are assumed to be transitive. 

Transitivity of choice means that if a consumer prefers A to B and B to C, he must prefer A to C. Or, 

if he treats A = B and B = C, he must treat A = C. Consistency of choice means that if a consumer 

prefers A to B in one period, he must not prefer B to A in another period or treat them as equal, 

everything remaining the same. The transitivity and consistency in consumer‟s choices maybe 

symbolically expressed as follows. 

Transitivity: If A> B, and B > C, then A > C, and 

Consistency: If A> B in one period, then B ≯ A or B ≠ A in another. 

iv) Nonsatiety:Nonsatiety means that the consumer has not reached the point of saturation in 

case of any commodity and he is not oversupplied with goods in question. Therefore, a consumer 

always prefers a larger quantity of all the goods. 

v) Diminishing marginal rate of substitution: The marginal rate of substitution is the rate at 

which a consumer is willing to substitute one commodity (X) for another (Y) so that his total 

satisfaction remains the same. This rate is given by ∆Y / ∆X. The assumption is that ∆Y / ∆X goes 

on decreasing, when a consumer continues to substitute X for Y. 

 

2.1.1) TOTAL UTILITY: 

According to the cardinal utility approach, it is possible to measure and express total 

andmarginal utility in quantitative terms. Total utility (TU) from a single commodity, maybe defined 

as the sum of the utility derived from all the units consumed of the commodity. For example, if a 

consumer consumes 4 units of a commodity and derivesU1,U2,U3 and U4 utils from the successive 

units consumed, then 

TU =U1+U2+U3+U4 

If he consumes n units, then his total utility (TU) from n units may be expressed as 

TUn  = U1 + U2 + U3+..... + Un .  

In case number of commodities consumed is greater than one, then 

TU =TUa  + TUb  + TUc+..... +TUn  

where subscripts a, b, c and n denote commodities. 

 

2.1.2) MARGINAL UTILITY: 

The marginal utility can be defined as the utility derived from the marginal or the last unit 

consumed. Marginal utility is defined also as the addition to total utility derived from the 

consumption or acquisition of one additional unit. More precisely, marginal utility (MU) is the 

change in the total utility resulting from the consumption of one additional unit. That is, 



MU=
∆TU

∆C
 

where ∆TU = change in total utility, and ∆C= change in consumption by one unit. 

Marginal utility (MU) may also be expressed as 

MU = TUn– TUn−1 

where TUn  = total utility derived from the consumption of n units and TUn−1 = total utility derived 

from the consumption of n-1 units. 

 

2.2) THE LAW OF DIMINISHING MARGINAL UTILITY 

The law of diminishing marginal utility is central to the cardinal utility analysis of the 

consumerbehaviour. This law states that as the quantity consumed of a commodity increases per unit 

of time, the utilityderived by the consumer from the successive units goes on decreasing, provided 

the consumption of all other goods remains constant. This law stems from the facts (i) that the utility 

derived from a commodity depends on the intensity or urgency of the need for that commodity, and 

(ii) that as more and more quantity of a commodity is consumed, the intensity of desire decreases. 

For these reasons, the utility derived from the marginal unit goes on diminishing. For example, 

suppose a hungry person is offered bananas to eat. The satisfaction which he derives from the first 

banana would be the maximum because intensity of his hunger is the highest. When he eats the 

second banana,he derives a lower satisfaction because intensity of his hunger is reduced. As he goes 

on eating more bananas, the intensity of his hunger goes on decreasing and therefore the satisfaction 

which he derives from the successive units goes on decreasing. If he continues to eat bananas, a 

point is reached when his hunger is fully satisfied and, therefore, the last banana gives him zero 

utility. Eating bananas any more will give him a negative utility in the form of discomfort or 

stomach ache. This relationship between quantity consumed and utility derived from each successive 

unit consumed is called the law of diminishing marginal utility. 

Numerical example:Numerical illustration of the law of diminishing marginal utilityis presented in 

Table 2.2 below. As the table shows, total utility increases with increase in consumption of bananas, 

but at a decreasing rate. It means that, MU decreases with increase in consumption. This is shown in 

the last column of the table. 

TABLE 2.2: Total and Marginal Utility 

Bananas Total Utility Marginal Utility 

1 40 40 

2 70 30 

3 90 20 

4 100 10 

5 100 0 

6 90 -10 

Table 2.2 shows that the total utility reaches maximum at 100 when5bananasare consumed. 

Here, MU = 0. Consumption of the 6
th

 banana yields negative utility and the total utility starts 

declining. 

Graphical illustration: The law of diminishing marginal utility is graphically illustrated in 

Figure2.2. The total utility (TU) and marginal utility (MU) curves have been obtained by plotting the 

datagiven in Table 2.2. The total utility curve (TU) is rising till the 5
th

 banana is consumed. Note that 

the TU curve is rising but at a diminishing rate. It shows decrease in the MU,i.e., the utility added to 

the total. Thediminishing marginal utility has been shown by the MU curve. Beyond 5bananas 



consumed, themarginal utilityturns negative. It means that additional consumption of bananas yields 

disutility in the form of discomfort. 

 
Bananas consumed per unit of time 

     FIGURE 2.2 

 

Assumptions: The law of diminishing marginal utility is based on the following assumptions. 

1. The unit of the consumer goods must be standard, e.g., a cup of tea, a bottle of cold drink, a 

pairof shoes or trousers etc. If the units are excessively small or large, the law may not apply. 

2. Consumer‟s taste and preference remain unchanged during the period of consumption. 

3. There must be continuity in consumption and where break in continuity is necessary, it must 

be appropriately short. 

4. The mental condition of the consumer remains normal during the period of consumption. 

For, if a person is eating and also drinking (alcohol) the utility pattern will not be certain. 

Given these conditions, the law of diminishing marginal utility holds universally. In some 

cases, e.g., accumulation of money, collection of hobby items like stamps, old coins, rare paintings 

and booksand melodious songs, marginal utility may initially increase rather than decrease, but it 

does decrease eventually. That is, the law of marginal utility generally operates universally. 

 

2.3) CONSUMER CHOICE: 

Every countrythrough out the world is endowed with varied types of resources. However, for 

each country, at a particular point of time, these resources are given and fixed in supply having 

alternative uses. Given the scarcity of resources the objective of every society is to use them 

efficiently in order to have maximum social welfare. 

 Same is the case with a consumer who is constrained by his limited income at a particular 

point of time although his wants are unlimited. This limited income is to be used for the satisfaction 

of unlimited wants. Since whole of his wants cannotget satisfied with his limited income, he has to 



make choice from available limited alternatives. It is here that the consumer‟s choice emerges when 

his limited income is to be used for the satisfaction of unlimited wants. Hence, it refers to the process 

of selection from available limited alternatives.Thus consumer‟s choice emerges because: 

i) His income is fixed, and  

ii) The income can be put to alternative uses. 

To conclude, consumer‟s choice refers to the process whereby a consumer makes a selection 

of goods and services to be consumed or possessed by him to derive maximum satisfaction from his 

given income. 

 

2.4) THE INDIFFERENCE CURVE: 

It is now an established fact that the concept of cardinal utility aspropounded by the 

neoclassical economists is unreal and it, therefore, can holdno longer. The amount of utility or 

satisfaction obtained by a consumer fromthe use of two goods cannot be absolutely measured but 

can merely be compared. Professor J.R. Hicksand R.G.D. Allenwere opposed to the concept of 

cardinalutility and had urged that the neoclassical theory of the consumer‟sbehavior should be built 

afresh eliminating the illogicalities of the cardinal utility. Theyhave, thus, popularised the technique 

of indifference curves which is based onthe ordinal utility and so extensively used now. The 

Indifference Curve Analysis is more scientific and exact techniqueof explaining consumer‟s 

equilibrium than the utility Analysis. The MarshallianUtility Analysis proceeds on the basis that 

there is only one commodity whichan individual consumer will buy at a time and the utility of the 

commodity is measurable. These assumptions are not real because consumers are usuallyinterested 

in a combination of related goods. Moreover, this analysis assumesthat utilities of different 

commodities can be measured. This is difficult, if notimpossible. It is, therefore, better to have an 

analysis which avoids thesedifficulties. The Indifference Curve Analysis seeks to achieve this 

objective. Moreover, it makes itpossible to distinguish clearly the income and substitutioneffects of a 

change in the price of purchased goods. 

Indifference curves are based on ordinal utility. It implies that differentcommodities can be 

ranked in order of utility, without measuring utility. Theexact difference between the utilities of two 

commodities cannot be told. 

Assumptions: The difference Curve Analysis is based on the following important assumptions: 

(i) The consumer possesses full knowledge about all matters connectedwith his consumption 

decisions. For example, he knows the complete range of goods and services available in the market. 

He also knows the technical capacityof each commodity to satisfy his want. He has the information 

about the pricesof various goods and services. 

(ii) Every consumer has a scale of ordered preferences which enables himto compare any two 

combinations of two goods and to decide whether or not a given combination of any two goods is 

preferred, not preferred or equivalentto any other combination of goods. 

(iii) The indifference curve analysis assumes that the consumer is notinterested in any one 

commodity at a particular time as asserted by utility analysis,but he is interested in a combination of 

goods and with that given by other. 

(iv) The indifference curve analysis also assumes that the consumer acts in a rational manner. 

An indifference curve can be defined as the locus of points each representing a different 

combination of two goods yielding the same utility or level of satisfaction. Therefore, a consumer is 

indifferent between any two combinations of goods when it comes to making a choice between 

them. Such a situation arises because a consumer consumes a large number of goods and services, 

and often he finds that one commodity serves as a substitute for another. This gives him an 



opportunity to substitute one commodity for another. In that case, he is able to make various 

combinations of two substitute goods which give him the same level of satisfaction. When a 

consumer is faced with such combinations of goods, he would be indifferent between the 

combinations. When such combinations are plotted graphically, it results into a curve. This curve is 

knownasindifference curve.Indifference curves are also called iso-utility curves and equal utility 

curves. 

For the purpose of drawing an indifference curve, we require an indifference schedule. An 

indifference schedule may be defined as a schedule of variouscombinations of the two commodities 

that will equally be acceptable to theconsumer.With the help of the schedule, the indifference curve 

can be drawn. 

Suppose the consumer is asked to tell all those combinationsof the two goods X andY which 

bring an equal amount of satisfaction to him.And suppose that the combinations formed by the 

consumer are such as indicated by the following table 2.4: 

TABLE 2.4: Indifference Schedule 

Combination Commodity X Commodity Y Rate of Substitution 

A 1 14 --- 

B 2 10 1:4 

C 3 7 1:3 

D 4 5 1:2 

E 5 4 1:1 

The above are the various combinations of X and Y giving the samesatisfaction to the 

consumer. When differentcombinations give equal satisfaction,it matters little to the consumer 

whether he chooses one combination or theother. From the above table, various combinations of 

equal preference can be made thus: 

(a) 1 unit of X + 14 units of Y 

(b) 2 units of X + 10 units of Y 

(c) 3 units of X + 7 units of Y 

(d) 4 units of X + 5 units of Y and so on 

When we plot these five combinations, we get an indifference curve ICas shown in the given 

fig. 2.4. The curve is called the „Indifference Curve‟ forit implies that the consumer is indifferent 

about the selection of any particularcombination of X andY since all of them yield an equal amount 

of satisfaction. 

 
Figure 2.4 



He has no preference for any of the five combinations over the rest four takenindividually. 

This curve is also called Iso-utility Curve i.e. every point on thecurve will give the same satisfaction 

(total utility) to the consumer, even thougheach point represents a separate combination of two 

commodities. Thus,indifference curve is a geometrical expression of the indifference schedule onthe 

assumption that the commodities constituting the combinations of eachschedule are finitely divisible. 

The curve does not indicate the amount of utilitythe consumer gets from the consumption of the 

various combinations of X andY. All that it shows is that the utility, whatever it may be, is the same 

for allthe combinations represented by the Curve IC.It may be mentioned here that a given 

indifference curve indicates givenamount of satisfaction and for representing a less or greater 

amount of satisfactiona separate indifference curve would be required. Any diagram which 

containsseveral indifference curves is called, „Indifference Map‟. The indifference map is shown in 

the fig 2.4a: 

 
Figure 2.4a 

The indifference curve which is higher than and which lies to the right of another 

indifference curve is said to be denoting a greater amount ofsatisfaction. For example, the 

indifference curve IC2, shows an amount ofsatisfaction greater than that shown by the curve IC1. 

Similarly, the indifferencecurve lying lower and to left of anotherrepresents a less amount of 

satisfaction.The curve IC2, certainly shows a satisfaction less than exhibited by the curveIC3. 

 

2.4.1) MARGTNAL RATE OF SUBSTTTUTTON (MRS): 

The concept of Marginal Rate of Substitution (MRS) is an important tool of indifference 

curveanalysis. The rate at which the consumer is prepared to exchange goods X andY is known as 

MRS. In the schedule given earlier in Table 2.4, in the beginning, theconsumer gives up 4 units of Y 

for the gain of one additional unit of X and in this processhis level of satisfaction remains the same. 

It follows that one unit gain in X fullycompensates him for the loss of 4 units of Y. It means that at 

this stage, he isprepared to exchange 4 units of Y for one unit of X. Therefore, the MRS of 

XforYis4.In the words of J.R. Hicks, “we may define the MRS of X for Y as theamount ofY whose 

loss can just be compensated by a unit gain in X.” In otherwords, MRS of X forY represents the 

amount of Y which the consumer hasto give up for the gain of one additional unit of X so that his 

level of satisfactionremains the same. Similarly, when the consumer moves from combination Bto C 

on his indifference schedule, he foregoes 3 units of Y for the additionalone unit gain in X. Therefore, 

the MRS of X for Y is 3. Likewise, when theconsumer moves from C to D and then from D to E in 

his indifference schedule the MRS of X for Y is 2 and 1 respectively. 



An important principle of economic theory is that MRS of X for Y diminishes as more and 

more of good X is substituted for good Y. In otherwords, as the consumer has more and more of 

good X, he is prepared to foregoless and less of good Y. This is because the consumer‟s stock of X 

increasesand that of Y decreases. It means that the MRS of X for Y falls as consumer has more of X 

and less of Y. 

Thefollowing three factors are responsible for diminishing marginal rate ofsubstitution: 

i) the want for a particular good is satiable so that as the consumer has more and more of a 

good, the intensity of his want for that good, goes on declining. It is because of this fall in the 

intensity of want for the good say X, when its stock increases with the consumer, he is prepared to 

forego less and less of good Y for every increment in X. In the beginning when the consumer‟s stock 

of good Y is relatively large and his stock of good X is relatively small, consumer‟s marginal 

significance for good Y is low, while his marginal significance for X is high. Owing to higher 

marginal significance of good X and lower marginal significance of good Y in the beginning, the 

consumer will be willing to give up a large amount of Y for a unit increase in good X. But as the 

stock of good X increases and the intensity of desire for it falls his marginal significance for good X 

will diminish and, on the other hand, as the stock of good Y decreases, and the intensity of desire for 

it increases, his marginal significance for good Y will go up. As a result, therefore, as the individual 

substitutes more and more of X for Y he is prepared to give up less and less of Y for a unit increase 

in X. 

ii)  The second reason for the decline in marginal rate of substitution is that the goods are 

imperfect substitutes of each other. If two goods are perfect substitutes of each other then they are to 

be regarded as one and the same good and therefore, increase in the quantity of one and decrease in 

the quantity of the other would not make any difference in the marginal significance of the goods. 

Thus, in case of perfect substitutability of goods, the increase and decrease will be virtually in the 

same good which will cancel each other and, therefore, the marginal rate of substitution remains the 

same and does not decline.  

iii) Thirdly, the principle of diminishing marginal rate of substitution will hold good only if the 

increase in the quantity of one good does not increase the want satisfying power of the other. If with 

the increase in the stock of good X, the want satisfying power of good Y increases, then greater and 

greater amount of good Y will be required to be given up for a unit increase in good X so that 

consumer‟s satisfaction remains the same. 

Generally speaking, the rate of substitution as between any two goods will be diminishing. 

However, there are two exceptions. In the case of goodswhich are perfect substitutes like tea and 

coffee, the rate of substitution willnot diminish but will remain uniform or constant. An addition of 

one cup ofcoffee will be accompanied by a reduction of one cup of tea. The MRS willremain 

uniform in this case. Similarly, in the case of commodities which areof complementary nature, like 

left shoe and right shoe, fixed quantities of boththe shoes are essential to give some satisfaction. 

With the addition of one unitof left shoe, there should be an addition of one unit of right shoe as well 

if thesame amount of satisfaction has to be maintained. The rate of substitution, inthis case, will be 

infinite.Leaving aside these exceptions, MRS diminishes i.e., with the increase ingoods X there is 

decrease in goods Y. The indifference curve will slopedownwards, rather steeply in the beginning, 

but later at a lower rate, and finallyit will be nearly horizontal. That is, indifference curve will be 

convex. 

 

 

 



2.5) PROPERTIES OF INDIFFERENCE CURVES: 

Indifference curves havea number of important properties which are discussed below: 

1. Each Indifference Curve slopes downwards from Left to Right: Thisproperty implies that an 

indifference curve has a negative slope. It is importantto know why an indifference curve slopes 

downward from left to right. Thereason is not difficult to seek. In fact, when the consumer wants to 

get thesame amount of satisfactionby getting more of the good Y, he will have to give upsome 

amount of the good X. By its definition, the indifference curve indicatesan equal amount 

ofsatisfaction throughout itslength and so taking moreof the goodYmeans takingless of the good X 

and vice-versa. Thus, the substitution ofone good for the other isresponsible for the 

downwardsloping indifference curve. We canillustrate the point diagrammaticallyas well.  

 
Figure2.5.1 

The Fig.2.5.1 shows thatthe consumer has to surrender NN1units ofY for taking 

MM1additionalunits of X. It seems obviously reasonable to assume that consumerwould be obtaining 

the sameamount of satisfaction by addingmore units of the stock of X only when he had given up 

some unitsofY. 

Now suppose indifferencecurve instead of being a downwardsloping curve, is Parallel to 

theX-axis, it will not satisfy theassumption mentioned above. Thisis explained in the diagram 2.5.1a, 

wheretwo combinations are representedby the points P and Q. 

The combination at the PointP = OM of X + ON1 of Y 

The combination at the PointQ = OM1of X + ON1 of Y 

Since OM1>OM 

∴The satisfaction at Q > thesatisfaction at P. It is, therefore clearthat when one of the two 

pointsshows a greater amount ofsatisfaction than the other the pointcannotbe on one indifference 

curve.It means that no indifference curvecan be parallel to the X-axis. 

Similarly, the indifferencecurve cannot be a vertical straightline, for vertical straight line 

wouldmean that while the amount of goodY in the combination increases, theamount of good X 

remains thesame. As the consumermoves frompoint P to Q, the amount of good X remains the same 

while the amount of goodY increases and therefore, gets more satisfaction at the point Q than at 

pointP. This goes against the principle of indifference curve technique. This isexplained in the 

diagram 2.5.1b. 

Finally, we must consider an upward sloping indifference curve as depicted in the diagram 

2.5.1c and see whether the same can be justified and held consistentwith the definition of the curve. 

Here, the combination at a point P = OM1of X + ON1 of Y 

and the combination at the point Q = OM2 of X + ON2 of Y 



Since OM2>OM1 and ON2>ON1, the amount of satisfaction at the pointQ would definitely 

be greater than that at the point P. Clearly, the indifferencecurve cannot demonstrate two unequal 

amounts of satisfaction. In other words,the indifference curve cannot slope upwards from left to 

right. Thus, we see thatthe only possible andreasonable shape that the indifference curve in 

consistencewith its definition can take is one of downward sloping from left to right. 

 
Fig. 2.5.1aFig. 2.5.1b 

 
Fig. 2.5.1c 

2. Indifference Curves are Convex to the Origin:Theassumption of an indifferencecurve being 

convex to the origin carries much economicsignificance. The convexity of the indifference curve to 

the origin can be attributed to Diminishing MRS. The left hand portion of the indifferencecurve is 

relatively steep and theright hand portion is relativelyparallel to the X-axis. Thisimplies the basic 

fact that moreof the stock of X the consumer acquires, the lesser in terms ofY he wants to 

surrender.Alternatively, it can be said that the marginal significance of X in terms of Ydecreases, 

with increase in the stock of X. This is due to the familiar fact thatthe marginal utility of 

acommodity decreases as we have more of it, and increasesas we have less of it. This is explained in 

the diagram 2.5.2. If the indifferencecurve is concave to the origin, it will imply that the MRS of X 

forY increasesas more and more of X is substituted for Y. It will be clear from the diagram 2.5.2a 

that as more and more of X is acquired, for each extra unit of X the consumeris willing to part with 

more and more of Y. It means that the MRS of X for Y increases as more and more of X is 

substituted for Y. If it is so, it is contrary to facts and violates the truththat lies behind the 

indifferencecurves analysis i.e.,Diminishing MRS. If theprinciple of diminishing MRSis valid then 

the indifferencecurve cannot be concave to theorigin. 



 
Fig. 2.5.2Fig. 2.5.2a 

Let us consider anotherpossibility i.e. the indifferencecurve cannot be a downwardsloping 

straight line exceptwhen goods are perfectsubstitutes. A straight lineindifference curve would 

meanthat MRS of X for Y remainsconstant as more units of X are acquired in place of Y. Straight 

line indifferencecurve of perfect substitutes is shown in the diagram 2.5.2b. The better substitutesthe 

two goods are for each other, the close the indifferencecurve approaches to the straightline, so that 

when the two goodsare perfect substitutes, the indifference curve is a straightline. The consumer is 

indifferent, in such a case, as to which commodity he has. Generally, the indifferencecurve cannot be 

a straight linebecause perfect substitutes donot exist. 

At the other extreme when two goods are notperfectsubstitutes and they areperfectly 

complementary, the indifference curve will consist of two straightlines with a right angle bend which 

is convex to the origin as shown in thediagram 2.5.2c, for example, pen and ink. Such goods are 

used orconsumed by the consumer in a certain fixed ratio and they cannot be substitutedfor each 

other. 

  
Fig. 2.5.2bFig. 2.5.2c 

Perfect substitutes and perfect complements stand at opposite ends of thesubstitution scale. 

Even the concave position of the indifference curve is notpossible. Most of the cases are found 

between these alternatives for which indifference curves are convex to the origin.But the degree of 

convexity of an indifference curve depends upon theease or difficulty of substitution between the 

two goods. 

3. Indifference Curves cannot intersect Each Other: Anotherimportant propertyof indifference 

curves is that they cannot intersect each other.In other words, onlyone indifferencecurve will 

passthrough apointin theindifference map. Let us for a momentgo against our this assumption 

andthink that the twoindifference curves can cut at point P as shown in diagram 2.5.3. Now since 

thepoints P and Q are on the same indifference curve IC2, the amount of satisfaction at P = the 

amount of satisfaction at Q and similarly the amount of satisfaction at P = theamount of satisfaction 

at R because P and R, are on the same indifference curveIC1. It follows that the amounts of 



satisfaction at Q and R should also be equal. But they are not because Q is on a higher indifference 

curve and so shows agreater amount of satisfaction. Henceappears the logical contradiction if 

wethink against the assumption that two indifference curves cannot intersecteachother. 

We can further explain this property with the help of indifferent combinations on the two 

curves. 

Take IC1, because P and R lie on the same indifference curve 

∴OMof X+ONofY=OM1of X+ON2of Y    ………..(1) 

Now take IC2, because P and Q lie on the same curve 

∴ OM of X + ON ofY = OM1 of X + ON1 ofY      ……….(2) 

From the two equations (1) and (2), we get 

OM1 of X+ON2 of Y = OM1 of X + ON1 of Y 

Or ON2 of Y = ON1 of Y 

This shows that ON2of Y gives as much satisfaction to the consumer asON1 of Y, which is totally 

wrong. Therefore, it can be said that the indifferencecurves cannot intersect each other. 

 
 Fig. 2.5.3 

4. Higher the Indifference curve, Higher is the Level of satisfaction:The indifference curve 

which is at a greater distance from the origin representshigher scale of preference. In other words, 

the combinations which lie on ahigher indifference curve will be preferred to the combinations 

which lie ona lower indifference curve. For example, as shown in the diagram 2.5.4 belowthe point 

Q is on the higher indifference curveIC2, and point P is on the lowerindifference curve IC1. 

The combination at point Q will definitely give more satisfaction to theconsumer than the 

combination at point P, because the Q combination containsmore of both goods X and Y than the P 

combination. This proves that a higher indifference curve represents the higher level of satisfaction 

than thelower indifference curve. 

 
      Fig. 2.5.4 



5. Indifference Curve will not touch either X-axis or Y-axis: It is animportant characteristic of 

indifference curve. It will not touch either X-axisor Y-axis, as we have assumed that the individual is 

interested in differentcombinations of two commodities. If it touches either of theaxis, it will 

meanthat the consumer is interested in one commodity only. In the diagram 2.5.5, theindifference 

curve touches X-axis at point A and the Y-axis at point B. Thusat point A, he will be satisfied with 

OA units of X commodity, and has nopreference for Y commodity. Similarly at point B, he will have 

OB units of Y commodity and none of X. This normally does not happen. However, if oneof the 

commodities is money and it is shown on the Y-axis, it would be correctfor an indifference curve to 

touch Y-axis at point B. It would then mean thateither the consumer wants OB units of money only 

or some units of money andsome units of the other commodity. OB units of money only will give 

him the same satisfaction as a combination of a few units of money and some units ofthe other 

commodity. 

 
Fig. 2.5.5 

6. Indifference Curves Need not be parallel to Each Other: This isbecause they are not based on 

the cardinal number system of measurability ofutility. Secondly, the rate of substitution between two 

commodities need not bethe same in all indifference schedules. From this it follows that 

indifferencecurves may be drawn in any way-- Parallel to each other or otherwise. The only 

condition is that the two indifference curves should not touch or cut each other. This is explained in 

the given diagram 2.5.6. 

 
Fig. 2.5.6 

 

 



2.6) BUDGET CONSTRAINT AND THE BUDGET LINE OR PRICE LINE: 

 A utility maximizing consumer would like to reach the highest possible indifference curve 

on his indifference map. But the consumer is assumed to have a limited income. The limitedness of 

income acts as a constraint on the utility maximizing behavior of the consumer. This is known as 

budgetary constraint. The budgetary constraint, assuming a two-commodity model, may be 

expressed as: 

                   Px  . Qx  + Py  . Qy  = M 

Where Px  and Py  are prices of X and Y respectively and Qx  and Qy  are their respective 

quantities, and M is consumer‟s income. This equation shows that a consumer, given his income and 

market prices of X and Y can buy only a limited quantity of the two goods i.e., Qxand Qy . 

In the indifference curve analysis, we have taken physical quantities of goods into 

consideration. Letus now introduce their prices and the consumer‟s income. Suppose the incomeof 

the consumer is so much that he can either buy OA (Qx) quantity of good X orOB (Qy)quantity of 

goodY. The line AB is called the price line or the budget lineor the price income line (Fig. 2.6). “A 

price line is a line which indicates all suchcombinations of two commodities which can be purchased 

at market price by a definite income”. If the consumer‟s income and prices of goods it can 

purchaseare known, one can easily work out the quantities of the goods. For example, suppose the 

consumer‟s income is Rs. 24, then he can either purchase 8 unitsof X only or 4 units of Y only or 

any combination of the two which may beboughtforRs.24.Thepriceof X is 

assumedtobeRs.3perunitandthepriceof Y to be Rs. 6 per unit. The price line will indicate all the 

different possiblecombinations of the two commodities.The price line is shown in the diagram. 

 

 
Figure 2.6 

 

The slope of the price line  =
OB

OA
= 

Income /Py

Income /Px
=

Px

Py
 

 

Where Px  stands for price of good X and Py  indicates price of good Y. 

 

 



2.7) CONSUMER’S EQUILIBRIUM: 

Iftherearenorestrictionsonthepoweroftheconsumertobuycommodities, he would like to 

purchase more and more of them. In other wordsa consumer would like to go to the highest 

indifference curve. But this wouldnot be the case in the real world. In actual practice, the consumer 

is constrainedby his money income and the respective prices of the two commodities inquestion. In 

order to get maximum satisfaction, the consumer is to select apoint on the price line only. 

While explaining the consumer‟s equilibrium i.e. his taking decision onto how much of a 

good to buy, we shall have to make the following assumptions:  

(i) The consumer has an indifference map showing his scale of preferencesfor combinations of the 

goods in question and money. 

(ii) The scale of preferences imprinted on his mind remainsunchangedthroughout the analysis. 

(iii) Hehas limited money income which, if he does not spend on the goodsin question, will certainly 

spend on some other good or goods.  

(iv) He is one of the many buyers and knows the prices of all goods. Allprices remain constant until 

a new equilibrium is to be attained. 

(v) All goods are homogeneous and divisible. 

(vi) The consumeracts rationally and aims at maximising his satisfaction. 

(vii) The condition of transitivity is satisfied. If combination A > B and B>C,thenA>C. 

(viii) Thecondition of non-satiety holds. The consumer prefers more of onecommodity or of the 

other or of both. 

On the basis of these assumptions, we can proceed to show how theconsumer decides how 

much of a good to buy to maximise satisfaction or howto reach the highest possible indifference 

curve. The equilibrium of the consumerhas been shown in the figure 2.7, where the indifference map 

and budget line are brought together. 

 

Figure 2.7 

With given money to be spent and given prices of the two goods, the consumer can buy any 

combination of the goods which lies on the budget line AB. Every combination on the budget line 

AB costs him the same amount of money. In order to maximize his satisfaction the consumer will try 

to reach the highest possible indifference curve which he could with a given expenditure of money 

and given prices of the two goods. Budget constraint forces the consumer to remain on the given 

budget line, that is, to choose a combination from among only those which lie on the given budget 

line. 



It will be seen from Fig. 2.7 that the various combinations of the two goods lying on the 

budget line AB and which therefore he can afford to buy do not lie on the same indifference curve; 

they lie on different indifference curves. The consumer will choose that combination on the budget 

line AB which lies on the highest possible indifference curve. It is the indifference curve to which 

the budget line AB is tangent. Any other possible combination of the two goods would lie on a lower 

indifference curve and thus yield less satisfaction or would be unattainable. Here the budget line AB 

is tangent to indifference curve IC2 at point P. Since indifference curves are convex to the origin, all 

other points on the budget line AB, above or below point P like T and S, would lie on the lower 

indifference curve. It is evident from the Fig. 2.7 that T and S lie on the lower indifference curve 

IC1and will therefore yield less satisfaction than P. It is thus clear that of all possible combinations 

lying on AB, combination P lies on the highest possible indifference curve and yields maximum 

possible satisfaction. Of course, combinations lying on indifference curve IC3will give greater 

satisfaction to the consumer than P, but they are unattainable with the given money income and the 

given prices of the goods as represented by the budget line AB. 

It is therefore concluded that with the given money expenditure and the given prices of the 

goods as shown by AB the consumer will obtain maximum possible satisfaction and will therefore 

be in equilibrium position at point P at which the budget line AB is tangent to the indifference curve 

IC2 .  The consumer will buy OM amount of good X and ON amount of good Y. At the 

equilibriumpoint P, the slopes of the indifference curve IC2 and the budget line AB are equal. We 

know that the slope of the budget line equals ratio of prices of the two goods Px/Py  and theslope of 

the indifference curve is given by marginal rate of substitution of X for Y (MRSxy ). Thus, at the 

equilibrium point P, 

MRSxy =  
Px

Py
 

There is a subsidiary condition too. At the point of equilibrium theindifference curve must be 

satisfying all the properties of indifference curves.In fig 2.7.1, the price line is tangentto an 

indifference curveat point E but E is not the point of equilibrium because the indifference curveis not 

convex here, rather it is concave here. If the consumer moves up or downalong AB he reaches an 

upper indifference curve which gives him greatersatisfaction. Therefore, the consumer will make the 

move. The moment theconsumer moves, he will not be in equilibrium. Hence, the indifferencecurve 

must be convex at the point of tangency of price line and an indifference curve.  

 

 
Fig. 2.7.1 



2.8) DERIVATION OF DEMAND CURVE FROM INDIFFERENCE CURVE AND BUDGET 

CONSTRAINT: 

We are now in aposition to make a comparison between Price ConsumptionCurve (PCC) and 

the traditional demand curve. The PCC shows the relation betweenthe changes in the price of 

commodity and the corresponding changes in theconsumption of acommodity by a consumer. This is 

precisely what aconventional price quantity demand curve also tells us i.e., how much a 

consumerwill demand at different prices of a commodity. In fact the individual demand curveand its 

price consumption curve gives us the same information althoughthe former gives it in a more direct, 

useful form. But the two curves areconstructed in different ways. The PCC is drawn with two 

commoditiesrepresented on two axes or with one commodity on the OX-axis and moneyincome on 

the OY-axis while the demand curve is drawn with quantity of acommodity demanded on the OX-

axis and the price of the same commodityon the OY-axis. 

Price consumption curve traces the effects of a change in price on thequantity demanded of a 

good. But price consumption curve does not directlyrelate price with quantity demanded. In 

indifference curve diagram 2.8, priceis not explicitly shown on theY-axis. On the other hand, 

demand curve directlyrelates price with quantity demanded, price being shown onY-axis and 

quantitydemanded on the X-axis. A demand curve shows how much quantity of thegood will be 

purchased or demanded, at various prices, assuming that tastes and preferences of the consumer, his 

income, prices of all other goods remain constant. This demand curve showing explicit relationship 

between price andquantity demanded can be derived from price consumption curve of 

indifferencecurve analysis. 

The individual demand curve as derived from the PCC is explained in thediagram 2.8. 

 
Fig.2.8 



Intheupperportionofthefigure,we takemoneyontheY-axisandgoodX on the X-axis. AB, AC, 

AD and AE are the price lines which show that theprice of X is falling. Q1,Q2,Q3 and Q4indicate the 

successive equilibriumpoints for each price line. Thus, the PCC shows the various quantities of 

commodity X,bought by the consumer at its different prices. The price of X per unit is OA/OB 

(Total money income divided by the total quantity of X which can be boughtby the money income) 

and at this price the consumer buys OM1 units of thecommodity. Similarlyat OA/OC price the 

consumer buys OM2 units of the same commodityand so on. This can be explained in the following 

table: 

 

Price of X Demand for X 

OA/OB or OP1 OM1 

OA/OC or OP2 OM2 

OA/OD or OP3 OM3 

OA/OE or OP4 OM4 

 

Now in the lower portion of the figure, the various quantities of X (OM1,OM2, OM3 and OM4) are 

measured along the X-axis whereas different prices(OP1, OP2, OP3 and OP4) are taken on the Y-axis. 

By plotting these prices andquantities, and by joining the points so plotted we get the required 

demandcurve DD of the individual. 

The demand curve slopes downwards to the right and this is the generalslope of the curve. 

The income effect and the substitution effect are both positive.But in the case of „Giffen goods‟ the 

demand curve may slope downwards tothe left and then it may revert back to its normal position by 

sloping to the right.This is because a „Giffen good‟ is so only for a few consumers. To counteractthe 

peculiar behaviour of a few people that consider a commodity a Giffengood over a certain price 

range, there may be enough other people in the marketthose do not consider it so. Not only this, as 

the price of the commodity falls,many new buyers may enter the market to buy the commodity. 

Thus, on thewhole, we may fairly expect that when the price of a commodity falls, its marketdemand 

will extend and the curve may be taken to slope downwards to theright. 

 

2.9) CRITICISM OF INDIFFERENCE CURVE ANALYSIS: 

Indifference curve analysis is criticised on the following grounds: 

1. It is claimed that it has simply substituted new concepts and equationsinstead of old concepts. 

Instead of the concept Utility, the term „Preference‟ has been used. Instead of Cardinal number 

System of one, two, three, four, etc., ithas made use of ordinal number system of first, second, third, 

etc., torepresentconsumer‟s preferences. The notion of Marginal Utility has been replaced 

byMarginal Rate of Substitution. Thus, Robertson has correctly pointed out thatit is an old wine in 

new bottles. 

2. The indifference curve analysis is based on the wrong assumption thatthe consumer is familiar 

with his entire preference schedule. This analysisassumes that every consumer is fully conscious of 

the various combinations ofthe two goods, say, apples and bananas, which givehim equal 

satisfaction.Now, it may not be realistic on our part to make this assumption because it isphysically 

not possible for a consumer to have complete knowledge of all thecombinations of the two goods 

which afford him equal satisfaction. 

3. Further, another unrealistic element is present in Indifference CurveAnalysis. It is pointed out that 

such curves include even the most ridiculouscombinations which may be far removed from this 



habitual combinations. Forexample, while it may be perfectly sensible to compare whether three 

pairs ofshoes and six shirts would give a consumer as much satisfaction as two pairsof shoes and 

seven shirts, the consumers will be at a loss to know and comparethe desirability of an absurd 

combination such as eight pairs of shoes and oneshirt. The way the indifference curves are 

constructed, they include absurdcombination like the one just indicated. 

4. A further shortcoming of the indifference curve technique is that itcan demonstrate and analyse 

consumer‟s behaviour effectively only in simplecases, especially those in which the choice is 

between the quantities of twogoods only. In order to demonstrate the case of three goods, three 

dimensionaldiagrams are needed which are difficult to understand and handle. 

5. Moreover, the Indifference Curve Analysis is not completely free fromthe assumptions of Utility 

Analysis; the Indifference Curve Techniques alsoassume that units of commodities are small and 

consumer spends his incomeso as to get maximum preference. The Law of Diminishing Marginal 

Returnsassumes that under given conditions, the consumer will make choice as to knowthat is better 

and what is worse and will choose the better. Evidently this isassuming rational behaviour. The 

rational behaviour is the basis of theIndifference Curve Analysis as of the Utility Analysis. Thus, 

Indifference CurveAnalysis is based on no different fundamental assumptions than the 

utilityanalysis. 

6. The Indifference Curve Analysis is also criticised on the ground thatit is also not able to solve 

many important problems. The individual preferencecan be easily analysed with the help of 

indifference curves. But this is not thecase with the choices of groups of people. We cannot, for 

instance, drawindifference curves for the country as a whole or for the international trade. Thefact is 

that the indifference curve analysis is not very readily applicable in theanalysis of group equilibrium. 

7. There is no recognition, in this analysis of the way in which the individual‟s preferences may be 

shaped by advertising and other selling tactics.There is no allowance for the effects of habits and 

customs on the consumer.The indifference map is a highly static device. In reality it may be a very 

shortrunphenomenon subject to frequent changes. 

Thus, the Indifference Curve Analysis is not free from defects. Schumpeterhas rightly 

observed that the new technique has neither proved anything newnor has it proved any old result 

wrong. 

 

 


