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Chapter -2
CONSUMER EQUILIBRIUM

Equilibrium refer to the state of balance.

OR
It is a situation at which there is no tendency to change.

Consumer Equilibrium is a situation at which a consumer get the maximum possible
satisfaction with the help of given amount of income and there is no tendency toﬂ»\, y
changes.

It can be determined with the help of following approaches:- \"\%
e Cardinal approach (utility approach) %}

e Ordinal approach (indifference curve analysis) /\

to him, utility is measured in terms of cardinal no. Su ,2,3,4, etc.

X

e Utility -: It means want satisfying power odity.
OR
It is the power or capacity o@d%y to satisfy the human wants.

C%DA no:such 1,2,3,4........
Wi Byl ‘utils’

L]
e ltissubjectivei.e.d pon the intensity of wants.
e |tisvariable i.e@ rom person to person place to place and time to time.

It can be disc@ parts:
L ]

1. ity -: Itis the total satisfaction which a consumer derives from the
stimption of no: of units of a commodity.
% rginal utility :- It is the additional change in T.U. due to additional change in no: of
units of a commodity.

e Cardinal approach (utility approach):- It is introducet@)Marshaﬂ and according

Characteristics:
e Itis measured in term
Measurement unit o

M.U. = ATU
AQ
Or

M.U.=T.Uy -T.U.pq
Relationship between T.U. and M.U. :-
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It can be determined with the help of a utility schedule and diagram.
Units T.U. M.U.

10 0
18
24
28
30

30
28

~No ok, wN
ON PS> OO K

%

S Point of saturation.

v »

No. Of units §;/\ \
1. WhenT.U. increase at (minish g rate then M.U. falls.

2. WhenT.U.isat the im \)oint then M.U. is zero.
3. When T.U. starts Nfen M.U. becomes negative.

Law of diminishing @is also known as “The First law of fossen”.
According to it, w% nsumer. Consumer a particular commodity in continuation, then
satisfaction r% om every next unit keeps on diminishing.

L ]

\t M.U.
@%\ 30

M.U.

20
10
4 0
S) -10.
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E=Point of saturation
M =0

m
v

: ; x 4
N
>

In this at point E, MU = 0 which shows the point of full satlsfactl@nt of saturation.

Assumptions: \)
e All the units of commodity must be same in all respe @@h olor, design and quality).
The units of commodity must be standard.

Consumption of commodity must be conting out any time interval.

There should be no change in tostes, pref Sfashion, habit and income of the
consumer.

Consumer’s state of mind is also cQfistang.

Price of the commodity should nt during course of consumption.
Consumer is rational (i.e. wants t ximize his satisfaction).

Marginal utility of mone 'niconstant.

- - . - -
Determination of consu y ilibrium.

According to utiIity@ch there are two different situations of consumer’s equilibrium.

1. Consu uilibrium in case of single commodity . (one commodity case).
L ]

% hen a consumer buys a single commodity having single use, his
% vior is guided by law of diminishing M.U.

Factors :-
- Price of a commaodity (Px).

- M.U. of a commodity (M.U.x.)
- M.U. of amoney (M.U.m.) — It refers to the worth of a rupee to a consumer.
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Consumer equilibrium can be determined with the help of schedule and diagram.

Units T.U.x M.U. x M.U.x Py
M.U.um
! 10 10 10 6 Mu5 > Py
2 18 8 5 6 |v|
" ey
7 28 —2 _2 6 %\
Here 0/)\
M.Uy =Re 1 = 1util ,&\
Px = Price of acommaodity Q)Q
Y MUXU 9

A
\ MU,y =Py [consumer equilibrium]

s MUwm
Price line

> MUg <Py[LOSS]

‘.GQ\. \ MUw
SQl Q2 Qs X;

No. Of units

C&er Equilibrium is determined at point ‘E” at which a consumer consumes OQ units of
a commodity and MUy = Px
MUwm

But when a consumer stop the consumption at 0Q: then consumer will not be able to
utilize the gain equal to A EFG. Hence there should be the tendency to increase the
consumption from 0Q; to OQ.
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On the other hand, if the consumer continues the consumption till 0Q, units, then
consumer will have to bear the loss equal to AEHI. Hence, there should be tendency to make
the changes from 0Q- to OQ.

2. Consumer Equilibrium in case of two commodities (Two commodity case)

Base:-

Consumer equilibrium will be determined by the “Law of Equi-Marginal Utility” which states
that a consumer with get the maximum satisfaction or equilibrium when M.U. of vgrious
commodities are equal. (’)

- A consumer will distribute his money income among those goods in @ay that
he gets equal M.U. from all the goods.

Conditions — A consumer gets max. Satisfaction \
(1) from commodities X and Y, when a rupee worth of M.U. % r both the

commodities. /\(
- When a consumer consumes ‘X’ commodity then co. o@s equilibrium will be :
Mx = M.Umwm \
Px
- When a consumer consumes ‘Y’ commodity, t condition of equilibrium will
be
M.U.X = MUM ................. (2) e
Py
- Byequation 1 and 2, the conditj &cq\sumer’s equilibrium for both X and Y
commodity is (V
Mx_: MUX M.U.m
Px P

\
(2) MUy = ’&Y Can also be written as M.U.x = Px
Py Q Y M.U.y Py

Itimp@@nsumerstrikeshisequilibriumwhen ratio of their M.U M.%.x ]
MUy o [ :|

xl'to the ratio of their prices P
Q )
%Px = Rs5

Py = Rs.9
MUy = 10 units
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Units MUy MUy MUL MX MUwm
Px Py

1 120 198 24 22

2 110 189 22 21

3 90 171 18 19

4 80 135 16 15

5 70 126 14 14

6 50 117 13

7 40 108 8 12

8 30 90 6

9 10 81 2 9 '\%
10 0 63 0 7 %}

Utility Q
\\E Utility

MUwm

2%

t »X  No: of Units
10(9&*7 65 43 21

Y \\" b‘
Consumer Eq@— ORDINAL Approach
(Indiffereﬂ& e analysis)

Indiff curve:- It shows various combinations of two commaodities which give equal
le tisfaction to the consumer.

In other words, an indifference curve is a laws of various combination of two
commodities at which consumer is indifferent.
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Combination X Y
A 1 14
B 2 8
C 3 4
D 4 2
E 5 1
Y <’)
A IC
15 ; ®
12

Goods *y’ 2 \"\%

O 12 34 5 X .&\
Goods ‘X’ Q)Q
IC is an indifference curve. Each point on the %mws a combination of two goods (‘X’

and 'Y’), offering the same level of satisfaggion t consumer. Thus level of satisfaction of
the consumer at point ‘A’ is the same a<<t/ in(‘B’, ‘C’,'D’or ‘E.

IC is also known as “Iso-Utility Curve

It is convex to the point of origin.

Indifference Map- Itisa gr LQSS Vf indifference curve and each of which represents a
given level of satisfaction.’\

Marginal rate of su %[M RS] or slope of IC-
- MRSis which at which the consumer is willing to substitute one good for
anoth% ut changing the level of satisfaction.
- NIRNZ e quantity of 'Y’ commaodity foregone for getting one additional unit of ‘X’
ity.
- ope of IC shows the MRSxy because itindicates the rate at which the consumer
% illing to substitute one good with the other.

Combination X Y MRSyy
A 1 14 -
B 2 8 6/1
C 3 4 4/1
D 4 2 2/1
E 5 1 1/1
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Goods ‘y’

Y1

Y g — . @)

Characteristics:-
1. IC slops downward from left to right i.e. negative \ Because in order to
maintain the same level of satisfaction along h it a consumer increases

consumption of ‘X’, then the consumptiogof to be reduced i.e. MRSyy keeps
on diminishing. s

2. ICis convex to the origin because gf dec ng MRS.

3. IC can notinteract to each othegpsi ee‘ch IC carries a particular level of

satisfaction.
4. Higher IC represents higher | satisfaction. An IC which is to the right and above
another IC shows a high€r level ®f satisfaction to the consumer. Thus, IC; and IC;
4& ati

shows a higher lev S Wtion then IC,. Higher IC corresponds to a higher level
of income of the ¢

Y

S

v

Budget line:- It shows various combinations of two commaodities which can be purchased by
a consumer within the given budget and at given prices of two commodities.

- Every consumer has limited income and with this limited income only a consumer
can buy the various goods and services. Itis called limitation of consumer’s budget.

Rohit Natani (CS, NET, M.com)9783110025




Economics Notes by Rohit Natani (CS, NET, M.com) 9783110025

- Budget line is also known as price line.

- Any point on budget line shows the attainable combinations.

- Budget set refers to the set of all possible combinations of two goods, which a
consumer can consume from his income and given prices.

Units of ‘X’ unit of *Y’ total exp.

0 60 (0%2) + (60*1) = Rs. 60

10 40 (10*2) + (10*1) = Rs. 60 <’)
20 20 (20%2) +(20*1) = Rs.60 ®
30 0 (30%2) + (0*1) = Rs. 60

Px=Rs. 2 Total income / budget =Rs. 60
Py =Rs. 1 %}

60 - \
50 Budget line ~®
40 or
30 price line Q

20 N
10

\

A consumer has Rs. 60 to gd/\ax 30 units of ‘X’ commodity are purchased when entire
income is spenton ‘X’ a units of ‘Y’ commaodity can be purchased when entire
budget is spent on
Moreover, each pet above line indicates one combination of ‘X’ and ‘Y’ which a
consumer ca his given income and given prices of ‘X’ and ‘Y’ commodities.

L ]
Line ‘aly ¢ \ price line because it show that 30 units of ‘X’ commaodity are equal to 60
units ?t@)mmodity so that price of ‘X’ commodity = price of ‘Y’ commodity.
T line shows price ratio between ‘X’ and ‘Y’ commaodity.
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Determination of consumer’s Equilibrium:-
60 1

50

Goods ‘Y’ 40
30P

20
IC__ <’)
O 10 Q20 30 X ®

10
Goods ‘X’
Equilibrium is determined at point E, where a consumer is willing to bu &S ed by IC)
coincides with what he can buy (as reflected by his budget line/price JRg).
OR /&

We can say that consumer’s equilibrium is determined at aN ) where budget line is
tangent to IC i.e. when slope of price line is equal to slop

satisfaction to the consumer. °

This point is called point of optimum consum@ves maximum level of

At this point he buys OQ unit of ‘X’ comyod{ty ‘nd OP unit of 'Y’ commodity.

Monotonic preference :- The IC an ased on the assumption that consumer’s

preferences are monotonic, wh{th meahs that a rational consumer always prefer
consumption of more unit (@) modity as it offers him a higher level of satisfaction.
L)
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IMPORTANT QUESTIONS

Q.1  How does change in price and change in income can affect consumer’s equilibrium .
by using cardinal approach?

Ans: When price is change

Units MUy Px1 Pxo Pxs

7>
5

o

Wwwlw
V.

\\J\’ﬂ‘

OINOO|O R WIN|F

WA O1I|OO|(N|00|©

WA OO |(N|O (O

DOV |O|O
9

When price of a commodity is decreased from Rs. 6/@ s. 3/unit then consumer

Equilibrium is shifted from 5™ unit to 8" unit. %
In the same way, when price of a commaglfty is imsreased from Rs. 6/unit to Rs. 9/unit

yi
then the consumer had to cutdow@r\ption from 5 unit to 2" unit.
2. When income is chan cg_)\

Units % MUy =1 M.Ux=0.5 | M.Uyx =15
MUwm MUwm MUwm

1 )&%‘ 6 10 20 6.6

2 %; bb@' 6 9 18 6.0

3 8 6 8 16 5.3
BRNEE 6 7 14 46
SO\ 6 6 6 12 4
\6)* 5 6 5 10 3.3
N7 4 6 4 8 2.6

8 3 6 3 2.0

Consumer equilibrium is determined at point where M.U.x =Px.

MUwm

But, when income of the consumer is increased then MUy, to the consumer would decrease
and due to this, consumer equilibrium is shifted from 5™ unit to 8" unit.
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In the same way, when the income of the consumer is decreased then MUy would increase
and it will force the consumer to cut down the consumption fro 5™ unit to 2™ unit.

Q.2  How does change in price and change in income can affect consumer’s equilibrium
by using ordinal approach?

Ans:  consumer equilibrium is determined at a point where MRSy is equal to Px/Py<

assuming that the price and income is constant. (\,
1 change in price:- %

S
10 0/)\

o) X
5

M =Rs. 10 &

Px1 =Rs.2 % \

P,s =Re.l %

P =Re.l

Py, =Rel Q) \

®

When price of ‘X’ com ) reases from Rs. 2 to Re. 1 pre unit then it will increase the
purchasing power % sumer and budget line will shift towards right in ‘X’ axis. As a

result consun@ m is shifted from IC; to IC4 and vice —versa.
R
2 \@Q ge inincome :
Y
A

20

10
ICs
3
0 >
5 10
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When income of the consumer is Rs 10, then equilibrium is determined on IC5 . on the other
hand, when income is increased from Rs. 10 to Rs. 20 then consumer can shift to IC4 and
vice-versa.
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