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Thus Maximisation of satisfaction 1s I'CZIIIS.(i(!
When both the conditions for consumct *i
ilibriy, denoted through equations (/) anc

M) are satigfieq,

“12. INcomE EFFECT

The equilibrium of the consumer is analysed
the assumption that prices of two
Modities, tastes of the consumer and h_lS
ME remain the same. 1f other things remain

com
Inco
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constant but the income o

changes (rises or falls), there
the position of equilibrium a
will make changes in hig p

f the consumer
will be a shift in
1d the consumer
urchases.  Tpe
mcome effect explaing the cffect of u change
i the income of the consumer, vwhen his
tastes and prices of two commodities remain
unchanged. :

Assumptions

The income effect rests upon the following
main assumptions :

(/) Two commodities (X and Y) are normal.
(i) Tastes and preferences of the consumer
are given,
(7if) Prices of two commodities remain the
same.
(iv) Income of the consumer rises (or falls).

The effect of a change in income upon the
equilibrium of the consumer or the purchases
of two commodities is explained through

Fig. 421,
Y
A
Ay
l/CC
A /
3 ;
ol \\ S
3 p—ANE
> IC
P 7 3
ZONAN
¢ S\IC;
AT INENON
i X
(o) QQQ, B 31 B;
X-Commodity
Fig. 4.21

In Fig. 4.21, X-commodity i’s I‘HCGSLII(')C((;i?lOHigS,
the horizontal scale :1{1d \-('-(l)'—l\nn(‘]iveny[he
measured along the \’L‘II‘FICill scale. Siven the
yrices of two comm_odmes fmd incor e
!:onsumcr the price Imc‘AB is dra\Tn. | prices
main constant but the income of't 1€ co <
b ice line will shift to the right to A, B,
e, e P If there is a fall in inc'm_ne, price
a'nd Azl?ilz' hift to the left of the original price
:!"CS \lvfl thtsa indifference map of the consumer
ine.
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is super-imposed upon the price lines, AB is
tangent to the indifference curvc‘lCI at R. This
is the original position of cquilibrium. .Thc
consumer buys OQ units of X and OP.umt's of
Y at this position. A By and A,B, price Imc?s
are tangent to 1C, and 1C; at S and T
respectively. These are new positions of
equilibrium. when the income of }hc consumer
rises. By joining R, S and T, it is possible to
draw the Income-Consumption Curve (ICC).
The income-consumsption curve (ICC) shows
what quantities of X and Y commodities are
purchased by the consumer, if his income
increrases while prices of two commodities
remain the same. At S consumer buys OQ,
units of X and OP, units of Y. In the equilibrium
position T, he buys OQ, units of X and OP,
units of Y. Thus consumer increrases the
purchase of both the commodities, when his
income rises. In such a situation, the income
effect is said to be positive and ICC rises
upwards from left to right.

Inferior Commodity

It was supposed above that both X and Y
commodities were normal or superior. When
one of the two commodities is inferior, the
increase in income will involve larger purchase
of the superior commodity but a decrease in the
purchase of the inferior commodity. In these
situztions, the income effect is said to be negative.

In Figs. 4.22 and 4.23 X commodity is
measured along the horizonal scale and Y

commodity is measured along the vertical scale,

4
Ao \ice
\\\\
A NG
P r
AL\ ‘R;
z \
z \
Q
> p
(o] 02 QqQ B By B, X
X-Commodity

Fig. 4.22

INTERMEDIATE MICRO ECONOMIC&
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In Fig. 4.22, X commodity is SUppose
be inferior, while the commodity Y js Nor
The original price line is AB. Given the Price
of two commodities, the increase ip inCOm:
shifts the price line to A|B, and AB,. |
indifference map is superimposed, AB, AB
and A,B, are tangent to IC, IC, and ¢ alt
R, S and T respectively. Joining these PO:;nts
with origin, the income-consumption curye (cc
is drawn. It initially slopes upwards frop, left
to right but later slopes negatively or bepg,
backwards towards Y-axis. Originally at R,
consumer buys OQ of X and OP of Y, 4,
income rises, he purchase OQ, of X and Qp
of Y at S and OQ, of X and OP, of Y at T
Thus consumer increases the purchase of normg]
commodity Y but reduces the purchase of inferior
commodity X, subsequent to an increase in
income. The reduced purchase of inferior
commodity indicates that the income effect is
negative.

d to
ma],

In Fig. 4.23 the X-commodity is supposed
to be normal while the Y commodity is inferior.
The price lines AB, A|B, and A,B, are tangent
to IC,, IC, and I[C;atR,Sand T respectively.
By joining the equilibrium points R, S and T
with origin, the income-consumption curve (ICC)
has been drawn which initially slopes positively
but later slopes negatively or bends downwards
towards the X-axis. Originally at R, consumf

Y
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E P R
(3 Il \\\'
> P] ,l’ \R S
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Iy /l 2N\ T :
/ \ 2 \\ICCI:C
0 AN 3“"’)(
@ Q, BQ;By B i
X-Commodity

Fig. 4.23
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00 of X and OP of Y. At S he buys 0Q,

jop, of Yand atT lTe buys OQ, of X
P, of Y, fo]loWiDg the rise in income. So
al (sumer increases the purchase of normal
the 000 dity X but reduces the purchase of inferior
Com“:odit}’ Y. The reduced purchase of inferior
comn dity indicates that the income effect is
en in this case.

buy’s
Of X an

commo
pegative eV
The shape of the income-consumption curve

osive the indication of nature of a

can
commodity-
Y

.y

3

3

Q

)-

ICC4
0 X
X-Commodity

Fig. 4.24

In Fig. 4.24, ICC,, ICC, and ICC, are
different shapes of income—consumption curves.
ICC] slopes positively. It show that both X
&nd Y commodities are normal or superior. 1CC,
initially slopes positively and later bends
backwards towards Y-axis. It show that
X-commodity is inferior, while Y commodity is
nomal. ICC, initially slopes positively but later
slopes downwards towards the X-axis. It sho\'vs
thay X"30mmodity is normal or superior, while

fommodity s inferior.
positive in

To sum up, the income effect is .
is

the cage of nermal or superior goods. 2
{legative, when one of the two commodity fs
inferior o Giffen good. The income effect 18
2810, in case a commodity is neutral iﬁe" e
Ommodity is neither distinctly superior nor
dlstinctly inferior.
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4.13. SUBSTITUTION EFFECT

und;rrzz Sﬁil(]i;ltllr:gtrl;r:l Ef the consumer can
the income of the coi e bt

! sumer but also because
of substitution of one commodity in place of
thcla other. If there is a relative change in the
prices of two related goods, given the money
income of the consumer, the cheaper
commodity is substituted in place of the relatively
more costly commodity. The effect of
substitution of one commodity for the other
on consumer’s purchases is called as the
substitution effect. Sometimes substitution
takes place in such a way that there is neither
gain nor loss in satisfaction. When there is
such compensating variation in satisfaction, the
consumer is neither better off nor worse off
and he remains at the same level of
satisfaction.

Assumptions

The substitution effect rests upon the
following main assumptions :

(i) Two commodities X and Y are related to
each other. More specifically, X and Y are
substitutable goods.

(if) There is no change in tastes or
preferences of the consumer. -

(iif) There is no change in money income of

the consumer.
(iv) There is relative change in ‘the pric’:es of
two commodities. Suppose the price 9fk falls
and, at the sani¢ time, the price of Y n‘ses. The
: X will be considered as relatively very
cheap when compared wi.th ?’. Consequent'ly,
consumer may start subst'ltutmg X 90mmod1ty
in place of the Y( ‘c‘,onnnodlt);i ‘
substitution upon the
be explained

commodity

The effect of
purchases of the consumer can

with the help of Fig. 4.25.

oot A NTERS
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Fig. 4.25
In Fig. 4.25, X-commodity is measured along
the horizontal scale and Y-commodity is
measured along the vertical scale. Given income
of the consumer and prices of two commodities,
AB is the price line. If price of X falls and
that of Y rises, the new price line is AB,. If
the indifference map is super-imposed upon
these price lines, AB is tangent to the indifference
curve at R and the price line A B, is tangent
to it at point S. At the original equilibrium
position. consumer buys OQ quantity of X and
OP quantity of Y. At S, the point of final
equilibrium, he buys OQ, units of X and OP ,
units of Y. It is clear that consumer increases
the purchase of X by QQ, m place of PP, of
Y. This is the subsitution effect.

No doubt, the substitution effect shifts the
equilibrium of the consumer from R to S. The
movement of equilibrium from R to S along the
same indifference curve shows that consumer
is neither better off nor worse off than before.
The level of satisfaction remains the same. The
gain in utility due to larger purchase of X is
fully neutralised by the loss in utility due to
smaller purchase of .
compensating

It is because of this
variation that the consumer
remains at the same level of satisfaction, despite
the substitution of cheaper commodity in place
of costly commodity.

INTERMEDIATE MICRO ECONOMICS
—8

The substitution effect is normally POsitive
because consumer always tends to substityte
the cheaper commodity for the costly Commodit),

4.14. HICKS-ALLEN SUBSTITUTION
EFFECT

The Hicks-Allen substitution effect explains
the effect of a change in the price of 3
commodity upon the purchase of the Consumer,
when the real income of the consumer jg left
unchanged. Suppose the price of one commodity
falls and the price of the other commodity
remains constant, so that the first commodity
becomes relatively cheap and is likely to be
substituted for the more costly commodity.
However, the fall in price of one commodity
increases the real income of the consumer.
For determining the substitution effect, it is
necessary that the effect of a rise in the real
income of the consumer is neutralised. In this
situation, when the fall in price causes a rise in
real income, according to Hicks, some amount
of money should be taken away from the
consumer such that he is neither better off nor
worse off and is at the same level of satisfaction
as in the original position and even after the

change in price, the equilibrium of the consumer
gets determined at the original indifference
curve. Similarly if the price of one of the two
commodities rises resulting in a fall in the real
income of the consumer, he should be given
some more units of money such that his real
income remains at the original level and the
cquilibrium of the consumer after the change
in price can still be determined at the original
indifference curve. The changes in money
income, subsequent upon relative change in
prices of two commodities, such that th.e
consumer is neither better off nor worse off 1s
called the compensating variation in inconme.
In other words, the compensating variation 1
income is the change in money income of t'he
consumer that is sufficient to compensate him

4
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The tangency between AB and the indifference
curve IC takes place at R where consumer
buys OQ of X and OP of Y. If the price of X
rises, the price line shifts to AB,. The rise in
price of X causes a fall in the real income of
the consumer. In order to compensate the
consumer, according to Hicksian principle of
compensating variation in income, some amount
of money should be given to the consumer.
The amount of extra money to be given to
consumer should be sufficient to offset the fall
in real income such that consumer is again in
equilibrium at the original indifference curve at
S. At this equilibrium position, OQ, of X and
OP, of Y is bought by the consumer. The
movement from R to S represents Hicksian
substitution effect. The consumer reduces the
purchase of X by QQ, because the relatively

cheaper commodity Y is substituted for more
costly commodity X.

4.15. SLUTSKY SU BSTITUTION
EFFECT

An alternative approach to the substitution -

effect was given by the Russian economist
E.E. Slutsky. According to him, if the price of
one of the two commodities changes, there is
a change in the real income or purchasing
power of the consumer. In order to keep the
real income at the original level, some increase
or reduction in the money income of the
consumer has to be made. The variation in
income, according to Slutsky, should be large
enough to enable the consumer to buy the
original combination of goods. This approach
related to variation in income for neutralising
the income effect is called the cost difference
approach. The cost difference may be explained
through an illustration. Suppose the money
income of the consumer and price of Y are
given. The price of X-commodity is originally
Rs. 20 and its quantity purchased is 10 units
- so that amount of money needed to buy 10

INTERMEDIATE MICRO ECONOMICS-l
\

units of X is Pe'Qx =20x 10 = Rs. 200, If
the price of X falls to Rs.16 and the Consume,
has still to buy 10 units of X, the amoyp¢ of
money required is Py Q. = 16 x 10 = gy

160. It mean's the real income of the consumer.
has increased by Rs. 40. The cost difference
approach suggests that the amount of Rs. 4

should be taken away from the
that he should be able to buy
combination.

consumer g,
the Origina]

When the income effect is offset through
the cost difference approach, the price |jpe

passes through the original combination of two
commodities.

Substitution Effect in Case of a Fall in
Price

If the price of X-commodity falls, given
the price of Y, the real income ‘of the consumer
rises. In order to offset the rise in real income,
Slutsky suggested that some amount of money
should be taken away from the consumer. The
amount of money, according to the cost
difference principle of Slutsky, should be such
that consumer should still be able to buy the
original combination. At the new equilibrium
position, there is stil] larger quantity of X
purchased by the consumer in substitution of
more costly commodity Y. Slutsky’s substitution
effect in the event of a fall in the price of X is
shown through Fig. 4.28. '

Y

o P>

Y-Commodity
)

D

\JQI >

Q, B B,
X-Commodity

B, X

Fig. 4.28
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0

in Fig. 4.28, given _tl.le money i'nf:ome
nd prices of two c.omn?odltles, AB is originally
rice line which is tangent to IC, at R,
thedll’is original position of equilibrium, the
h:,nsume" buys QQ un.its of X and .OP units
of Y. I the price of X ffxlls, price of Y
maining the same, the price l_ine shifts to
AB;. Fall in the price of X raises the real
come of the consumer. According to
gutsky’s cost difference principle, some
qmount of money should be taken away
fom the consumer such that consumer should
«ill be able to buy the original combination
R So when money income is reduced, the
new price line A;B; passes through the point
R. This price line is tangent to a higher
mdifference curve IC, at S. At this equilibrium
pasition, consumer buys OQ; units of X and
0P, units of Y. The movement from R to S
represents  Slutsky’s substitution effect.
Consumer substitutes QQ; quantity of X in
plzce of PP, quantity of Y, consequent upon
Zll in the price of X.

Substitution Effect in Case of Rise in
Price |
If there is a rise in the price of X-
“mmodity, price of Y remaining constant,
Y€ is a fall in the real income of the
“nsumer. In order to offset the fall in real
“icome, the consumer should be compen-sated
Y &iving him some extra amount of money.
,A%'d"”g to Slutsky-Samuelson cost difference
:Peproach, the amount of money to be given (o
enab(;ons.umcr should be large cno.ugh' to
¢ him to buy the original combination.
w:l:h(;)ncw equilibrium position, the consum(.n:
sub e/ lesser quantity of X as l'hcrc is
| tution of cheaper commodity Y in place
S“bst?tm-ore costly commodity X. Slul.sky"s
Utlon effect in the event of a rise in

e Price of x can be shown with the help
*TFig. 479
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Fig. 4.29

In Fig. 4.29, AB is originally the price line.
Its tangency with the indifference curve IC,
determines the original equilibrium position R
where consumer buys OQ quantity of X and
OP quantity of Y. As the price of X rises,
price of Y remaining the same, the price line
shifts to AB,. Since the price of X has risen,
consumer feels that his real income has gone
down. In order to compensate the consumer,
according to Slutsky’s cost difference approach,
some amount of money should be given over
to the consumer large enough to enable the
consumer to buy again the original combination
R. Thus, the new price line A,B, passes
through the original combination R. This price
line is tangent to a higher indifference curve
IC, at S where consumer buys OQ, units of X
and OP, units of Y. The movement from R to
S reflects the substitution effect. The consumer
in this case substitutes PP, quantity of the
cheaper commodity Y in place of QQ, quantity
of relatively more costly commodity X.

4.16. COMPARISON BETWEEN
HICKSIAN APPROACH AND
SLUTSKY APPROACH

A comparative study can be attempted
about the substitution effects suggested by
Hicks and Slutsky. In Fig. 4.31 and Fig. 4.30
given below the substitution effects due to a
fall and rise in price of X measured through
the two alternative approaches are analysed.
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¢ of the Giffen goods like X bends backwards
cawards y-axis. At these equilibrium positions
;({) g and T, consumer buys QQ, 0Q, and OQ,
' of X-commodity respectively.

un
! Y
A
7\
Q
c
(]
=
0 02Q1Q B B4 B, X
: : : X-Commodity
Y (I
11
(I
(I (ii)
[
11,1D
11
11
%:P IR
g A
EOA-P _:I 1
SAR-FC~ 1
EOB1 L 1/
oA Vi
—=P. -
8, 2 I : :
D/t 1 ,
o) Q,Q4Q .X

Demand for X-Commodity
Fig. 4.42

In Part (ii) of Fig. 4.42, given the quantities
00, 00; and 0Q, of X-commodity and its
price OA/OB = OP, OA/OB, = OP, and
OA/OBz = OP, respectively, the demand curve
DD has been derived. It slopes upwards from
left to righy, 1t shows that the law of demand:

%¢S not hold valid in case of Giffen goods.

4.23.0RDINARY DEMAND CURVE
AND COMPENSATED DEMAND
CURVES

e Zhde. traditional cardinal utility approach and
fereny utility approach gave rise to three

(llgfel\rllent conceptions of demand curve—
: (2) Hi arshallian ordinary demand curve,

Cksian compensated demand curve, and

79
(3) Slutsky’s compensated demand curve.

1. Marshallian Ordinary Demand
Curve | |

Marshallian ordinary demand curve rests
upon cardinalist premise that price of a
commodity is equal to its marginal utility (Price
= MU). As price falls, there is a fall also in
marginal utility. Since lower marginal utility is
associated with the larger purchase of a
commodity, it implies that the quantity demanded
of the commodity rises with a fall in its price
and vice-versa. Consequently, Marshallian
ordinary demand curve slopes downwards from
left to right. This demand curve rests on the
simplifying assumptions of constancy of
consumer’s tastes, money income and prices
of related goods. In Marshallian demand curve,
the income effect is ignored on the ground that
an insignificant amount of money is spent by
the consumer on the purchase of any single
commodity. Therefore, any income effect due
to a change in the price of the commodity is
very small and it can be safely ignored. Given
such a presumption, there is no need of
compensating the consumer for the variations
in real income on account of a change in the
price of the commodity. Marshallian ordinary
demand curve is, therefore, an uncompensated
demand curve. Had Marshall considered income
effect, his demand curve would not have been
necessarily a negatively sloping curve. It could
have assumed any shape.

Marshallian assumption of constancy of
money income is put to objection as in case of
[uxury commodities, the consumer spends a
significantly large proportion of-income even
on the purchase of a single commodity. Milton
Friedman seems to have accept_ed the
assumption of constancy of .real income.
However, in his opinion, a meaningful df:mand
curve can be derived, if the assumption ‘(’if
constancy of prices of related ggods is dlr(cj);;?:vé
He suggested that the assumption Shf?ull e
been taken that the average pr ice of a )

i ely with every change 1f
goods moves INVErsey ion. It amounts t0
the price of the good in question.
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assuming compensating variation in price instead
of compensating variation in income so as to
keep the real income constant, For instance, if
price of commodity X falls, the real income of
the consumer rises. This rise in real income
should not be offset by reduction in money
income of the consumer but through rise in the
average price of all other commodities. Milton
Friedman believed that Marshall had perhaps
this notion of demand curve in his mind. This
interpretation given by Friedman has the merit
of clarity. It is also amenable to empirical testing,

Despite Friedman’s interpretation, the fact
of the matter is that income effect remained
ignored in Marshall’s demand curve. He did
not separate income and substitution effects
from price effect. The entire change in the
quantity demanded of a commodity stands

attributed only to the change in the price of
given commodity.

2. Hicksian Compensated Demand
Curve

Hicks attempted to explain the relation
between price and demand, not by ignoring the
income effect but by neutralising the effect of
a change in real income through the method of
compensating variation in income. In this method,
Hicks suggested that the money income of the
consumer should either by raised or lowered to
neutralise any variation in real income
consequent upon a change in the price of the
given commodity. The change in money income
should be of the magnitude that consumer
remains at the original level of satisfaction or
the equilibrium of the consumer after compen-
sating variation in income gets determined at
the original indifference curve, The price demand
relation after making compensating variation in
income or after offsetting income effect can
give a demand curve termed as Hicksian
compensated demand curve,

3. Slutsky’s Compensated Demand
Curve

Slutsky suggested an alternative way for
neutralising the income effect resulting from a

INTERMEDIATE MICRO ECONOMICS

change in the price of the commodity. In order
to keep the real income of the consumer
constant, according to Slutsky, the money income
of the consumer should be raised or lowered
by such a magnitude that the consumer is still
able to buy the original combination. This
approach to compensate the consumer for any
change in real income caused by a change in
the price of the commodity is termed as the

cost difference approach. After eliminating the

income effect through cost difference method,

the relationship between price change and

change in quantity demanded is described by

what is called as Slutsky’s compensated demand

curve.

The three types of demand curves mentioned
above can be derived through Fig. 4.43.

Money

Price of X

0] .Q

Demand for X- Commodity

Q,Q; Qq X

Fig. 4.43

[n Fig. 4.43 (i), units of X-c
measured along the horizont
measured along the vertical scale. Given OA
units of money and some price of X-commodity,
OB quantity of X can be bought and price line
is AB. As price of X falls, the price line shifts
to AB,. Price line AB is tangent to IC, at R

ommodity are
al scale. Money is
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,
nd ABy is tangent to IC; at 5. The Movement, Marsha|; . 81
?rom s messwred by Gy o ’ h 1an ord,lnary_ demand Curve is D, wh;
. 00

which is measured by QQ, quantity of x.
commodity. Since fall in the Price of X rajseg
real income of the consumer, Hickg suggested
a reduction in money Income of the Consumer,
according to the principle of Compensating
variation in income, such that the €quilibrium

of the consumer gets determined 4 the original

indifference curve or at the original level of

satisfaction. As money income of the consumer
is reduced, the price line is AsB, which is tangent
to ICy at T. The movement from S to T is the
income effet. After eliminating it, the Hicksian
substitution effect is QQ,. Sq according to
Hicks, real income remaining the same, the

given fall in price of X causes 4 rise in quantity
bought of X by QQ,.

According to Slutsky, if a fall in the price
of X causes a rise in real income, some amount
of money should be reduced such that consumer
is still able to buy the original combination R.
According to Slutsky’s cost difference approach,
when money income of the consumer is reduced,
the new price line is A3B; which passes through
the origina| combination R. This price line is
langent to g higher indifference curve IC; at

. The movement from S to N is the income
effect. Afrer eliminating the income effect Q1Q;
from the price effect QQ,, Slutsky’s substitution
tf-ﬁ'ect is QQs. So accordifgg to Slutsky, re.al
Income remaining constant, the given fall in

Price of x Causes a rise in quantity bought of
X'by QQ,.

. InFig 443 (if), demand for X-commod‘lly

$ Meagyreq along the horizontal scale. Price

is measured along the vertical scale. Frﬂo.m

> X1 Qy and Qs verticals are dropped on Fig.

3)'43 (i), Originally, given the amount of money
an .

maximum quantity that can be bought

_OA _ .,
< OBugthe initial price of X is —= = OP.
Subse

uently given the amount of moneyo%/\
" Auantity of X that can be bought as OB,

- OA
the price of X falls to = QF - e

——

demand curve.

While Marshalljan ordinary demand curve
D, shows quite large rise in demand QQ,; due
to PP, fall in the price of X, Hicksian
compensated demand curve D, shows relatively
smuch smaller extensjon in demand QQ, due to
PP; fall in price. Slutsky’s compensated demand
curve Dy shows that rise in quantity‘demanded
QQ; is relatively more than that shown by the
Hicksian compensated demand curve on account
of PP, fall in the price of X-commodity.
Marshallian ordinary demand curve is the
most elastic. Hicksian compensated demand
curve is the least elastic and Slutsky’s
compensated demand curve is more elastic than
the Hicksian demand curve.

4.24. COMPARISON BETWEEN
CARDINAL UTILITY ANALYSIS
AND ORDINAL UTILITY
ANALYSIS

The ordinal utility analysis or indiffergnce
curves analysis was devc;loped l?y the wn]t]ers
like Pareto, Edgewroth, Fisher, chks.anld A‘l en
as an alternative approach to the cardinal utility
- h. Although the indifference curves
nppl‘?ﬂcils- fundamentally different frc.)m' t_he
thCO}Y | utility analysis, yet certain similarities
Ca(gtlil:li’, between them can not be overlooked.
exi
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Elasticities of

Demand and Supply

- ———

5.1. INTRODUCTION

The law of demand makes a qualitative
statement about the relation between price and
demand. It explains that demand rises with a
fall in price and vice-versa, if other things
remain constant. So the law of demand deals
only with direction of change in demand due to
2 change in price. But law of demand fails to
explain what will be the extent of change in
demand due to given change in price. The
quantitative relation between demand and price
“as not considered by that law. It is the concept
of elasticity of demand which deals with this
#spect. If a small change in price, say 10
Percent, causes a 12 percent change in demand,
the demand is said to be more sensitive or.more
"€Sponsive or more elastic. On the opposite, if
the price changes by 10 percent but demand
Cha".ges only by 8 percent, the demand is less
Se"S'FiVe, less responsive or less clastic. The
“lasticity of demand indicates the degree of
SenSIt'iV(:nCSS or responsiveness of demand for
aPc'.imcular commodity, to a given change in the
Variable [ike price, income or price of related
z(;[g:mdity. Given these three mi.lilll dclqrminanls
. uné“and, the concept of elasticity of d.Cﬂ“‘_”d

.°IStood to have three main types—(i) Price
::]t'c'ty of Demand, (if) Income Elasticity of
d and (iif) Cross Elasticity of Demand.

5.
% PRICE ELASTICITY OF
DEMAND

Price elasticity of demand indicates the

degree of responsivensess or sensitiveness of
demand for a commodity to a given change in
its price. Suppose the price of cloth falls by 10
percent and its demand expands by 15 percent.
It shows the response of demand to price is
greater. In other words, the demand for cloth
Is more elastic. On the opposite, if the price of
wheat rises by 10 percent but its demand. falls
only by 4 percent, it indicates that the demand
for wheat is less responsive to the Change
in price. t signifies that demand for wheat is
less elastic. The different writers have defined
the price elasticity of demand as below :

In the words of Marshall, “The elasticity
(or responsiveness) of demand in a market
is great or small according as the amount -
demanded ™ increases much or little for a given
fall in price and diminishes much or little for a
given rise in price.

According to Stonier and Hague,
“Elasticity of demand is, therefore, a
technical term used by the economists to
describe the degree of responsiveness of the
demand for a good to a fall in its price.”
Cairncross sates : “Tje elasticity of demand
for a commodity is the rate at which quantity
bought changes as the price changes.” In the
words of Meyers, “The clasticity of demand
is a measure of the relative change. in amount
purchased in responsc 1o da relam’),e change
in price on a given demand curve.

According to Boulding “The elasticity of
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demand may be defined as the percentage
change in the quantity demanded which

would result from the percentage
price.” Samuelson writes,

quantity demanded to change in price.”

To sum up, the price elasticity of demand
expresses the degree of co-relation between
demand and price.

5.3. DEGREES OF PRICE

ELASTICITY OF DEMAND

The price elasticity of demand is the
measure of relative change in demand for a
commeadity to a change in its price. There are

the following main degrees of the price elasticity
of demand :

(1) Perfectly elastic demand : The demand
is said to be perfectly elastic, when any quantity
of a commedity can be bought at the same price.
A slight rise in a price above the given level,
results in demand falling down to zero. A slight
fall in price below the given level, causes an
infinite expansion in demand. A perfectly elastic
demand means the co-efficient of price elasticity
of demand is equal to infinity (Ep = o).

(if) Perfectly inelastic demand : The
demand is said to be perfectly inelastic when
the demand for the commodity remains
unchange even though price rises or falls.
Suppose the demand for cloth is 100 metres at
the price of Rs. 50 per metre. If price falls to
Rs. 40 or it rises to Rs, 60 but demand remains
at 100 metres, the demand is perfectly inclastic,
The perfectly inclastic demand means that the
co-¢fficient of price elasticity of demand is zero

(E]l - 0).

(iiiy Relatively maore elastic demand : If (he
percentage change in demand for a commodity
is more than the pereentage change in its price,
the demand is supposed to be relatively more
elastic. If price of cloth falls by 10 percent and
its demand expands by 16 percent, the demand

change in
“This concept
indicates the degree of responsiveness of

INTERMEDIATE MICRO ECONOMICS~|

is relatively more clastic. In such a situation
’

the co-efficient of price elasticity of demand is
greater than unity (E, > 1).

(iv) Relatively less elastic demand If the
percentage change in demand for a commodity
is less than the percentage change in its price,
the demand is relatively less elastic. Suppose
price of wheat falls by 10 percent but it demand
expands only by 6 percent, the demand is
relatively less elastic. In this case, the co-

cfficient of price elasticity of demand s less than
unity (Ep < 1).

(v) Unitary elastic demand : If the
percentage change in demands is exactly equal
to the percentage change in price, the demand
is said to be unitary elastic. If the price of ball
pen falls by 10 percent and the demand for them
rises also by exactly 10 percent, the demand is
unitary elastic. In case of unitary elastic

demand, the price elasticity co-efficient is equal
to unity (Ep=1).

The above cases indicating the different

degree of price elasticity of demand can be
shown with the help of Fig. 5.1.

In Fig. 5.1 (i) to (v), demand is measured
along the horizontal scale and price is measured
along the vertical scale. In Fig. 5.1(31), the
demand curve DD is a horizontal straight line.
At the price OP, consumer may buy any
quantity OQ or OQ,. In this case, price
clasticity of demand is said to be infinity
(Ep = ). In Fig. 5.1 (i), the demand curve
DD is a vertical straight line. Originally demand
is OQ at price OP. If price rises to OP, or
falls to OP, the quantity demand remains
unchanged at OQ. Since demand is completely
insensitive to price, the price elasticity of
demand is said to be zero (Ep = 0). In
Fig. 5.1 (iii). DD is the demand curve. At OP
price, demand is OQ. If price slightly falls to
OP demand expands by a large measure from
OQ to OQ,. In this case, the price elasticity of
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:jnand is greater than unity. (Ep > 1). In
g 5.1 (iv), DD is the demand curve. The
.:"f:rnznd is OQ at the price OP. If price falls
OP,. there is a relatively small percentage
FS“ lf'l_demand to OQ,. In this case, the price
‘J-;:Zts (;f demand is less than unity (Ep < 1).
0p prdirke‘ h(V), DD is the demand curve. At
Wy {ht‘eidemand is 0Q. thp price falls
P”Jp')r]{]( (:f‘J(:rrTand’ rises to QQ, in the Sﬂl‘ﬂC
elastie: ‘m 4s price fa!ls. In this case, lll? price

Ny of demand is equal to unity (Ep=1).

*4. MEASUREMENT OF PRICE

~ ELASTICITY OF DEMAND
mcai::‘gricc clasticity of demand can be
i) TOtz; through the following mcll.l()(lH ;
Method outlay method, (ii) Proportionate
» (ifi) Point method, (iv) Arc method, (v)

CVenu '
bel0W -e method- These methods are dlscusscd

) .
)TT_Ota| Outlay Method
fe total outlay method for the

measurement of price elasticity of demand was
suggested by Alfred Marshall. This method
attempts to measure the elasticity of demand
through the change in total outlay or total
expenditure subsequent to a change in the price
of the commodity.

(a) If with a fall in the price of a commodity,
demand changes in such a way that total outlay
increases and with a rise in price, the total outlay
falls, the price elasticity of demand is greater
than unity (Ep > 1).

(b) I with a rise or fall in price of the

modity, the total outlay remains the same,

com
of demand is equal to unity

(he price clasticity
(l,‘:p = |)
(¢) IFw

such a way tha
4 rise in price, the tot

price clasticity of dema
unity (Ep < 1).

ith a fall in price, demand rises in
{ total outlay also falls and with
al outlay also rises, the

Wd is said to be less than .
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6.1. INTRODUCTION

A consumer sometimes feels that he has
received some extra satisfaction from the
purchase of a commodity. This happens when
the commodity becomes available at a price
lower than the price expected by the consumer.
This extra satisfaction is called as consumer’s
surplus. This concept was originally developed
by French economist A.J. Dupuit in 1844. It
was later modified by Marshall in 1879 and
was named consumer’s surplus. . Boulding
called it as Buyer’s surplus. J.R. Hicks
employed indifference curves for its
measurement. The different aspects of the

concept of consumer’s surplus will be discussed
in the present chapter.

6.2. CONCEPT OF CONSUMER’S

SURPLUS

When a consumer spends some amount of
money on the purchase of commodity, he
sometimes experiences that the satisfaction
from the commodity is in excess of the money
spent. This extra or additional satisfaction is
regarded as the consumer’s surplus, Suppose
a person is willing to pay Rs. 300 for a ticket
of a cricket test match. Actually the ticket is
available to him at a price of Rs, 150. |y
means the consumer has received an extra
satisfaction equivalent to the satisfaction from
Rs. 150. This extra satisfaction is the consumer’s
surplus.

When a consumer spends some amount of

money on a commodity, there is some loss in

Consumer and

Producer’s Surplus

utility. If the satisfaction from the commodity
more than offsets the loss in utility, there is
surplus satisfaction to him. Suppose a consumer
spends 50 paise on a match box. The loss in
utility is equal to 50 paise. If the toal utility
from match box is more than 50 paise, he gets

extra satisfaction identified as consumer’s
surplus.

The concept of consumer’s surplus was
defined by Marshall in these words, “The
excess of the price which a person would
be willing to pay rather than go without the
thing over that which he actually does pay
is the economic measure of this surplus
satisfaction. It may be called as consumer’s
surplus.” According to Penson, “The
difference between what we would pay and
what we have to pay is called the consumer’s
surplus.” In the words of Taussig,
“Consumer’s surplus is the difference between
the potential price and the actual price.”
Koutsoyiannis writes, “Consumers surplus
is equal to the difference between the amount
Jor a commodity which a consumer actually
pays and the amount that he would be
willing to pay for this quantity.” According
to Samuelson, “There is always a sort of
gap between total wtility and total market
value.  This gap is in the nature of a
surplus, which the consumer gets because
he receives more than he pays for.”

In the words of' J.K. Mehta, “Consumer s
surplus obtained- by a person from 4

114
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co

modity s the difference benyeen the
cOf”_; action which he derives from i and
j](:alf ! ohich h? ]:(’)regoes in qrder 1o procure
hat commodity.

63. ASSUMPTIONS OF
" CONSUMER’S SURPLUS

The concept of consumer’s surplus is b
upon the following main assumptions :

(i) The utility from a commodity is measured
through the cardinal system.

ased

(i) The marginal utility of money remains
constant.

(iff) Each commodity is independent of the
other commodities. It implies that the utilities

and prices of other commodities cannot affect
the utility of the given commodity.

(v) There is no change in tastes, fashion,
customs and income of the consumer.

(v) There is no change in income.

(vi) There are no substitutes or complements
for the given commodity.
(vii} There is a direct and proportional relation
between utility and satisfaction.
(viii) The law of diminishing marginal utility
zpplies on the purchases of the consumer.

64. MEASUREMENT OF

CONSUMER’S SURPLUS
THROUGH CARDINAL
UTILITY APPROACH
The concept of consumer’s surplus was
“fined by Marshall and many subsequent
Writers in terms of the difference between the

e e
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sumer is willing to pay and
actually pays,

-Consumer’s Surplus = Price which he s
INg 1o pay - Price which he actually pays,

Suppose a consumer wants to pay Rs, 35
per kg. of mangoes but the actual market
price is Rs. 25 per kg, Through this purchase,
the consumer, gets extra satisfaction o

consumer’s surplus equivalent to 35-25 =
Rs. 10. '

price which a cop
the price which he

will

If consumer purchases more than one
units of the commodity, the consumer’s surplus
from the entire purchase can be measured by
the difference between the amount which he

is willing to pay and the amount which he
actually pays.

Consumer’s Surplus = Amount which he is
willing to pay — Amount which he actually
pays.

Suppose a consumer wants to purchase 12
Kg. of apples by spending Rs. 360. If the
actual price is Rs. 25 per Kg., he spends Rs.
300 for buying this quantity. The consumer’s
surpluse will be 360 — 300 = Rs. 60.

The amount which a consumer wants to
pay is always equal to the total utility from the

total quantity bought. The amount actually

spent is determined by the product of L}nits of
the commodity bought and market price. So
the consumer’s surplus can also be measured
as below :

Consumer’s Surplus = Total Utility — (No.
of Unit Purchased x Market Price).

The mesurement of consumer’s surpluse
can be explained through Table 6.1.

Table 6.1—Consumer’s Surplus

mfA ag Marginal Utility Price (in Paisa) Consumer’s furplus
e — 80 136 - 80 = 56
; o 80 128 - 80 = 48
| : 2 80 116 — 80 =36
; i 80 100 — 80 =20
k‘i 1;)()0 80 80-80=0
5 e
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In the Table 6.L, it is assumed that each
unit of utility is equal to 1 paise. As consumer
has more and more units of apples, the marginal
utility falls due to the law of diminishing utility.
The price which a consumer is willing to pay
is equal to the marginal utility. If price per
apples is 80 paise, consumer will buy 5 units
of apples because, at this point, the marginal
utility becomes equal to price (MU = Price).
5th unit is the marginal unit. Consumer’s
surplus is available on the intra-marginal units
(units prior to the 5th unit). When first apple
is bought, the M.U. or price which consumer
is willing to pay is 136 paise and actual price is
80 paise. so that consumer’s surplus is 136 —
80 = 36 paise. In the case of second, third
and fourth units of apples, the consumer’s
surplus amounts to 48, 36 and 20 respectively.
From the fifth or marginal unit, the consumer’s
surplus is (80 — 80) = 0. The consumer’s
surplus from the successive units decreases
due to the law of diminishing marginal utility.
From the entire purchase of 5 units of apples]
the consumer’s surplus is 56 + 48 + 20+ 0 =

160 paise. Alternatively, the consumer’s surplus
can be measured with the help of total utility
znd the amount actually spent. The total utility
from five units of apples is 136 + 128 + 116 +
100 + 80 = 560 paise. The amount actually
spent is determined by multiplying number of
units bought and the market price. It amounts
fo 5 7 80 = 400 paise. So the consumer’s
surplus is 560 — 400 = 160 paise.
“Consumer’s Surplus = Total Utility ~ (No. of
Units Purchased # Market Price) ‘
= 560 — (5 % 80)
=560 - 400 = 160
. The measurement of consumer’s surplus
can be explained also through Fig, 6.1,

In Fig. 6.1, units of apples arec measured
along the horizontal scale and marginal utility
and price are measured along the vertical scale,
DD, is the demand curve or marginal utility
curve. If price is OP, the consumer will buy OQ

units of apples and the total utility is OQRD.
The amount actually spent i3 determined by the
product of OQ units of apples and the market
price OP. Thus the amount actually spent is
OQ x OP = OQRP. Now the Consumer’s
Surplus = OQRD - OQRP = PRD.

A

Y
g
[
he)
c
v
>
= R
5 P
g p, Ri
o
]
= Dy
S Q Q, X
Units of Apples
Fig. 6.1

There is-an inverse relation between pricé
of the commodity and the consumer’s surplus.
If the price of the commodity falls, there is an
increase in consumer’s surplus and vice-versa.
If the price of apples falls from OP to OP,,
the consumer buy OQ, units. ‘The total utility,
in this case is OQ;R;D and the amount spent
is 0Q, x OP, = OQ,R,P,. Consquently, the
consumer’s surplus is OQ,R,D - OQ,R,P, =
P,R,D which is more than before.

MEASUREMENT OF
CONSUMER’S SURPLUS
THROUGH INDIFFERENCE
CURVES APPROACH

The measurement of consumer’s surplus
through cardinal utility approach was based on
several faulty and unrealistic assumptions. Hicks
explained the measurement of consumer’s
surplus with the help of indifference curves or
ordinal ‘utility approach as shown through
Fig. 6.2, -

6.5.
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In Fig. 6.2, X-commodity is measured along
te horizontal scale and money income js
measured along and the vertical scale.
Consumer has OA amount of money. The
indifference curve IC, shows different
combinations of X-commodity and money which
te consumer wants to have. Suppose consumer
wants to have the combinations R. In this
combination, consumer wants to have 0Q
mits of X-commodity and keep OP amount of
money. It means the consumer is willing to
2nd OA — OP = AP amount of money. If
price of X-commodity is given, AB price line
1 be drawn. If consumer wants to have
0Q units of X, the relevant combination is R,
:"‘h?re the price line AB is tangent to
“ifference curye IC,. AtR,, consumer buys
{{Q units of X and keeps OP| units of money.
0 the consumer actually spends OA — OP, -
.| @mount of money and the consumer’s
“rplus i /\.P—API = PP, units of money.

Wthere is a fall in the price of the
i€ omodit.y’ tbc consumer’s surplus'riscg ‘OII
n P‘posnc, if the price rises, there is decrease
%"SuL CO’nsumcr,S surplus. T|‘]c l!]crm-!'si |i|;
thou T S Surplus due to a fall in pric

"M through Fig, 6.3,

InF; o e
he :rgg, 6.3, X-commodity is measured along

. - » .S
Mese C1ZONtal scale and money income |

“m

e »
begaisnur?d along the vertical scale. én ::]l:
°°ﬂsumng’ given the price line ADB,

Somer’s surplus is PP,.
b

If there is a fall in the price of the commodity,
the price line shifts to the right to AB,. Since
consumer wants to buy OQ units of X, the
relevant combination is R, when price line
AB, is tangent to the indifference curve IC3.
Combination R, signifies that consumer has
OQ units of X and retains OP, units of money.
It means the amount actually spent is
OA - OP, = AP,. Now the consumer is
willing to spend AP units of money but he
actually spends AP, unit of money. Thus the
consumer’s surplus is AP — AP, = PP,. 1t is,
therefore, clear that the fall in the price of X-
commodity brings about a rise in consumer’s
surplus from PP, to PP,.

6.6. HICKSIAN COMPENSATING
~ VARIATION AND EQUIVALENT
VARIATION OF PRICE CHANGE °

In Marshallian analysis of consumer’s
surplus, the marginal utility of money was
assumed to be constant and income effect due
to a change in the price of a commodity had
been ignored. Hicks attempted a more detailed
and precise analysis of tln? concept of
consumer’s surplus. Hc. consxderec.i Income
offect resulting from a price change in a more
explicit manner. In this ana.]ysw related. to
consumer’s surpl.usf he c?ea_lt with t.he following
four types of variations in mcpme :
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(7)) Price Compensating Variation
(i) Price Equivalent Variation
(#i7) Quantity Compensating Variation
(iv) Quantity Equivalent Variation.

() Price Compensating Variation : Hicks
has defined the price compensating variation
as the maximum amount of money the consumer
will pay for the privilege of buying a commodity
at a lower price so that he obtains the original
level of satisfaction, i.e., the level of satisfaction
he obtained prior to the fall in price. The price

compensating variation is explained through
Fig. 6.4.

Y

Money

X-Commodity

Fig. 6.4

InFig 6.4, X-commodity is measured along
the horizontal scale and money is measured
along the vertical scale.  Given the money
income OA and price of X-commodity, the
price line is AB, The cquilibrium of (he
consumer oceurs at point R where price line
AB is tangent 1o indifference curve IC). As
the price of X falls, the price line shifis 1o AB,
and the equilibrium of the consumer shifts to S
where price line AB, jg tangent (o (he
indifference curve IC; at S where e secures
more satisfaction than at R, Now (he (question
arises, how much money the consumer jg
prepared to pay so that he can buy X-commodity
and yet has the same satisfaction as at (e

original equilibrium position R. If the price line

A,B, is drawn parallel to AB, but it is tangent
to the original indifference curve IC at T, the
level of satisfaction is the same at T as at the
equilibrium position R. It means the consumer
is prepared to give up AA, amount of money
for the privilege of purchasing X-commodity at
a lower price while remaining at the original
level of satisfaction. He had been purchasing
combination R at a higher price but with

.greater money income. He can purchase the

combination T yielding the same satisfaction at
a lower price of X but with smaller amount of

money. AA, is, therefore, price compensating
variation.

(ii) Price Equivalent Variation : Price
equivalent variation in income, according to
Hicks, is the minimum amount of money which
a consumer is to be given over for sacrificing
the opportunity to buy the commodity at a
lower price such that the level of satisfaction
remains the same as at the lower price. The

price equivalent variation in income may be
shown through Fig. 6.5.

Money

X- Commodity

Fig. 6.5

In Fig. 6.5, given the
OA and price of X-commod
AB. 1t is tangent to indift
:(. /(\s the price of X falls, the price line shifts
'(l)' .13| and the equilibrium of the consumer
Téllls to Snwhcrc price line AB, is tangent to
24tS. The level of satisfaction is higher at

amount of money
ity, the price line is
crence curve IC, at
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pan at R. If consumer is given some extra
gt 1t of money SO that he can remain a¢ the
amoY level of satisfaction as at S, the price
S.ameshifts to A;B2 and equilibrium takes place
htnfiT by the tangency of the price line A,B,
:nd (he indifference curve ICy. The equilibrium
positi0“5 S and T. exist at thg same indifference
arve 1Co. The increment in satisfaction due
o a fall in the price o.f X is exactly equal to
qncrement in satisfaction due to transfer of
xtra money AA to the consumer. Therefore,
AA, represents price equivalent variation in

ncome.

(i) Quantity Compensating Variation :
In the opinion of Hicks, quantity compensating
variation is the maximum amount of money
which a consumer is willing to pay for the
privilege of purchasing a good at a lower
price, if along with this privilege, he is compelled
0 buy the quantity of the good which he
would buy at the lower price, in the absence
of any compensating payment. The quantity
“Ompensating variation in income may be shown
through Fig, 6.6.

X-Commodity
Fig. 6.6
. ‘ - ~f 1C
0 n Fig, 6.6, given the amount of money
Aand

he price line IS

AR Price of X-commodity, t ce ab

thy % origing] equilibrium takes plaB and
ind(')u the tangency between e 1l ' the
lfference curve Icl' If price of X falls,

\
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Price line shifts to AB,|. This price line is
tangent to a higher indifference curve IC, at §
Where 0Q quantity of X js bought. sz the
consumer has to buy the same quantity OQ of
X-'cc.>mmodity and has also to remain at the
Ol'l.glnfll level of satisfaction at R, the relevant -
pomntis T at IC,, the amount of money which
he should be willing to give up is PP,. Hence
the amount. of money PP, represents the quantity
compensating variation in income.

(iv) Quantity Equivalent Variation : Hicks
has defined the quantity equivalent variation in
income as the minimum amount of money
which will have to be paid to the consumer for
foregoing the opportunity of purchasing the
commodity at the lower price, provided he is
required to purchase the same quantity of the
commodity as he actually purchases at the old
higher price. The quantity equivalent variation
in income may be explained through Fig. 6.7.

X-Commodity

_ Fig. 6.7
In Fig. 6.7, given the money income OA
| price of X-commodity, the price line is
anc

‘The cquilibrium is initially de.termmed at
;:lz\'/luil!c‘:bcz:lsumcr buys OQ quantity of X. If

o of X falls, the price line shifts to AB,
the p||cum uilibrium is determined at S where
“",d th? c.(l\B is tangent to higher indifference
price 1;1(1:e Clonsu'mer in this position obtains
curve 12
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greater satisfaction but he is buying more
quantity of X in this position. If consumer
wants to have the same satisfaction as at S

and he is also constrained to buy OQ quantity

of X, the relevant combination on higher
indifference curve IC, is T. In this combination
of X, there is the same quantity OQ as in the
original position but consumer should have
more amout of money OP,. It means consumer
should be given PP, extra amount of money to
enable him to buy OQ quantity of X and also
have the same satisfaction as in the case of a
fall in the price of X. PP, amount of money,
therefore indicates quantity equivalent variation
In income.

6.7. CRITICISM OF
CONSUMER’S SURPLUS

The Marshallian concept of consumer’s
surplus came to be severely criticised at the
hands of writers like Robinson, Nicholson,
Cannan, Taussig, Hicks, Allen, Davenport and
Ulise Gobbi. The criticism has been directed
at the theoretical, measurement and practical
aspects of this concept.

(a) Theoretical Aspect : From theoretical
viewpoint, the concept of consumer’s surplus is
highly deficient and invalid. It is based upon
various asumptions which are not true in the
actual life. Firstly, the utility is subjective and
its exact measurement is not possible, Secondly,
the cardinal measurement of utility is impossible.

Thirdly, the marginal utility of money does not
remain constant, Fourthly, the commoditics are
not independent. The utility of a commodity is
greatly affected by the utilities and prices of
related goods like substitutes and complementary
goods. Fifthly, there are frequent changes in
tastes, fashion and income of the consumer,
Sixthly, the substitutes or complements exist for
almost all the commodities. Since the different
assumptions on which this concept is based are
not valid, it is clear that the concept of
consumer’s surplus is theoretically unsound and

faulty.

() Measurement Aspect : The conce
of consumer’s surplus has been attacked als
because its accurate measurement invo|ye
serious difficulties. It seems that consumer
surplus can be easilty measured through a simp|
relationship given below :

Consumer’s Surplus = Total Utility — (Nc
of Units Purchased x Market Price)

But in reality, the measurement o
consumer’s surplus involves severa
complications discussed below :

() Difficulty in case of necessaries of life
and conventional necessaries : In case of
necessaries of life like air, water and food or
conventional necessaries of life, the consumer
may become willing to pay any price, if they
become scarce. It means the consumer’s surplus
from such commodities becomes indefinite and
infinite and its measurement is very difficult. In
this context, S.N. Patten has discussed the
concepts of pain economy and pleasure
economy. About pain economy, it may be stated
that the non-availability of necessaries results
in pain. In the region of pain economy,
consumers may be prepared to pay any price
and, therefore, the consumer’s surplus is infinite
and immeasurable. After the removal of pain
the consumption of those commodity can provide
satisfaction or pleasure. 1t is termed as pleasure
cconomy. In this region, the consumer’s surplus
may be definite or measurable.

(i) Commodities of distinction : Certain
commodities such as gold, platinum, diamonds,
luxury buildings ete. are purchased by the rich
for display. These commodities confer social
prestige and distinction and they may be willing
to pay lantastically high prices. If the prices of
such commodities fall, the consumer’s surplus
does not increase. There is a decrease in it
becuase, in that situation, those commodities do
not confer distinction. In the opinion of Taussig,
it is difficult to measure consumer’s surplus is
case of these commodities.

Scanned with CamScanner



