
PREPARED BY: MOHAMMAD MURTUJA

INDIFFERENCE CURVE CONCEPTS:
Indifference Curve:
A popular substitute to the marginal utility analysis of demand is the Indifference Curve Analysis. It is based
on consumer preference and believes that we cannot quantitatively measure human satisfaction in monetary terms.
This approach assigns an order to consumer preferences rather than measure them in terms of money.

It is a curve that represents all the combinations of goods that give the same satisfaction to the consumer. Since all
the combinations give the same amount of satisfaction, the consumer prefers them equally. Hence the name
Indifference Curve.
Here is an example to understand the indifference curve better. Sunil has 1 unit of food and 12 units of clothing.
Now, we ask Sunil how many units of clothing he will sacrifice for an additional unit of food so that his level of
satisfaction remains unchanged. Sunil agrees to give up 6 units of clothing for an additional unit of food. Hence, we
have two combinations of food and clothing giving equal satisfaction to Sunil as follows:

 1 unit of food and 12 units of clothing
 2 units of food and 6 units of clothing

By asking him similar questions, we get various combinations as follows:

Combination Food Clothing

A 1 12

B 2 6

C 3 4

D 4 3

Graphical Representation:
Indifference curve is the locus of all possible
bundles/combinations of two goods that give equal
level of satisfaction to the consumers.

The diagram shows an Indifference curve (IC). Any
combination lying on this curve gives the same level of
consumer satisfaction. It is also known as Iso-Utility
Curve
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Indifference Map:
An Indifference Map is the group or set of indifferences
curves showing different combinations of two goods. It
represents the complete picture of a consumer’s
preferences. The diagram on right hand side shows an
indifference map consisting of three indifferences curves:

We know that a consumer is indifferent among the
combinations lying on the same indifference curve.
However, it is important to note that he prefers the
combinations on the higher indifference curves to those
on the lower ones.

This is because a higher indifference curve implies a higher
level of satisfaction. Therefore, all combinations on IC1
offer the same satisfaction, but all combinations on IC2
give greater satisfaction than those on IC1 and so on.

Diminishing Marginal Rate of Substitution [DMRS]:
The Marginal Rate of Substitution can be defined as the rate at which a consumer is willing to forgo a number of
units good X for one more of good Y at the same utility. The Marginal Rate of Substitution is used to analyse the
indifference curve. If we go back to Sunil example above, we have the following table:

Combination Food Clothing DMRS

A 1 12 –

B 2 6 6:1

C 3 4 2:1

D 4 3 1:1

Diminishing Marginal Rate of Substitution implies that the rate at which a consumer is willing to substitute one good
for each additional unit of the other good tends to decline when the consumer consumes more of that good.
In this example, Sunil initially gives up 6 units of clothing to get an extra unit of food. Hence, the MRS is 6. Similarly,
for subsequent exchanges, the MRS is 2 and 1 respectively. Therefore, MRS of X for Y is the amount of Y whose loss
can be compensated by a unit gain of X, keeping the satisfaction the same.

It is the rate at which the consumer is willing to give up commodity ‘X’ for one more unit of commodity ‘Y’. He tries
to maintain the same level of satisfaction. In simple words, it is the same as the utility gained for good Y as the
utility lost for good X. One can calculate the marginal rate of substitution as:
M.R.S. Y X = Δ X / Δ Y, on any point on the indifference curve.
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Types of Marginal Rate of Substitution
 Diminishing: The marginal rate of substitution is diminishing. One can obtain it if the consumer is willing

to give up less and less unit of good Y for every additional unit of good X.
 Constant: The marginal rate of substitution is constant also. One can obtain this if, for one more unit of Y,

only one unit of X is given up. It is constant for perfect substitution.
 Increasing: Suppose a consumer substitutes a commodity X for the other commodity Y at an increasing

rate to maintain the same level of satisfaction. In this case, one can obtain an increasing marginal rate of
substitution.

Properties of an Indifference Curve:
An indifference curve, since it represents level of satisfaction, is a subjective phenomenon. Each person has a
exceptional set of indifference curves because satisfaction derived from a commodity differs from person to
person. However, all indifference curves possess some common characteristics, which are known as properties
of indifference curves. The following are those properties:

i. Indifference curve to the right represent higher level of satisfaction: The first property tells you that
there are infinite indifference curves. All these indifference curves represent different levels of
satisfaction. Higher indifference curve represents higher level of satisfaction. Let us look at the following
figure 1.
When you move from point ‘a’ to ‘b’ (horizontal
movement), you get more quantity of commodity x.
The quantity of commodity x increases by ‘ab’ and
the quantity of commodity y remains the same (OY0).
When you move from point ‘a’ to ‘c’ (vertical
movement), you get more quantity of commodity y.
the quantity of commodity y increases by ‘ac’ and
the quantity of commodity x remains the same (OX0).
When you move from point ‘a’ to‘d’ (diagonal
movement), you get more quantity of both
commodities (x and y). Hence, an indifference curve
to the right always represents higher level of
satisfaction. Because of this reason, the consumer
always tries to move outward to maximize his level
of satisfaction. This is known as “monotonicity” of
preferences.

ii. Indifference curves never intersect each other: Indifference
curves cannot intersect each other. Suppose there are two
indifference curves – ‘A’ and ‘B’. These two indifference
curves represent two different levels of satisfaction. If these
indifference curves intersect each other, the intersection
will represent same level of satisfaction, which is
impossible.

In figure 2, ‘A’ is the point where IC1 and IC2 intersect each
other. Hence, at point A, both the curves yield same level of
satisfaction. Now, can you tell which of these indifference
curves give higher satisfaction? It is impossible to answer in
this case for the reason that two indifference curves cannot
yield same level of satisfaction.
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Figure 2 shows that ICs intersecting each other at point A. Since A and B lie on IC1, the give the same
satisfaction level. Similarly, A and C give the same satisfaction level, as they lie on IC2. Therefore, we can
imply that B and C offer the same level of satisfaction, which is logically absurd because C is preferred to
B, begin on a higher indifference curve IC2

iii. Indifference curves do not touch either axes: An indifference curve
represents various combinations of two commodities. If an indifference
curve touches horizontal axis or vertical axis, it implies that the customer
prefers only one commodity because when it touches axes, one of the
commodities becomes zero quantity. This is not possible because of our
assumption that a consumer considers different combinations of two
commodities and wants both of them. This violates the basic definition of
an indifference curve. Hence, an indifference curve does not touch either
horizontal axis or vertical axis.

iv. Indifference curves are convex to the origin: Indifference
curves are always convex to the origin. The convexity of the
indifference curves indicates diminishing marginal rate of
substitution (MRS).
Let us look at figure 5. When the consumer moves from A to B,
he gives up ΔY1 of commodity Y to secure ΔX of commodity X. In
this case, the MRSxy = ΔY1/ΔX. From the figure, it is clear that
when he slides down from A to E, he gives up less and less of
commodity Y for each additional unit of X. This forms a
diminishing marginal rate of substitution.

From our discussion above, we understand that as Sunil
substitutes clothing for food, he is willing to part with less and less
of clothing. This is the diminishing marginal rate of substitution.
The rate gives a convex shape to the indifference curve.

However, there are two extreme scenarios:
a. Two commodities are perfect substitutes for each other – In this case, the indifference curve is a

straight line, where MRS is constant {figure-7}.
b. Two goods are perfect complementary goods – An example of such goods would be quantity of

right shoes and left shoes. In such cases, the IC will be L-shaped and convex to the origin {figure-
8}.
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v. An Indifference Curve slopes downwards to the right: This property
implies that an indifference curve has a negative slope. This slope
signifies that when the quantity of one commodity in combination is
increased, the amount of the other commodity reduces. This is essential
for the level of satisfaction to remain the same on an indifference curve.
This property follows from assumption I. Indifference curve being
downward sloping means that when the amount of one good in the
combination is increased, the amount of the other good is reduced.
This must be so if the level of satisfaction is to remain the same on an
indifference curve. If, for instance, the amount of good X is increased
in the combination, while the amount of good Y remains unchanged,
the new combination will be preferable to the original one and the
two combinations will not therefore lie on the same indifference
curve provided more of a commodity gives more satisfaction.

vi. Indifference curves are not necessarily parallel to each other. Though they are
falling, negatively inclined to the right, yet the rate of fall will not be the same for
all indifference curves. In other words, the diminishing marginal rate of
substitution between the two goods is essentially not the same in the case of all
indifference schedules. The two curves I1and I2 shown in figure 11 are not parallel
to each other.

Budget Line: The understanding of the concept of budget line is essential for knowing the theory of
consumer’s equilibrium. "A budget line or price line represents the various combinations of two goods which
can be purchased with a given money income and assumed prices of goods".
The budget line is an important element analysis of consumer behaviour. The indifference map shows people’s
preferences for the combination of two goods. The actual choices they will make, however, depends on their
income. The budget line is drawn as a continuous line. It identifies the options from which the consumer can
choose the combination of goods.

For example: A consumer has weekly income of Rs 60. He purchases only two goods, packets of biscuits and
packets of coffee. The price of each packet of biscuits is Rs 6 and the price of each packet of coffee is Rs 12.
Given the assumed income and the price, of the two goods, the consumer can purchase various combination of
goods or market combination of goods weekly.

Schedule: The various alternative market baskets (combinations of goods) are shown in the table below:

Market Basket Packets of Biscuits Per Week Packets of Coffee Per Week

A 10 0

B 8 1

C 6 2

D 4 3

E 2 4

F 0 5
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Diagram/Figure:
In the fig. 3.9 the line AF shows the various combinations of
goods the consumer can purchase. This line is called the
budget line.

It shows 6 possible combinations of packets of biscuits and
packets if coffee which a consumer can purchase weekly.
These combinations are indicated by points A, B, C, D, E and.
Point A indicates that 10 packet of biscuits can be purchased if
the entire income of Rs 60 is devoted to the purchase of
biscuits. Similarly, point F shows the purchase of 5 packets of
coffee for the entire income of Rs 60 per week.

The budget line AF indicates all the combinations of packets of
biscuits and packets of coffee which a consumer can buy given
the assumed prices and income. In case, a consumer decides
to purchase combination of goods inside the budget line such
as G, then it involves a total outlay that is smaller than the
amount of Rs 60 per week. Any point outside the budget line
such as H requires an outlay larger than the consumer’s weekly
income of Rs 60.

The slope of the budget line indicates how many packets of
biscuits a purchaser must give up to buy one more packet of
coffee. For example, the slope at point B on the budget line is
∆Y / ∆X or two packets of biscuits 1 = packet of coffee. This
indicates that a move from B to C involves sacrificing two
packets of biscuits to gain an additional one packet of coffee. Since AF budget line is straight, the slope is constant at -2
packets of biscuits per one packet of coffee at all points along the line.

Shifts in Budget Line: The price line is determined by the income of the consumer and the prices of goods in the market.
If there is a change in the income of the consumer or in the prices of goods, the price line shifts in response to an exchange
in these two factors.

(i) Income changes: When there is change in the income of the consumer, the prices of goods remaining the same, the
price line shifts from the original position. It shifts upward or to the right hand side in a parallel position with the rise in
income. A fall in the level of income, product prices remaining unchanged, the price line shifts left side from the original
position. With a higher income, the consumer can purchase more of both goods than before but the cost of one good in
terms of the other remains the same.

(ii) Price changes. Now let us consider that there is a change in the price of one good. The income of the consumer and
price of other good is held constant. When there is a fall in the price of one good say commodity A, the consumer
purchases more of that good than before. It becomes flatter and a flatter budget line means that the relative price of the
good A on the horizontal axis is lower. If the greater amount is spent on the purchase of good A, the consumer can buy
increased OM2 amount of good A.


