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Revealed Preference Theory (Prof. Samuelson’s Approach)



Up-to now we assumed that indifference curve were derived by the asking the consumer to chose among all possible basket or combinations of commodities. However, consumers often cannot or will not give trustworthy answers to direct questions on their preferences, According to the theory of reveled preference, a consumer’s preferences can be inferred (and indifference curve derived) from a sufficient number of observed choices or purchases in the marketplace, without any need to inquiry directly into the individual’s preferences. For example, if a consumer is observed to purchase basket A rather than basket B, and A is not cheaper than B, then for this consumers A must be superior to B. Prof. Samuelson, in his "Revealed Preference Theory' provided an explanation of consumer behavior without relying on the assumption of utility analysis and indifference curve analysis. He explained the inverse price-quality relationship, from the observed behavior of the consumers as revealed in the market. He provided a "behaviorist" method of deriving the law of demand against the introspective method used in the utility analysis and Indifference curve analysis.



Assumptions of the Revealed Preference Theory The theory of revealed preference rests on the following assumptions: 1. The individual’s tastes do not change over the period considered. 2. There is consistency; that is, if the consumer is observed to prefer basket A to basket B, then this consumer will never prefer B to A. 3. There is transitivity; that is, if A is preferred to B and B and C, then A is preferred to C. 4. Finally, the consumer can be induced to purchase any basket of goods if its price is made sufficiently attractive. Prof. Samuelson has established the inverse relationship between price and quality demand using the revealed preference theory on the assumption that  All income effect is positive i.e. the consumer will demand more of a good with a higher money income and less with a smaller money income.  The consumer chooses only one combination and that combination must lie on the budget line. This is based on the earlier assumption of "Strong Ordering" and "rationality",



Derivation of the law of demand



Units of good Y



The derivation of the Law of Demand is explained with the help of figure adjoin. Suppose a consumer has to choose a single combination of two goods X and Y. Given money income of the consumer, prices of two goods X and Y, RS is the budget line and ROS represents the consumer’s budget set. The consumer chooses combination represented by point A, wherein he purchases OX units of Y R good Y i.e. (OX’ + OY’). Once he chooses point A, he will not prefer any other point on the budget line RS because of the assumptions of "consistency" and R’ "transitivity". Combination represented by point A is preferred to all other combination on RS A even though all are equally expensive. Y’ D C Let us now suppose that the price of good X falls. This causes the budget line shift to RT. We now have to find out as to whether the consumer moves to point like D, i.e. buys more of good X when its prices fall. In order to prove this we X first eliminate the positive income effect on quantity demanded. This is achieved O X X’ 1X2 S T’ T by using the Slutsky’s method. The money income of consumer is reduced by an Units of good X amount such that the consumer is just capable to buy his original combination of good X and Y (i.e. OX’ and OY’) at the new price ratio. This is shown by a parallel downward shift in the budget line RT, until it reaches the position RT passing though the point A. This implies that the combination A (OX’ and OY’) is still available to the consumer to purchase, if he so desires. As stated earlier, in the budget set ROS the consumer will not prefer any other combination than A. In the new circumstances, (with a fall in price of good X) and budget set R’OT’ the consumer will not chose any combination between R' and A. If chooses any such combination it will be violation of the assumption of consistency. He has already revealed combinations between R' and A, to be inferior to combination A. Now the consumer will either 1



buy combination represented by point A or any other combination on the segment AT’. If the consumer again prefers point A it will mean that the substitution effect of a fall in price of good X is nil. However, we know that substitution effect is always positive, such that the consumer will move to a point on AT segment, say C. Therefore, the substitution effect will be X’X1. We now restore back to the consumer the money was taken away from him. This causes the consumer to point C to a point D on the budget line RT given the effect. The consumer will buy more of a good when increases. Thus X1X2 measures the positive income effect for a price of good X. [According to Prof. Samuelson’s income of the consumer causes a change in the commodity in the same direction", which he has Fundamental Theorem of Consumption Theory.] Therefore, the demand for good X increases when its prices fall. It thus establishes the law of demand. Merits of Revealed Preference Theory 1. Samuelson's revealed preference theory is behaviorist in Nature. It derives the demand curve from the observed behavior of the consumer in the market; it is therefore, possible to empirically verify the revealed preference theory. 2. It provides a much simpler and easier means to understand the law of demand. The only thing required for the new theory is that the consumer can reveal his preference for a combination of goods over other combinations and existence of a positive income effect. 3. It has given up the assumption of a consumer being guided by utility maximization objective. Instead he has used the "consistency in choice" assumption to explain consumer behavior. The assumption, of consistency Conforms to actual consumer behavior exhibited in his loyalty' to a particular brand of product. 4. Samuelson avoids the "continuity' assumption of indifference curve analysis wherein the indifference curve was assumed to be a smooth continuous curve, convex to the origin Samuelson does not make use of the continuity assumption. Samuelson has used the assumption of strong ordering; which was later incorporated by J.R. Hicks in “A Revision of Demand Theory".



Demerits of the Revealed Preference Theory
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1.



The revealed preference theory is able to explain the law of demand only in case of normal goods, where the income Elasticity of demand is positive. However, according to the explanation provided by indifference curve analysis, the law of demand will hold true where income elasticity of demand is negative, provided the substitution effect is more powerful than the income effect: Therefore, indifference curve analysis provides a much more general explanation of the law of demand.



2.



Samuelson's Theory fails to explain the Giffen's paradox in which the income effect is stronger than the substitution effect causing the quantity demanded to vary directly with price. This is because Samuelson assumes a positive income elasticity of demand.



3.



It completely neglects Indifference in-choice" while studying consumer behavior. According to Prof. Armstrong there are points of indifference on every side of a chosen point.



4.



Revealed preference theory is based on the assumption of "consistency of choice". The choice as revealed by the consumer is known from his observed behavior in the market. And he is assumed to remain consistent in his choice over time. We are of the opinion that in practice, it fails to explain "JLT purchases", (Just like-that purchases of brands like chewing gum, hand-boiled sweets etc), impulse purchase of products and the behavior of brand switchers, especially "mercenaries" consumers who are satisfied with a brand, but since they are variety-seeking if they switch brands very fast. The consistency of choice breaks down in such situations.



5.



The author is of the opinion that the theory is bound to break down under situations in which the consumer does not have a "choice". He is a “hostage" to the product or service which he has to purchase out of necessity. Therefore in such a situations his "choice" will not reveal his preference. Pre-Liberalization period in India the consumer had no choice but to opt for the domestic airline services-Indian airlines. His choice to fly Indian airlines may not reveal his preference, because when alternatives are offered, he may switch to a better service.



6.



The revealed preference theory fails to analyze situations in which the consumer is faced with choices involving elements of risk and uncertainty. Despite its demerits, Revealed Preference Theory has provided a distinct more simpler and realistic explanation of the theory of demand. For its contributions to economic theory, it is rightly treated as "third root of the logical theory of demand".
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