17. Income Elasticity of Demand (2)
1. Delete as necessary and fill in the gaps:
Income elasticity of demand is defined as the _____________________ of quantity demanded to a change in income. It is important to note that the value for YED can be either positive or negative. When income rises, demand for inferior/normal goods will also increase. As a result, inferior goods have a positive/negative YED. Normal goods can be broken down into two further categories. When YED is between 0 and 1 (e.g. milk, pasta), goods are described as _________________, and when YED is greater than 1 (champagne, Belgian chocolates), we refer to goods as luxury/specialist goods.
2. Calculations
Use the information provided to calculate the value for YED, and in each case decide what type of good (inferior, necessity, luxury) we are dealing with:
2.1 Russell’s demand for football shirts in a year rose from 8 to 10 when his law firm increased his salary by 30%.
__________________________________________________________________________________
[bookmark: _GoBack]2.2 James decided that he would visit the Caribbean twice in 2015, as opposed to the single visit he made in 2014, after his boss told him that he would receive an extra 25% on his income in 2015.
__________________________________________________________________________________
2.3 UK demand for CD players fell by 300,000 in 2014, from a total of 1.8m in 2013, even though the average UK income rose by 2.5%.
__________________________________________________________________________________
3. Graphing Income Elasticity of Demand
Engel curves can be used to represent graphically the relationship between demand for a good and income levels. Using the axes below, draw Engel curves for 1) a normal good and 2) an inferior good.	           	
[image: ]
4. Briefly explain 
4.1 How firms might be able to make use of YED estimates
__________________________________________________________________________________
__________________________________________________________________________________
4.2 Why a firm might worry if all of its products had high, positive YED values         
__________________________________________________________________________________
__________________________________________________________________________________

17. ANSWERS: Income Elasticity of Demand (2)

1. responsiveness…normal…negative…necessity…luxury

2.1 	0.83		Necessity
2.2	 4		Luxury
2.3 	-6.66		Inferior

3.	
[image: ]

4.1 Values for YED, or estimates at the very least, are useful for firms when making business decisions. If average incomes are rising in an economy, firms will want to focus on producing goods with high values for YED (greater than 1). Alternatively, during an economic slowdown or recession, firms may want to increase their output of inferior goods as incomes start to fall. Firms can also make forecasts of how demand for their goods would be affected if governments changed tax rates, effectively altering disposable incomes.

4.2 This would make the business vulnerable to a recession, in which all its products would suffer sharp falls in demand if income levels started to stagnate or fall. 




                                                                                                                       www.a-zbusinesstraining.com 
image1.png
NORMALGOOD

INFERIOR 600D

Quantity
Gemanded

Quantity
Gemanded




image2.png
NORMALGOOD

INFERIOR 600D

Quantity
demanded

Quantity
demanded




