Income elasticity of demand
Income elasticity of demand measure how much the quantity demanded of a particular product changes when your income increases or decreases. For example, consider how much income affects the demand of Starbucks coffee. In New York City, where the average income is high, you will spot lots of people carrying around cups of Starbucks coffee. On the other hand, in places where the level of income is lower, people will instead be far more likely to go for instant coffee in their homes or at their. These kinds of relationships are the ones we study in relation to income elasticity of demand.
Definition of YED
Income elasticity of demand (YED) is the responsiveness in quantity demanded following a change in income. The formula is:
YED=%ΔQd%ΔY
 
Important
Income elasticity of demand measures the change in quantity demanded of a good following a change in income.
Normal goods
For all normal goods, YED will be positive. In other words, for all normal goods, the quantity demanded will increase as income increases. In fact, this is how you define a normal good:
 
Important
A normal good is a good with a positive income elasticity of demand.
Coffee, iPads, Louis Vuitton handbags, restaurant meals etc are all examples of normal goods. When income increases, people will demand more of them. This makes sense as the so called purchasing power, i.e. the ability to consume, increases.
Inferior goods
However, in some instances, YED will be negative. Products with a negative YED are known asinferior goods. These are goods for which the quantity demanded rises as income decreases! Again, the very definition of an inferior good is that such a good has a negative YED.
 
Important
An inferior good is a good with a negative income elasticity of demand.
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For example, during the recent economic crisis, it was noted that the worldwide demand for bacon actually increased! This is because bacon is cheap in comparison to other kinds of meat, and, as incomes fell, people switched away from the more expensive meat to buy bacon instead. In other words, quantity demanded increases while incomes decreased, and bacon is thus an inferior good.
Different elasticities
Just as with price elasticity of demand, the percentage change in quantity demanded of a particular product can be either smaller or greater than the percentage increase in income. The same terminology that we used in relation to PED can be applied here.
When YED > 1, we say that the product is income elastic
When YED < 1, we say that the product is income inelastic.
Application of YED
It is extremely useful to know whether your product is income elastic or inelastic, and obviously also whether it is a normal or inferior good. For example, luxuries, such as jewellery and exotic holidays, are known to be income elastic. This means that as incomes increase, people will demand much more of them. Conversely, when incomes fall, these products will be the first ones that people buy less of.
The case is the opposite for necessities which are income inelastic, such as basic food and toilet paper. Demand for these products will not be very affected by income levels because they will typically always be needed. Quantity demanded of necessities will not increase (very much, or at all) as incomes rise, nor will it decrease (very much, or at all) as incomes fall.
Before firms enter a particular market, they are very likely to consider the income elasticity of demand for their products. If they know that their products are highly income elastic, and they predict that incomes are going to fall, it would not be much use to expand at all. Instead, such a market would offer a great opportunity for a firm that produces inferior goods. For example, during the economic downturn, McDonald’s saw a real market opportunity and hired more than 15000 new employees in the United States. This is because McDonald’s meals are inferior goods. When incomes fell, people stopped going to more expensive restaurants and started having the comparatively cheap McDonald’s meals instead!
 
What you should know
· YED measures the responsiveness of a change in the quantity demanded to a change in income.
· A normal good is defined as having a positive YED.
· An inferior good is defined as having a negative YED.
· The degree of elasticity, as well as knowing whether products are normal goods or inferior goods, is extremely important in business decision-making.

image1.jpeg




