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Income Elasticity of Demand

 Income Elasticity of Demand (YED) IS deflned as the responsweness of demand when a
consumer’s income changes. : | ° :

« It is defined as the ratio of the change in quantlty demanded over the change In‘Income.

* The higher the income elastlc:lty the more sensmve demand for a good IS to changes In
income. - | e

* This means that a very hlgh iIncome elast|C|ty of demand suggests that when a
consumer’s income goes up, consumers will buy a lot ‘more of that good and,
recuorocally, When mcorﬂ’e goes down consumers will cut back their purchases of.that

A

Econgmics Made Simple - Dr. Nandini Katti p




Income Elast|C|ty of Demand ) . ‘:
Q . A > o) S . N '. ,'.
YED is useful for- governments and firms t-he" ern mda what goods to produce
and how a change In overall.lmmns'ln cts the demand for their

products, i.e., whether it’s inelas tic or elast ¥

+ YED can be ' ‘ .ty -t)nthe type of good Anormal good has
2 nac 0d I gatrve S|gn 2 e 3 .
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Income Elast|C|ty of Demand

YED is useful for govemmentS'and firms to helpthem dec:|de what goods to produce
and how a change in overall income in the economy a,ffects the demand for thelr
products, i.e., whether it’s mel-astlc or eIastlc B s T

YED can be posmve or rfegatlve "Thls' depends on the type of good A normal good has
a posmve S|gn whlre an jnfe_noragood has a negatn/e S|gn -
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Income Elasticity of Demand — formula

Mathematically, it is expressed as: AR

lichange in quantity demanded [Nt A LELl

Income elasticity of demand-= Ghehange in income g = Original quantity demanded

Ag = Change in quantity demanded
Symbolically, it is expressed as: I i bonsin’s income

Ay= Change in consumer’s income

E'I|'= _:":L
Ay g




Income Elasticity of Demand — Example

Suppose that the initial income of a person is Rs.2000 and quantity demanded for the'commodity. by him
Is 20 units. When his income increases to Rs.3000, guantity demanded by him also | Increases to 40 units.
Find out the income elasticity of demand. |

 Solution:
Here, q = 100 units

Aq = (40-20) units = 20 units
y = Rs.2000

g 2000
Ay =Rs. (3000-2000) =Rs.1000

1 (NCRCH

 Hence, an Increase of Rs.1000 in income i.e. 1% in

leads to a rise of 2% In quantity demanded |



Methods of Measuking Income Elaéticiiy of De_mand, R b - :
A . yoy &F e 4 o 5»’:’ "",.. s a2
. ' .." R Y - . v

@con}g elast|C|ty of

'I

Basmally, -there are three metheds by WhvlCh K’N can mee

: f;_‘ X A _.kf ; V/\ -{ti" \

demand. o =.

,!v_ «: =t %7 P '
. VAL '. 2903 "‘-', e -
These metheds are % 2
SRES ;\- - ) 0 I :l P .
I. Percentage meth g R
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Methods of Measu ri_ng Income Elasti‘c.ity of Dernanc_l

i. Percentage method— s i

0. o it 03""“

l." -

Percentage method is one of t commonly used & proaches of measurlng income

elasticity of dem’ d L :ru@* | |s measured In terms of rate of
S e
percentage ct 1’. c‘bm.mt)dlty to percentage change in

th tpemmodlty &
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Methods of Measuring Income Elasticity of Demand

I.  Percentage method —

-

2% change in quantity demanded
%% change in income

AQ = che{nge In quantity demanded = Q2 — Q1

change in quantity demanded w 1009 Q1 = initial q'uantity demanded
initial quantity demanded v ‘
change in income « 1005 Q2 = new quantity demanded
initial income et : -
AY = change 1n income of the conspymers =Y2 — Y1

a2 -0l
N

Y2 -%1L
1

Y1 = initial income of thé consumers

Y2 = new income of the consumers

FAY ]
L YL
FAN'Y 1




« example:

* The demand of quantity when the income of the consumer wae Rs 3000 was 30 units. When his income
increased by. Rs 2000, the quantity of.commodity demanded by him became 50 units. Here Income
elasticity of demand can be calculated as :

% change in quantity demanded
% change in income

change in quantity demanded
initial quantity demanded _ 4,355
Change in income ;o 00, Since: Ey = 1, this is an example of
initial income '
5000 - 3000 unitary income elasticity of demand
S . _ _' ~
-~ 50-30 where percentage change in. income of
30

X 100%

consumer is equal to percentage change

In demand of the commodity.




ii. Point MEthod =" *= 21 » et ete= it SR, _—

Q

Point method is one of'the geometﬂe me q-

. s - ‘*-" % "‘:’:-r. -

‘ Iaétlctty of demand at any-given point
on the income demand cu,n(e. ! B avy :

) R - ,{- . -
) "l\:..=~. : X »

% ’ - E i . Lol . b “ . '
Income dem d cur e is an uj j f no mal goods and a downward-stopmg curve in
A .S ‘:, .‘ , o
N I e <

case of infer

g

P
-

- -
3 d$ upon the nature of the i mcome demand curve.
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[Since, Q102=AC, Y1Y2=BC & OY1=AQ!]

Quantity supplied

ABAC and AAEQI1 are Simi_lar triangles in account of AAA property.

Thus, ratios of the sides of both the triangles are equal

EQL 9
L AQl

AQl T ool

EQl

a1l

_intercept on X-axis

initial quantity




il Arc Metdd - |57 o= 0a i R M v;s-f % _‘.o R
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Arc method ls“also a geometnc,mat ng income elasti '_ W@demand between any two points on
) . . L D . » o
o b) - - . —~ s “r ,’T "

an income demand curve |
While pomfmet d” is used to '  elast ‘=1‘ glven point. on an incame demand curve,

o

‘0-
_Q

this ;é’é?:"t;.j s used to mes cert ;a nge or beWVeen two pomts on the curve.
i1 .ﬂ. ’t' '. ) »
: .g‘o , 0'._. 5
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In the figure, ' |
we can see that AB is' an arc on‘the ihcdme demand curve
DD, and C is the mid-point of AB.

. Here, income elasticity o]‘ demand at point C is calculated
by following ways. :
At first, average of income as well as quqntity demanded

IS measured. ' -

- ———— - >

I
i
I
1
I
i
i
1
1
1
1
i
1
1
1
1
1
1
]
1
v

Q2 Quantity demanded



1. Income Elasticity of Demand for a Normal Good

A normal good has an Income Elasticity of Demand > 0. ThIS means the demand for a normal good -

will mcrease as the consumer’s |ncome mcreases- . o=
o : 2

. | .7 ¥ @ P
2. Income Elast|C|ty of Demand for an- Inferlor Goo . - 4 '
An inferior good has an Income Elasticity of D%m nd < O? Th|s means the demand for an inferior
'good will decrease as the consum'er.s n omgdecreases sy ,

- ¥ A ¥ o o e e ;" N ._ B B 5
3. Income 'Elastic"‘:.o"i'; and for a Luxury Goc d. R . O
Luxury.goods usual y havi Income Ela emand >4, whlch means they are income elastic.
Thjgi nplies that consum ° re ‘u etoa (':‘hange in income. For example

e a) I -
| . |
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