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Practice exam question 

Income elasticity of demand 
Mark Hage 

Sample answer and examiner comments for the question on p. 27 of the magazine. 

Sample answer 
Income elasticity of demand measures the responsiveness of demand after a change in customer 
income. Income elasticity is likely to favour businesses that sell luxury products in so called booming 
periods of the economy. One advantage of an increase in consumer incomes is that according to the 
theory of income elasticity of demand, they will buy more luxury products such as Cravendale milk. 
This is because Arla’s milk is likely to be regarded as a luxury rather than a necessity product, as it is 
more expensive to buy. This means it is income-elastic and therefore customers who normally buy 
normal milk will switch to Cravendale when they have more disposable income. A likely impact on Arla 
is that they increase their profits from their 2018 levels of $329 million.  

However, the increase in Arla’s product sales depends on the number of other competitors also 
creating niche market milk together with the current state of economic conditions. For example, Tesco 
has also entered the filtered milk market with a similar product to Cravendale but at a lower price of 
£0.95 per litre.  As a consequence, this could be regarded as penetration pricing by Tesco, which 
would have the negative impact on Arla of attracting customers away from their product to Tesco’s, 
regardless of a rise in disposable income. This would mean Arla’s profits may not increase as 
significantly as if they were the only producer of filtered milk. 

It may also be the case that where consumer income is reducing, perhaps in a period of recession, 
products such as premium milk may be classed as income-elastic, with consumers switching to 
cheaper substitutes, such as Tesco basic milk. On the other hand, products such as Arla’s premium 
filtered milk may be seen by consumers as a cheap form of luxury in their weekly shop that they are 
prepared to pay extra for regardless of the fact their income is reducing. Cravendale and Tesco’s 
premium milk offering may reduce in demand but only by a relatively small proportion compared to the 
drop in consumer disposable income. 

Other products may not be so fortunate. For example, premium televisions and Apple smartphones 
may see a reduction in demand at a time of economic instability, such as a recession, or Brexit 
uncertainty. Customers of such products may decide to hold onto their old products due to lower 
income levels, or purchase cheaper substitutes such as Huawei smartphones.  

The key to a business’s success is to try and use branding and the marketing mix to encourage 
customers to see their products as more inelastic to changes in income. With smaller purchase 
products such as premium milk and chocolate this may be easier to achieve, as consumers may trade 
off large premium purchases in favour of smaller, less expensive luxuries. With brands such as Apple, 
consumer demand for products may be insulated from adverse changes in income due to Apple’s 
ability to build brand loyalty. Other businesses should seek to build a brand as a robust as Apple, in 
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order to reduce the effects of income elasticity on the demand for their products, particularly when 
consumer confidence is low and/or the economy is in recession, as was the case for Germany in 
September 2019. Even though Apple is affected by external factors, it is in the elusive position of 
being a business that can weather its effects better than most, hence its value as a brand in 2019 of 
$188 billion. 

Examiner comments 
Mark: 16/16 (Level 4 — an excellent response fully focused on the question) 

The answer starts with a clear understanding of income elasticity and its potential importance to 
business success. A depth and range of knowledge and understanding is demonstrated that is precise 
and well-selected. Analysis occurs of relevant factors that may impact on demand for a business’s 
products or a rise or fall of income and is applied effectively with the use of contextual examples to 
add depth. The student uses a range of examples to look at the comparative strengths or weaknesses 
of income elasticity of demand on a range of businesses. The conclusion looks at other factors that 
may impact on income elasticity of demand and business performance. 
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