
EXAMINE THE IMPORTANCE OF THE ELASTICITY

The following points highlight the ten main areas of importance of elasticity of demand the government must consider
the elasticity of demand for that product .

In contrast to a product with many substitutes, a product with few or no substitutesâ€”like gasolineâ€”will
have an inelastic demand curve. This increases the social cost that is comparatively greater than the private
cost. What is the Importance of Elasticity of Demand? By increase in its price the government is actually
preventing the upcoming generation to get into its hold. In the Determination of Output Level: For making
production profitable, it is essential that the quantity of goods and services should be produced corresponding
to the demand for that product. It is such an addiction that it increases with age and thus for the adults it
becomes integral to their day to day life. Change in quantity demanded affects the total expenditure of the
consumers and will, therefore, affect the profits of the business. It is important to know the extent to which a
percentage increase in unit price will affect the demand for a product. In the Determination of Prices of Joint
Products: The concept of the elasticity of demand is of much use in the pricing of joint products, like wool and
mutton, wheat and straw, cotton and cotton seeds, etc. It can be used as a tool of analysis to explain many
economic theories and problems. A country may fix higher prices for the products with inelastic demand.
Price elasticity of demand is useful in the theory of price determination. The terms of trade between the two
countries also depends upon the elasticity of demand of exports and imports of two countries. This is the
reason that the government of UK, added specific tax to cigarettes. There are some products that remain under
severe demands even after increase in its price Mankiw and Taylor,  Area 3. In the market with elastic demand
for his commodity, the discriminating monopolist fixes a low price and in the market with less elastic demand,
he charges a high price. Related posts:. Area 5. This means the proportional change in one variable is equal to
the proportional change in another variable, or in other words, the two variables are directly related and move
together. It can be well marked that it is through tax that there is a visible shift in the supply curve and it
moves towards left. Being a demerit goods, cigarettes have the capability of making its consumer
underestimate the rising price. On the other hand, if increase in demand is less than proportionate to fall in
price, his total revenue we will fall and his profits would be certainly less. In this respect the research led by
Tauras and Chaloupka speculated the consumption of cigarettes among the teenagers and the adults. In
general, for items having inelastic demand, the producer will fix a higher price and items whose demand is
elastic the businessman will fix a lower price. A businessman chooses the optimum product- mix on the basis
of elasticity of demand for various products. In the Determination of Output Level 2. Determination of price
policy: While fixing the price of this product, a businessman has to consider the elasticity of demand for the
product. Taxation and subsidy policy: The government can impose higher taxes and collect more revenue if
the demand for the commodity on which a tax is to be levied is inelastic. Share of each factor in the national
product is determined in proportion to its demand in the productive activity. What is the Importance of
Elasticity of Demand? In the Determination of Government Policies: The knowledge of elasticity of demand is
also helpful for the government in determining its policies. It has been established by this scholar that the
price-consumption relationship with the consumption of cigarettes remains same in developed countries and
there is hardly any mark of decrease in the range of its state. Therefore, knowledge of elasticity of demand
may help the businessman to make a decision whether to cut or increase the price of his product or to shift the
burden of any additional cost of production on to the consumers by charging high price. As a result, their total
income goes down. A country will benefit from international trade when: i it fixes lower price for exports
items whose demand is price elastic and high price for those exports whose demand is inelastic ii the demand
for imports should be inelastic for a fall in price and inelastic for arise in price.


