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Extract 1: Grain prices go the way of the oil price

 

While fossil fuels still account for more than 95 percent of the global transportation fuel market, bio-fuel production is growing at roughly 15 percent per year, a rate over ten times that of oil. Under mounting pressure to improve domestic energy security and combat global climate change, countries are now turning to ethanol and biodiesel to meet rising transportation fuel demands. In 2005, the U.S. pledged to nearly double ethanol production by 2012, and the European Community recently announced that bio-fuel will meet 10 percent of their transportation fuel needs by 2020.
However, not everyone is enthusiastic about the bio-fuel boom. Recording to the United States Department of Agriculture, rising prices of crops have begun to drive up the cost of breakfast. The price of orange juice has risen by a quarter over the past year, eggs by a fifth and milk by roughly 5%. Breakfast-cereal makers, such as Kellogg's and General Mills, have also raised their prices. Underpinning these rises is a sharp increase in the prices of grains such as corn (maize) and wheat, which are used as food either for people or livestock. Analysts are beginning to ask whether higher prices are here to stay.

The International Grains Council, an industry group, estimates that in the coming year, global production of grains will reach a record of 1,660m tonnes, well above last year's figure of 1,569m tonnes. But demand for grain is growing even faster. The culprit is the growing use of grains to make bio-fuel, such as ethanol. The amount of com used to make ethanol in America has tripled since 2000; ethanol distilleries now consume a fifth of the country’s corn crop. And America is only one of 41 countries where governments are encouraging the use of bio-fuel to reduce oil consumption. Demand for animal feed has also grown steadily, as more people in booming countries such as China grow rich enough to afford meat.
Farmers are struggling to keep up. Even to produce as much corn as they are now, farmers are growing less soya and wheat, and so pushing up the prices of those crops too. And even if new land is planted, it was not necessarily reduce the cost of grains. Since high oil prices and generous government subsidies ensure that bio-fuel are profitable, any extra grain will be used to make more of the stuff. However, that will not dent the oil price, since the volumes remain tiny compared with global oil consumption.
                                                           Adapted from The Economist, June 2007
Extract 2: The cost & benefits of bio-fuel in an oil-addicted world

Although political instability and stowing production are raising concerns over the future of oil, demand for oil is predicted where three-quarters of the world s poor reside. This may in turn increase their ability to secure food supplies. However, the extent to which higher crop prices will hurt or help poor people in developing countries will likely vary from region to region.

Biodiesel could also play a significant role in improving urban air quality and helping to phase out lead-based and otherwise toxic fuel additives. They generate less smog-producing carbon monoxide (currently responsible for 800,000 premature deaths each year) and result in fewer greenhouse gas (GHG) emissions than oil.

Many also perceive bio-fuel as environmentally beneficial because they are "renewable”. However, these fuels have the potential to positively or negatively affect the natural world. The most significant potential impacts associated with bio-fuel production result from changes in land use. Razing of tropical forests to replacement of grasslands for the production of bio-fuel feedstock can result in large releases of carbon from soil and existing biomass, negating any benefits of bio-fuel for decades. Therefore, governments must prioritize the protection of virgin ecosystems and should adopt policies that compel the bio-fuel industry to maintain or improve current management practices of land, water, and other resources.

And as the bio-fuel market increasingly competes with food and livestock feed markets over the same crops, the prices of food commodities, from bread to poultry to cooking oil, are expected to rise, which could have serious consequences for the over 800 million people worldwide facing persistent hunger. Hence, deeper analysis is needed to understand the global and local impacts of expanded bio-fuel demand.

The future of bio-fuel is thus uncertain, depending largely on the price of oil, technological developments and government policies. For instance, government subsidies to bio-fuel in the U.S. have lately been promoted as a way to simultaneously address concerns related to the environment, energy security and rural development. But the cost-effectiveness of achieving these goals under the current subsidy regime is low. Biofuel are found to be an extremely high-cost means for reducing greenhouse gas emissions.

Finally, one can be certain that ethanol and bio-fuel cannot solve all of the economic and environmental problems associated with fossil fuels. Measures that reduce overall demand for energy, such as increasing the fuel economy of automobiles and expanding mass transit options in cities, will also be necessary.

                                                Adapted from http://earthtrends.wri.org/updates/node/180,  April 2007
Complete all questions.

a. (i) Compare the trend in the price of corn to the oil prices. (2)

(ii)  Explain the likely causes for the trend in the world price of corn from 2005 – 2007. (4)
b. Explain how the change in the price of corn can affect the prices of other grains? (4)

c. Explain the likely effects of the change in the grain prices on the producers and consumers. (6)

d. Do you think that the government should introduce subsidies to encourage the use of bio-fuel? (4)
e. Discuss how the producers can make use the concept of elasticity of demand and supply to raise the total revenue for coffee. (10) 
CSQ Answer
 Qn 1 - Demand and Supply 

Ai) Compare the trend in the price of corn with that of crude oil between 2002 and 2007. (2)

Both prices of crude oil and corn had increased over the years. However, there was a sharp dip in the prices of corn from 2004 - 2006 while oil price still continued to rise. The pattern of change in the price of corn was more volatile than prices of crude oil as it was more fluctuating. At the end of year 2007, the price of corn was higher than oil prices.

ii) Explain the likely causes for the trend in the world price of corn from 2005 to 2007. (4)

As corn is a resource for the production of bio-fuel such as ethanol, the increasing rise in demand for the bio-fuel will contribute to the rising demand for corn for the production of bio-fuel. There is also the rising demand for corn as a source of animal feed which is the result of a greater demand for the production of meat to meet the demand for meat consumption due to the rising affluence of the Chinese consumers. Both the need of corn for the production of bio-fuel and animal feed will induce an excessive increase in the price of oil for this period. At the same time, the farmers who produce the corn try to increase the supply of corn but the producers face the limitation of long gestation in production and limited yield in the land capacity. Consequently, the rise in supply is unable to cope with the rising demand for crops, implying that the percentage increase in demand is greater than the percentage increase in supply which will lead to a shortage that contribute to the rise in the price of corn.
As seen from the diagram1, the increase in demand for corn from Do to D1 is greater than the increase in supply of corn from So to S1 which will a shortage at the original price level at Po. This will contribute the rise in price of corn from Po to P1 and increase in quantity from Qo to Q1.
B) Explain how the change in the price of corn can affect the prices of other grains (4)

Corn and other grains are in competitive supply as the use of land for the production of corn will reduce the availability of land for the production of other grains. When there is an increase in the demand for corn, the rise in the price of the corn will induce an increase the quantity supplied of the corn. This will lead to a reduction in the supply of other grains as there will be less land for the production of other grains. The shortage in the supply of other grains in the market puts an upward pressure on price level. Consequently, there is an increase the price of other grains.
As seen from the diagram, the increase in the price level of corn from Po to P1 will induce the quantity supplied of corn from Qo to Ql the corn market. This will contribute to the reduction in the supply of other grains from So to S1 which will lead to an increase in the price of the other grains from Po to PI in the other grains market.
C) Explain the likely effects of the change in grain prices on the producers and consumers. (4)

The increase in the price of other grains will have extensive impact on the producers and consumers of other grains. The increase in demand for grains for the production of bio-fuel will provide a higher level of profit for the farmers. This will raise their standard of livings. The higher demand for production will induce a greater level of investment which will lead to increase in research and development that will induce a higher yield in the production. However, the producer of bio-fuel will experience a higher cost production as a result of the rise in the price of grain, making it less profitable for the producers of bio-fuel.
As for the consumers, higher grain prices will mean that the cost of producing food will be higher as there are many sources of uses of grains. This will mean a rise in the prices of food, leading to a rise in cost of living. Thus, the condition of inflation will incur which will reduce the welfare of the consumer. The excessive focus on the production of grains which are more profitable such as soya beans or wheat will reduce the variety of goods for the consumers and thus reducing the welfare of the consumers. The consumers of bio-fuel will also help to pay a higher price level which will raise their cost of living. There will also be the widening of income gap between the producers and the consumers which will create greater social problems in developing countries.
d)

e. Discuss how the producers can make use the concept of price elasticity of demand and supply to raise the total revenue for grain- producers. (10) 

Introduction 

Definition of elasticity of demand and supply

state that the concepts can help the producers of grain to increase total revenue

Main Body

1) Explain how the price elasticity of demand can be used to raise total revenue

· to decide whether to increase or decrease price 
· need to increase price for grains to increase total revenue – demand for grain is price-inelastic -why? the gain in revenue due to increase in price is greater than loss in revenue due to decrease in qty dd – overall effect – total revenue will increase

· explain why the PED is price-inelastic (based on the determinants)

2) Draw diagram and describe diagram
3) Explain how PES will be useful in determining the price staretgy

determine PES for the grains – PES is price inelastic – reasons

usefulness – limited qty supplied in SR – stock piling to match increase in demand

4) limitations of the concept of PED and PES.

conclusion

�The price of oil and corn both rose from 2002 to 2007. direction


The price of oil rose throughout the time period while the price of corn rose from 2002 to 2004 and fell from 2004 to the mid year of 2005 before it rose sharply till 2007. pattern
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