farmdoc

Department of Agricultural and Consumer Economics, University of lllincis Urbana-Champaign

Do High Prices Destroy Demand?

Scott Irwin and Darrel Good

Department of Agricultural and Consumer Economics
University of lllinois

May 10, 2011
farmdoc daily (1):63

Recommended citation format: Irwin, S. and D. Good. "Do High Prices Destroy Demand?." farmdoc daily
(1):63, Department of Agricultural and Consumer Economics, University of lllinois at Urbana-Champaign,
May 10, 2011.

Permalink: http://ffarmdocdaily.illinois.edu/2011/05/do-high-prices-destroy-demand-1.html

During the period of rapidly increasing commaodity prices since the summer of 2010, there has been
occasional reference to “demand destruction” resulting from higher prices. That terminology is misleading
and conceptually incorrect. What commentators are generally referring to, of course, is that high and
increasing prices would be expected to result in less consumption of the commodity than would have
occurred at lower prices. That relationship, however, does not constitute demand destruction. That is, a
change in consumption in reaction to a change in price does not represent a change in demand.

Demand for a commaodity is generally described as the negative relationship between price of that
commodity and the quantity that end users are willing to consume. That is, all else equal, users would be
expected to consume more at lower prices and less at higher prices (figure 1). Conversely, producers of
the commodity would be expected to produce more at higher prices and less at lower prices (positive
relationship between price and quality), all else equal. The market equilibrium price and quantity are
established by the intersection of supply and demand (figure 2). For annually produced crops, supply for
a particular marketing year is essentially fixed (vertical supply curve) at the level of production plus stocks
on hand at the beginning of the year. With a given demand structure, a small crop would result in less
consumption and a higher price than would occur with a large crop (figure 3). That change in
consumption, however, does not represent demand destruction, but rather a movement along the
demand curve.
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Figure 2. Supply and Demand Market Equlibrium

farmdoc daily

May 10, 2011



Price \ <— Supply (large crop)

/

P2 [T ™~ Supply (small crop)
pp fr-m=mmmmmmmmfemed
Demand
2 a Quantity

Figure 3. Supply and Demand Market Equlibrium with Small
and Large Corn Crop

Consider the U. S. corn market as an example. Changes in corn demand can and do occur, but those
changes are not related to the price of corn. A change in demand implies a shift in the demand curve.
Increased demand implies end users are willing to consume more corn at a given price or willing to pay a
higher price for a given level of consumption (figure 4). Reduced demand implies a shift in the opposite
direction.
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Figure 4. Shift in a Demand Curve

So what can cause a shift in demand for corn? Corn demand can be shifted by factors that change the
profitability of end users. These factors might include a change in livestock prices that alters feed demand
or a change in energy prices that alters ethanol demand. Corn demand could also be shifted by a change
in the price of competing commodities, such as wheat or soybean meal, that makes those commaodities
more or less competitive with corn. Additionally, demand for U.S. corn could be shifted by changes in
production of corn or other grains in other parts of the world.

3 farmdoc daily May 10, 2011



The high corn prices experienced so far in the 2010-11 marketing year reflect a combination of stronger
demand and a smaller than expected U.S. crop (figure 5). Corn demand increased (demand curve shifted
from demand (expected) to demand (actual)) as a result of higher livestock prices, higher energy prices,
and perhaps a smaller foreign wheat crop. Domestic supply was relatively small due to an average yield
below trend value. As a result, corn prices have been higher and consumption lower than would have
occurred without the shift in demand and the small supply. While consumption is lower than would
otherwise have occurred, demand has not been destroyed. The irony is that corn demand has been
strong.
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Figure 5. Shifting Corn Market Equilibrium in 2010/11
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