Food prices set to surge 50 per cent within five years

HOW much do you think a litre of milk costs? A dollar? Two dollars maybe? Actually it's $2.30 and it's going up so fast the guy in the coffee shop below my office on Flinders Lane has put up a big sign explaining the new prices.

The price of milk has risen 20 per cent in the past year, says Bill Barbour, and he should know. He's the investment manager at the DWS Global Agribusiness Fund, a $1.6 billion fund from Deutsche Bank that was formed last year to capitalise on what he calls "Ag-flation" - the sudden and irreversible upward momentum in food prices which is going to change the world as we know it.

Australian milk and dairy prices are bounding ahead and wheat prices are at an all-time high.

In China pork prices are up 90 per cent, in Britain food prices are growing at their fastest in a decade, in Mexico a sudden lift in the cost of flour for tortillas caused a riot a few months ago.

I had barely digested this news about food price inflation when two of the biggest food companies on the stock exchange reported annual results. At Goodman Fielder, CEO Peter Margin talked of a "perfect storm" of higher wheat and oil prices; at Futuris - owners of Elders Rural - CEO Les Wozniczka suggested food prices could rise by 50 per cent in the next five years.

What is driving food prices higher? A bunch of factors has combined at the same time. In Australia there is drought, which reduces supply against unchanged demand. ANZ's chief economist Saul Eslake points out that the effect of the drought is only temporary: longer term falling EU subsidies will be a bigger driver of higher milk prices.

But a more important global force is climate change - or at least developments around climate change, such as the new limitations on land use and the push (especially in the US) to replace petrol with biofuel.

In the US biofuel quotas from the Bush Administration are prompting a big increase in the price of corn. In the same way our higher milk prices push up butter and cheese prices, higher US corn prices push up the price of beef.

But the biggest driver behind rising food prices is widening appetites in China and India, where more than 2 billion people who once got by on a largely vegetarian diet are aspiring to diets like you, me or Homer Simpson.

US investment guru Jim Rogers - who correctly called the "hard commodities" boom of recent years - now says "soft" commodities will shine. He says: "There are three billion people in Asia and they're not going to lose their appetite because we've got new problems in the US."

So who wins and loses with rising food prices? First, it's a social issue, felt most acutely in developing countries.

The links between the price of bread and revolution go back to the French Revolution but in Australia its main effect will be to push up inflation and maybe even interest rates.

For farmers the impact is split sharply between the big rich farms which can manage drought and smaller farms that are permanently struggling.

At the top end of the farming market the outlook is bright enough that international investors are buying farms across the country.

For stock investors the picture is also mixed. Food manufacturers such as Goodman Fielder have not managed to exploit the higher price of grain. But "pure play" soft commodity companies have been big winners.

In beef, the share price of Australian Agricultural Company - with land holdings the size of Scotland - has jumped by about a third since the start of the year, while grain companies such as the Australian Wheat Board are having a very strong year despite internal scandals.

At the DWS Global Agribusiness Fund, Bill Barbour has raised $14 million from local investors in less than a year. Units in the fund have risen four times faster than international share indices.


"Higher food prices are inevitable all over the world; we're in a sweet spot," he says.
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