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ETHANOL MADNESS TO EXACERBATE GRAIN SHORTAGES

Astute readers of ‘Market Truth’ will be aware that we highlighted wheat as an investment opportunity in August last year “The United States
Department of Agriculture (USDA) is forecasting a significant gap between the volumes of wheat globally available and needed for human
consumption. In fact, this gap between availability and consumption is now the largest since 1954.” and again in July of this year “one of the
most depressed of the soft commodities that looks set for a turnaround in prices, and which thus should be part of anyone’s portfolio, is wheat”.
Now, with Australia, the world’s third-largest wheat exporter, reporting in October that it is likely to produce its smallest crop in 12 years
because of a worsening drought, and with wheat prices rising amid concern that the unexpected shortfall could worsen the already existing
global shortage, this commodity has suddenly become a hot topic, and we have received many inquiries for further information.

To fully appreciate where we stand today and what to expect going forwards, it is important to consider present global consumption, production
and reserves. Global wheat production for 2006 is projected to be 585.1 million metric tons (mmt), down dramatically from previous years,
while consumption is expected to be in the range of 613.07 mmt, which means a drastic drawdown of stocks. But while the wheat gap is
dramatic, the situation of falling production relative to demand is actually very similar for corn and most other grains as well, with the USDA
reporting on Oct 12 that 2006 world production of “total grains” will be below the average annual level of world grain consumption for six
years, out of the last seven, and that stocks are expected to drop to their lowest level in 25 years. In the 1990’s, the UN Food and Agriculture
Organization figured that world grain stocks should be well above 20-25% of annual grain consumption, yet today they are barely 16% of
annual use, or about 2 months' world supply. As a result of this dangerous scarcity it is notable that Ukraine — one of the world’s wheat belts
— has recently introduced quotas and licenses on wheat exports, in effect to limit and restrict wheat outflows.

Then of course, we are faced with reduced farming land (courtesy of the housing bubble),
higher agricultural input prices, higher inflation and a number of other structural issues
discussed in our July 2006 newsletter (which is available from www.bridge-water.com)
that are likely to combine to drive agricultural prices up, perhaps dramatically, over the
] coming years. Of course, agricultural commodities are also a good diversifying element in
5001 portfolios as they have very little correlation with any other markets or economic cycles,
but have their own supply and demand dynamics.
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] We have also had inquiries from readers about how to invest in ethanol, and we have
researched this topic extensively. When digging a bit deeper beyond the recent hype though,
we find that ethanol, as it is now produced in the United States, is actually a net energy
. loser, since to produce ethanol (ethyl alcohol) on a commercial basis a large-scale laboratory
2004 process is required, starting with the production of the corn or other vegetable product which
provides the sugars for fermentation, all of which need a very high input of energy from
petroleum products, since modern agriculture is a highly energy-intensive operation, with
tractors and farm vehicles requiring gasoline or diesel fuel, ammonia fertilizers using natural
gas as a feedstock, and high energy requirements for irrigation, transport, processing and
distillation.
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Indeed, studies by Dr. David Pimentel of Cornell University and Tad W. Patzek of the Dept. of Civil and Environmental Engineering at Berkely
(published in Natural Resources Research, March 2005) have actually shown that alcohol (ethanol) production consumes more units of fossil
fuel energy than it yields when burned as fuel, with corn ethanol, switchgrass ethanol, and wood alcohol (methanol) consuming respectively
29%, 45% and 57% more units of fossil-fuel energy than they give back on burning. Even if the production of ethanol for fuel did not require
any energy input at all, two other top U.S. scientists, one of whom is the co-inventor of the superconducting maglev train (James R. Powell),
have shown, using the ethanol industry’s own highly optimistic assumptions, that corn-starch ethanol is a losing proposition as replacement
for petroleum, simply because the entire U.S. corn crop would provide only 3.7 percent of the U.S.’s present transportation fuel needs, while
the entire U.S. cropland would produce only 15 percent of the U.S. needs — and leave the country without domestic food production capability.
Looking at it the other way around, a study by physics professor Howard Hayden published in Century Science & Technology Magazine
(2005), showed that if the U.S. were to attempt to replace petroleum usage with corn ethanol, it would require placing 1.8 million square
miles, or 51% of the land area of the United States, under corn cultivation, obviously a physical impossibility since there is not nearly enough
arable land around, and, not to forget, the U.S. would lack the fossil-fuel supply with which to generate the replacement fuel in the first place!
Apparently, it is only government handouts in form of massive subsidies, presumably motivated by politicians eager to secure campaign
contributions from agricultural conglomerates like Arthur Daniels Midland and votes from the Farm Belt (where 98 percent of the nation’s
ethanol plants are located), that has fuelled the ethanol bubble in the U.S., which doesn’t actually make any economic sense. The only scenario
in which ethanol production can be viable is where more energy-efficient food-stocks than the afore-mentioned are cheaply available, such as
sugarcane in Brazil, and/or where an abundance of cheap labor can substitute energy-intensive input with labor-intensive input, such as may
be possible to some extent in China.
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For these reasons we do not recommend investments in ethanol stocks or bio-diesel funds, but we do highly recommend investments in
agricultural commodities, with a major exposure to wheat. Of course, whether it makes economic sense or not, the ethanol madness, for as
long at it continues, will only serve to exacerbate the existing grain shortages and thereby put additional upside pressure on agricultural
commodity prices.

PRACTICAL DIVERSIFICATION.

Last month we looked at the principle of diversification, focusing on its ability to reduce the risk associated with a portfolio whilst actually
increasing potential long term returns.

One of our fundamental beliefs and one of the most significant rules of true diversification is the need to hold assets which are expected to
provide good returns during the entire period held. This can’t be guaranteed, but if you design a portfolio which you know has assets that will
perform poorly, then your style of diversification will suffer.

We totally disagree with the concept of holding a continuous core of high grade bonds within an equity portfolio in order to provide greater
stability.

The theory is that since bond markets often move in the opposite direction to equity markets, gains from bond funds can help offset losses
from equity funds, lowering overall portfolio volatility. However, bonds produce relatively poor-long term performance and in general they
should only be retained during periods where interest rates are falling. By holding bonds for the long-term you are reducing risk; however
the price you pay is a direct reduction in performance.

We advocate a core of cautious hedge funds which history (and we agree history holds no guarantee) has shown to produce higher returns
and lower volatility than bonds when held for the long-term. The chart below demonstrates this very well:
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ACTIVE COMMODITY MANAGEMENT - After being virtually ignored during the technology boom of the 1990’s, investing in commodities
has now become a hot topic.

The bulk of money allocated to the commodity sector has been invested in index funds, which passively track the price of a basket of commaodities.
Whilst index funds provide an easy way to gain exposure to a wide range of commodities, we also recommend actively managed commodity
funds, for 2 main reasons.

Firstly, commodities are not homogenous, in that they do not all rise and fall together. For example, whilst the price of many industrial metals
is at an all time high, the price for many agricultural commodities is at an all time low. In such circumstances, it makes sense to take a more
selective exposure to commodities, rather than buy a basket of every commodity and hope that they all rise together. There are also issues
regarding the composition of the underlying baskets, which vary widely between the different commodity indices.

Secondly, price relationships in commodity markets are extremely complex, and there are many opportunities for experienced fund managers
to generate additional returns above a passive index strategy. Apart from the complexities of supply and demand for each commodity, active
fund managers can also consider geographic spreads (e.g. the price of rubber in Singapore against the price in Tokyo), time spreads (e.g.
whether to sell a barrel of oil today, or store it and sell it in 6 months’ time) and the relationship between different grades or substitutes (e.g.
the price of soy bean oil versus the price of palm oil, or sheet rubber versus block rubber).

Although more expensive than an index tracking fund, an active commodity manager can add significant value not only through generating
additional returns, but also by limiting losses and reducing the volatility of a passive commodity index.
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