
 

 

 

 

 

This document must be treated as a marketing communication for the purposes of Directive 2014/65/EU (as enacted into the laws of England and Wales, Scotland 
and Northern Ireland by regulations made under the European Union Withdrawal Act 2018) as it has not been prepared in accordance with legal requirements 
designed to promote the independence of research; and it is not subject to any prohibition on dealing ahead of the dissemination of investment research. 

   

Rising cost of food – it’s only just begun 
The 30-year improvement in living standards due to 
stable/reducing food prices is reversing sharply, with food 
returning to a material proportion of consumer spend as inflation 
is likely to top 10%. This will result in a sharp increase in food 
poverty in the UK, but far worse in many other countries. Riots 
and regime change are already occurring and we are only at the 
start of the increases. Food security will become increasingly 
pressing and countries are likely to focus on their own 
requirements rather than allow free trade. We look at the impact 
of the war on food supplies and prices across our sector coverage. 

 

Reduction in supply from Ukraine and Russia 

There is no doubt that the war has caused a major jolt to the supply of food given 

how important Ukraine and Russia are in the global system. Normally, 

demand/supply for food are largely in balance and it only takes a minor shift to 

cause a material change in pricing – this is far larger than a minor shift and will 

last far longer than previous price spikes (eg 2009-11). 

Unhelpful weather conditions 

Food prices were generally rising ahead of the war due to unhelpful weather 

conditions in a number of areas (eg Great Plains, South-East Asia) and 

constrained supply due to Covid-19. This will take time to reverse and yields will 

not mitigate the pain in the short term. 

Sharp price increases 

The price increases are large, widespread and still coming through. We have 

known about wheat (+35% YTD) and palm oil (+40%) for a while, but dairy and 

pork increases (+20% in the UK over the last two weeks) are only now starting to 

come through. 

Severe impact in MENA and elsewhere 

It may be painful in the UK, but that’s nothing compared to the increase in the 

cost of living in a number of countries, particularly those with a high level of 

imports from Russia and Ukraine. These have to contend with both price surges 

and insecurity of supply. Some countries have major exposures, with Eritrea 

getting 100% of its wheat from Russia and Ukraine and Turkey over 80%. Food 

is often a key driver of insecurity, protests and regime change. The issues in Sri 

Lanka are not down to Ukraine, but show what happens when food prices soar. 

In Peru last week, the government imposed a state of emergency and curfew 

responding to riots relating to food and fuel prices.  
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Security of supply 

Like many sectors, food has become a globally-traded product where access to 

inputs and outputs has not been an area of concern. This is changing with the war 

in Ukraine, where key inputs (eg fertiliser and wheat) are in short supply. We 

will increasingly see countries looking to protect their home markets (eg by 

restricting exports) or weaponising exports (eg Medvedev stating that food 

exports could be restricted to ‘friendly countries’). 

Broad range of sectors affected 

Although the focus is on food, the higher costs affect a broad range of sectors. For 

example, cotton prices have risen 130% YoY and will impact the apparel sector, 

and barley prices are +20% and will impact the brewing industry. Palm oil prices 

are +75% and coconut oil +30%, which will affect cosmetics and household 

products.  

Ukraine and Russia – vital suppliers of agricultural products 

Ukraine and Russia are major exporters of a broad range of key crops, as shown 

in the following table. 

Table 1: Proportion of global exports 
Source: USDA, Ukrainian State Statistics 

 Ukraine Russia Combined 

Barley 15% 10% 25% 

Maize 3% 14% 17% 

Sunflower 50% 20% 70% 

Wheat 10% 16% 26% 
 

 

Russia is also a key exporter of fertilisers, with 23% of ammonia exports, 14% of 

urea and 21% of potash. In addition, Belarus represents a further 18% of global 

exports of potash. 

Impact of war and sanctions 

It is too early to be precise about the scale of the impact of the war on Ukrainian 

farming, but the extent of the reduction in production is becoming clearer.  

The Ukrainian Agriculture Minister has suggested that the spring crop sowing 

area will reduce from 15m ha to 7m ha. The Ukrainian government has urged 

farmers to continue planting, but this may not be possible for numerous reasons.  

 Parts of the country are clearly impossible to plant given the spread of the war. 

Many farms will have damaged infrastructure, having been impacted by 

attacks.  

 Large numbers of farm workers will have joined the army. Ukrainian farms are 

allowed to keep 50% of labourers as agreed by the Ministry of Defence and 

the Ministry of Agrarian Policy & Food.  

 Access to finance will severely impact ability to purchase key inputs. 

 Diesel has to be prepaid and is expected to run out (for agricultural purposes) 

over the next few weeks. According to the FAO, only 20% of the large 

agribusiness operations have enough fuel for spring planting. The majority 

(two-thirds) of diesel used to come from Russia and Belarus. 
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 Ukraine imported one-third of its fertiliser requirements, of which 46% came 

from Belarus. 

According to the FAO access to seeds has fallen by 42%, fertiliser by 60%, 

pesticides by 72% and equipment by 59%. This means that even if land is 

planted, yields will be severely impacted. 

Even if crops are harvested, there will still be a huge drop in exports: 

 Transporting and storing products will be impacted. 

 The majority of exports went through the Southern ports, which are all closed. 

Other routes will have logistical issues (eg track gauges) and capacity 

restrictions. There have been some exports by rail, but only at c.10% of 

previous levels. 

 Understandably, crops being planted will be focused on those suitable for 

home consumption, so peas, barley and oats instead of maize and sunflowers. 

 Ukraine has banned some exports of food and fertilisers in order to ensure 

home supply. 

It is important to know the timing of plantings and harvesting in Ukraine to 

understand the extent and how long the impact will last for (assuming a peace 

settlement is achieved). The following chart shows which crops are sown in 

spring. 

Chart 1: Crop planting schedules, production & exports 
Source: AHDB 

 

 

Winter wheat was planted last autumn, so is already in the ground. The crop is 

due to be harvested in July/August. However, the expectation is that at least 40% 

will not be harvested due to being in occupied/war-affected areas. Sunflowers are 

planted during April and May and harvested mid-September to mid-October. 

Maize is planted in late April/early May and harvested in mid-September. 

Spring barley is typically planted from the end of March to May with harvesting 

from July to September. Rapeseed was planted last autumn and is harvested in 

the spring. 

From a regional perspective, maize is grown across the central areas of Ukraine 

and wheat is mostly across Southern and Eastern Ukraine. The Kharkiv and 

central region is important for sunflowers and the western region is most 
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important for rapeseed. This link is a good source for the key crop-growing 

regions in Ukraine. 

All of this means that crops will not recover until at least next summer and that 

requires peace to be restored by the autumn. Even then, the severe impact on 

farmer income and infrastructure means that recovery will take some time. For a 

proper recovery there will need to be considerable overseas investment in the 

Ukrainian agriculture sector. Given its importance to the population and the 

economy, this should be a key focus post war. 

Here is recent data for crop plantings in Ukraine. 

 

Chart 2: Plantings in Ukraine 
Source: UkrAgroConsult 

 

 

Forecasts for exports have been reduced materially. The chart below shows 

product that has already been shipped and the initial reduction in forecasts. 

 

https://ipad.fas.usda.gov/rssiws/al/up_cropprod.aspx
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Chart 3: Export forecasts 
Source: UkrAgroConsult, USDA 

 

 
 

Russian crop production should be largely unaffected by the war, however there 

will be restrictions on exports, both due to sanctions and transport difficulties. 

Sanctions mean that many countries will no longer accept product direct from 

Russia and new markets will be required. Transportation issues revolve mainly 

around the ability to ship product through the Black Sea. A number of the 

leading shipping businesses (eg Maersk, MSC and CGM) have pulled out of 

taking shipments from Russia. Other shippers will step in, but there will also be 

major security issues on the route, not least with mines in the Black Sea and 

some ships having been attacked by Russian missiles. 

In addition, Russia is also prioritising its home market, with a ban on grain 

shipments to former USSR states until the end of June. There are also bans on 

export of sugar and sunflower seed until the end of August. Nonetheless, some 

wheat exports are continuing, which are largely to Turkey, Egypt and 

Kazakhstan.  

 

Unhelpful weather conditions 

In general agricultural commodity prices were increasing before the war due to a 

combination of demand recovering post Covid and supply constrained due to 

weather conditions and Covid impacting labour. Examples include: 

 Drought conditions from Canada’s Prairies through the entire Western US. 

The last occurrence of a prolonged La Niña was in 2010-12. Indicators are 

suggesting this La Niña will be around through the entire spring and some 

forecasters suggest it will linger into the summer. 

 Dry weather in Indonesia and Malaysia is affecting palm oil supply. 

 Drought in Turkey has reduced wheat production by c.10%. 
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 Heavy rain has affected soybean harvesting in the Mato Grosso region in 

Brazil. 

Climate conditions impact on supply dynamics every year, so there is nothing 

surprising about this, it is just that short-term dynamics are unhelpful for global 

supply.  

Country impacts  

Many countries will be seriously concerned about the ability to secure ongoing 

supplies. For example, the following chart shows the major dependence on Russia 

and Ukraine for many countries. 

Chart 4: Wheat supply 
Source: FAO 

 

 

The countries most exposed will need to find alternative supplies urgently. This 

may well prove problematic given the overall shortage of wheat, combined with 

the issue of securing new logistics supply. We do not have clarity on the absolute 

levels of stocks in these countries, but they are unlikely to be plentiful. As an 

example, Tunisia stated on 25 February that it had stocks of hard wheat and 

barley until the end of May and common wheat until the end of June. Tunisia 

imports 30% of its hard wheat and 90% of common wheat. 

There are clear risks of civil unrest and political turmoil given the importance of 

food availability and pricing in numerous countries. Recent examples are Peru 

and Sri Lanka. 
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A state of emergency and curfew was imposed last week in Lima in Peru in 

response to demonstrations over rising food and fuel prices. The curfew was 

subsequently lifted as it was seen as too authoritarian, but a one-month state of 

emergency has been declared. 

The issues in Sri Lanka were not caused by the outbreak of war, but it will 

exacerbate a self-inflicted problem as the increase in food prices and drop in the 

currency will multiply the issues. The President is still in place but the majority 

of the ruling coalition have resigned. Fuel and food are in short supply and the 

government is seeking a bailout from the IMF. The reason that this is partially 

self-inflicted is because of a decision in April 2021 to replace all chemical 

fertilisers with organic substitutes, which was designed to reduce the material 

import cost. However, this has impacted yields with rice production down over 

40% and maize down 85% as many farmers chose not to plant. Tea is another 

important crop and the data for February shows a 20% reduction on the prior 

year. This disastrous policy demonstrates the vital role that fertilisers and 

pesticides play in crop production – going organic has real consequences. 

Thankfully, the decision to ban fertilisers and pesticides has been reversed – the 

question now is whether farmers will be able to afford them. 

Sharply rising prices 

Many of the key global agricultural prices have increased materially in recent 

weeks. The following chart shows the increase across a range of fertilisers. 

Chart 5: Fertiliser prices index 
Source: World Bank 

 

 

This shows that prices increased by 21% on the previous month and 128% on 

the prior year.   

Among the many commodities moving up sharply are key animal feed 

ingredients, as shown below. 
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Chart 6: Core feed prices 
Source: Trading Economics 

 

 

This shows the upwards trends prior to the war and the price spikes as war broke 

out. Wheat is currently +35% YTD and +60% YoY with corn +25% and +40% 

over the same periods. 

Unsurprisingly, this is feeding through to end market prices, which are being 

exacerbated by higher fuel and fertiliser costs as well as labour. 

Chart 7: Protein prices 
Source: Trading Economics 

 

 

This shows US prices, which were distorted by the Covid impact on the supply 

chain last year, but the recent trends are showing firm increases, particularly on a 

two-year view. The following chart shows the long-term movements in UK and 

European pig prices. 
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Chart 8: UK and EU pig prices 
Source: AHDB 

 

 

Pig prices tend to be volatile and driven mostly by supply dynamics. Prices in the 

UK and Europe had been weak over the last year due to excess supply and the 

impact of falling Chinese prices. This was starting to reverse in 2022 as supply 

reduced and prices have started to accelerate rapidly, with UK prices +20% in 

recent weeks and European prices +40%.  

The following chart shows the profit/loss position for UK producers and 

demonstrates that the pig industry was under severe pressure even before the 

recent increases in input costs.  

Chart 9: UK pig producers’ P&L 
Source: AHDB 

 

 

This has been due to a combination of low prices and rising input costs. The 

latter are increasing materially, as shown below. 
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Chart 10: Rising costs of production 
Source: AHDB 

 

 

This shows the cost of production rising to c.190p per kg, which compares to 

pricing currently at c.155p. Pig prices will have to rise significantly to reflect this 

fairly quickly, otherwise producers will be going out of business. 

UK dairy prices have also been increasing significantly, as shown below. 

Chart 11: Rising dairy prices 
Source: AHDB 

 

 

This shows the milk price rising to 35ppl, an increase of c.20% year on year. A 

number of the retailers operate a cost-plus model and the latest increases are not 

yet captured in the chart. For example, Tesco will increase its milk price to 

farmers to 40.84ppl in May compared to 34.16p currently, which is an increase of 

20%. Milk derivatives (powders, butter and cheese) are increasing by a similar 

quantum YTD, but are substantially higher on a year’s view (eg butter +c.60%). 
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The vegetable oil complex has also moved substantially higher, with lower 

production of palm oil exacerbated by greater use as biodiesel and the impact of 

the war on the supply of sunflower oil. 

Chart 12: Soaring vegetable oil prices 
Source: Bloomberg 

 

 

Palm oil (the white line) is +c.40% YTD and +75% on a year’s view with the 

other vegetable oils moving broadly in tandem. Vegetable oils are used as cooking 

oil and in a broad range of food (eg biscuits and ice cream), as well as cosmetics 

and household products. 

Food to rise as proportion of consumer spending 

There has been a long-term downward trend in spending on food as a proportion 

of total spend (apart from the abnormal Covid period), as shown below. 
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Chart 13: Trend in food as proportion of consumer spending 
Source: ONS 

 

 

This has been driven by the globalisation of agriculture, improving yields and 

price-led competition in the food retailers reducing gross margins. This has been 

a material driver of improving living standards and reduction in food poverty. 

The impact will be felt most clearly at lower income levels, who have a materially 

higher proportion of spend on food.  

Chart 14: Average share of household spend by income decile 
Source: ONS 

 

 

This chart shows that, for the bottom 20% of consumers, food and drink 

represent c.17% of weekly spend compared to c.11% for the top 20%.  

 

Food inflation increased to 5.2% in March, according to Kantar, but will rise 

sharply higher as the impact of the war across a broad range starts to be felt. For 



 

 

 Food Inflation 

 11 April 2022 

 

 13 

example, producer prices for core staples such as milk and pork only started to 

increase materially at the end of March and will take time to feed through into 

retail prices. 

 

Consumer Goods 

In general, rising inflationary costs are challenging for the food sector, given that 

the food retailers use price as a key driver to attract customers. In the current 

environment, the scale of cost increases (already >10%) is so large that the 

producers have to pass it on. Nonetheless, this will be challenging and there are 

inevitably delays. 

Food Retail 

Inflation is normally helpful for food retailers, but the scale this time may be more 

challenging given that it could impact demand. In addition, the retailers will have 

seen the impact of Covid on staffing levels resulting in greater use of temporary 

labour. Fuel should be a mitigating factor, given that Asda and Morrisons are no 

longer price leaders. Given the scale of price increases, food prices will need to 

rise significantly and materially higher than the current inflation rate of 5.2%. 

The scale will depend partly on the increases put through by Aldi and Lidl. They 

gained material share during the GFC and the majors will not want to repeat 

their mistakes. 

 

Healthcare 

The recent increase in feed prices adds to the sharp increase in prices last year, 

which had already materially increased costs for producers. This inevitably puts 

pressure on producer confidence as the higher input costs raise the cost of 

production and level of working capital and it takes time for end prices to reflect 

the increases. This is now starting to happen with pig prices in Germany +60% in 

the last six weeks, Spain +25% and the US +5%. Prices in China continue to be 

depressed, likely due to ongoing Covid-related restrictions. Milk prices are also 

starting to rise, with US milk prices now +25% YTD and the recent changes in 

the UK, with Tesco increasing prices by 20% from May.. 

 

Industrials 

There may be some impact on the demand side as higher cotton prices feed 

through into consumer prices. Cotton prices are +30% YTD and +130% YoY. 

However, cotton is just one part of the cost matrix and the increase reflects a 

move from 75cents for a pair of jeans towards $2, so this increase should be 

relatively easy to recover. 

More importantly, demand is continuing to recover post Covid, supply chains are 

being restocked and some of the supply challenges are diminishing (eg Vietnam). 
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Demand continues to be strong as evidenced from recent releases from the 

athleisure companies.  
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Investment Companies 

Within investment companies, Exposure to food inflation would have been 

through the targeted underlying crop exposures, which would have been 

diversified and include soybean, corn, sugar/ethanol, blueberries, avocado, citrus 

and vegetables. As security, the loans would typically have a charge over 

farmland in excess of the loan value, and pledges relating to crops and 

commercial off-take contracts in excess of the annual debt service (principal and 

interest). Therefore we would have expected a period of strong food inflation to 

be beneficial from an agricultural lender’s perspective as collateral levels and debt 

serviceability should improve, providing that high(er) inflation does not 

dramatically reduce the appeal of owning debt investments. However, the 

company announced on Friday 8 April that it had paused its IPO process at the 

current time, citing the challenging market backdrop and world events. 

 

Mining 

New fertiliser supply relief looks 4-5 years away 

Russia’s invasion of Ukraine and the resultant sanctions imposed on Russian 

entities have prompted a dramatic tightening of fertiliser markets. This has 

impacted all three main fertiliser groups: potassium, nitrogen and phosphates. 

From a UK mining sector perspective we shall focus here on potash.  

The harsh reality is that the world cannot do without Russian and Belarusian 

potash. There is not even the theoretical spare capacity in Rest of World 

operations to cover the 26-27Mt potash that Russia and Belarus produce. We see 

a theoretical 10Mtpa gap between RoW production and capacity. However, this 

would require operations to sustain production rates that have never been 

achieved historically. As such, we suspect the 43-44Mt produced in 2021 

represents a real world production ceiling for 2022 and 2023.  

Looking across the market now, we see no significant new supply likely before 

2025E. This suggests that potash prices are likely to stay at elevated levels for the 

next few years, given what looks a sustained supply deficit. 

Chart 15: US cornbelt delivered potash prices  
Source: Bloomberg 
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Given US corn growers gain a 6-7% yield increase via potash application, the 

impact on global food supplies of reduced application rates is clear.  

Russia and Belarus produce approximately 38% of global potash output 

Russia and Belarus supplied nearly 27Mt of muriate of potash (MOP) into world 

markets in 2021 (we estimate – Belaruskali has yet to release production or 

shipment data). This represents approximately 38% of global output. Their 

exports are a little less – some is consumed domestically.  

2021 saw record MOP shipments of about 70Mt, up from 2020 shipments of 

68.8Mt. The market looks to have been undersupplied. Chinese and Indian 

inventories of MOP drew down approximately 1.4Mt, suggesting that end 

demand was well over 71Mt. This is a record demand level. It also highlights the 

requirement for Russian and Belarusian material in meeting present demand.  

Chart 16: Russian & Belarusian potash capacity and output  Chart 17: RoW cannot replace sanctioned potash 
Source: Company data, Bloomberg  Source: Company data, Peel Hunt estimates 

 

 

 

 

There is theoretical spare capacity of around 10Mt MOP outside of Russia and 

Belarus. This represents less than 40% of the output from Russia and Belarus.  

RoW output sat at 82% utilisation in 2021, down on 2020 levels. Potash demand 

was at record levels and prices in the US cornbelt rallied 120% over the course of 

the year. Given this, we think actual output of 43-44Mt is a realistic production 

ceiling – at least for 2022 and probably 2023 too. Nutrien itself claims a further 

6Mt capacity to “nameplate” but does recognise that releasing this “capacity” 

requires both time and significant capital spending. It has yet to announce 

projects to release any of this potential.  
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Chart 18: Rest of World capacity utilisation hovers around 80-85% capacity 
Source: Company data, Bloomberg 

 

 

 

These charts make clear that there is no easy substitution for sanctioned potash, 

even if all Rest of World mines could jump to 100% of capacity. As the chart 

below suggests with world utilisation at 82% in 2021 and an undersupplied 

market, even this is probably a vain hope. 

Looking at potash demand, the areas impacted by the loss of sanctioned 

fertilisers are Latin America (particularly Brazil), SE Asia, including India, 

Europe and China. It is unclear if large markets such as China could release 

domestic production into the Pacific market and replace domestic output 

(~8Mtpa) with sanctioned tonnes.  

Latin American markets – consuming c.16Mtpa but producing less than 2Mtpa –

look under particular stress. 

Chart 19: Regions producing potash  Chart 20: Potash consuming regions 
Source: Company data, Bloomberg  Source: Company data 

 

 

 

 

Nutrien estimates that applying potash adds 11-12 bushels of corn per acre to the 

average US farm. With recent US yields around 170bu/acre this equates to a 6-

7% lift in yield output from using potash.  

Potash is a relatively unusual fertiliser in that it remains in the soil and therefore 

the 2022 harvest may be able to “mine” residual potash left from previous 

applications in 2020 and 2021.  
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However, if farmers do this it suggests that 2023 and 2024 potash demand will 

remain strong as farmers will need to catch up on applications to keep yields up.  

This suggests that demand is likely to remain high by historic standards for the 

next few years. We note that rising meat consumption is also driving up demand 

for animal feedstuffs. As this trend continues, it is likely to drive rising demand 

for potash applications as farmers try to keep up with crop demands. 

Long-term supply tightness – no new capacity before 2025 

Looking out to 2025E we see four large (ie multi-million tonne) projects under 

development, all of which are in Russia and Belarus. Slavkaliy’s project in 

Belarus (a 2Mtpa project, financed by Chinese backers) has been on hold since 

mid-2021. We suspect this is true of Uralkali’s, Acron’s and Belaruskali’s projects 

as well now that Western kit suppliers (particularly for the plant equipment) 

cannot complete on supply contracts.  

Collectively, we estimate this threatens the medium-term delivery of over 13 Mt 

of new capacity. The fact that all these projects are many years behind original 

start dates also suggests that sanctions imposed pre the invasion of Ukraine have 

already had a significant effect.  

We suspect that in reality the production hit could well be larger. In the absence 

of Western kit, existing operations may also suffer from reduced maintenance of 

both plants and mines, meaning a risk of lower output over time. These 

restrictions will also challenge Uralkali’s sustaining projects as it is still trying to 

recover from flooding events in 2014 at its Solikamsk operation. 

From Western sources we see two identified large scale projects –BHP’s long-

awaited Jansen project and Anglo American’s polyhalite Woodsmith project (not 

strictly a potash project, on a grade equivalent basis it is equivalent of a 2.5Mtpa 

MOP mine). There is a “third” project – namely the release of the theoretical 

6Mtpa capacity in Nutrien’s operations – but no details are available over 

timeline or cost so we exclude it from our analysis. 

 

Retail 

News rather goes from bad to worse for the retail sector at the moment. 

Consumers obviously respond to their own financial situations, but headlines in 

the papers also affect their behaviour and it is fair to say that it has been one-way 

traffic this year. We do not see a change in direction of this news flow any time 

soon, and the rise in food prices will be another dent in perception and reality for 

shoppers, and this will doubtless lead to lower volumes for some.  

Thus far in 2022, however, there has been little change in customer behaviour, 

despite the fact that many prices have risen sharply already. Some headline 

forecasts have fallen but in the majority of cases this has been down to 

companies’ rising cost bases as opposed to top line concerns. Indeed, some 

retailers in sub-sectors that you might imagine would be under pressure have 

shown very strong performances so far this year.   

Sanctions threaten over 13Mt of 
new capacity under development in 
Russia and Belarus 

The West has two large projects, 
neither look likely to produce before 
2026 

John Stevenson 
+44 (0) 20 7418 8859 
john.stevenson@peelhunt.com 

Jonathan Pritchard 
+44 (0) 20 7418 8815 
jonathan.pritchard@peelhunt.com 
 



 

 

 Food Inflation 

 11 April 2022 

 

 19 

However, we think that households are facing an “ouch” moment right now as 

utility bills start to rise this month and NI contributions rise as well. Therefore 

their disposable income is starting to come under pressure and increasing food 

prices as time goes on will harm it further.  

Worst hit, of course, where food inflation is concerned will be the less well-off, 

where food is a large part of their monthly outgoings, but with fuel and energy 

prices rising there is no doubt that inflation will harm non-food retail industry 

volumes. We expect that certain spends will stay robust: after two years of 

staycations, it is likely that the need/desire to travel abroad for a summer holiday 

will be something that is not given up lightly (even if historically long-haul travel 

has been pressured in recessions). Indeed, bookings look extremely robust. 

Fashion surrounding holidays/festivals etc may hold up OK, but a small counter 

to that argument is that this sector may see even more inflation as cotton prices 

rise. There is no doubt that something has to give in Retail. The chart below 

shows the elasticity of demand for some of the sub-sectors in the industry.  

 

Chart 21: Elasticity of demand in retail sectors 
Source: OC&C 

 

 

One interesting discussion surrounds disposable income and sentiment in 

different age groups, and it may be of some solace to holders of sports retail 

names.  Younger people will be seeing increases in their take-home pay as the 

minimum wage rises. Of course they will be impacted by higher food and fuel 

prices, but many of them live at home and it will be their parents that wear the 

added cost of energy, etc. So younger people’s lot may not be so bad. And a new 

pair of trainers every month has historically been one of the last things to “go” in 

previous downturns.  

Also on the more inelastic side is the spend on pets, and more specifically pet 

food. There is no doubt that input costs into pet food are rising materially: 

without wishing to go into too much detail of the ingredients of a tin, proteins, 

wheat, etc have all seen material price rises. We have had some interesting 

discussions on the elasticity of food demand for pets and our firm view is that the 

price rises that we have seen so far (5-6%) look on the low side and there may be 

more to come, but they may not have a material impact on volumes. Pets’ palates 

have become more sophisticated but it has always been difficult to get them to 
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change their eating habits. Often the nose will be turned up at a new offering. 

And even if it isn’t, quite often a new diet may lead to the pet becoming poorly 

short term.   

Support Services 

Margins in the Feed business have been under pressure for the last year as 

suppliers have been passing on rising input costs. This will continue over the 

summer given the latest increases in input costs.  

 

 

Travel & Leisure 

 

Hospitality companies 

Exposure 

In the hospitality sector, the restaurants and food-led pub operators are the most 

exposed to rising food costs.  

Chart 22: Purchasing as a percentage of sales 
Source: Company accounts, Peel Hunt estimates 

 
 
Over the last decade, demand has shifted towards fresh, locally-produced 

products. For bulk commodity items, the larger quoted operators have tended to 

fix purchasing prices, where possible. These trends are unlikely to fully shield the 

operators from food inflation; we have heard of suppliers warned that they would 

go out of business if they could not pass higher wholesale prices on. 

During the pandemic, the sector has become more orientated to food sales, in 

part due to the VAT cut and social-distancing regulation favouring food over 

drink. Also, many restaurant chains have become heavily reliant on food delivery 

sales, a trend that has moved the sales mix even further away from drink. 

We estimate that a 10% increase in food costs would require restaurants to 

increase menu prices by c.2% in order to maintain cash margins. The equivalent 

ratios would be c.1.6% for food-led pubs and less than 1% for the wet-led pub 

and bowling operators. The gym operators have almost no exposure. 
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Ability to pass on higher costs 

There is a conundrum between being a premium and a discount operator at times 

of high cost inflation.  

 Discounters have to sell more volume to generate the same sales. Thus, they 

are more exposed to rising costs, which they then have to pass on to more 

price-sensitive customers. 

 Premium operators are therefore less exposed unless they are having to raise 

prices to levels (for example, to £10/pint in parts of London) that are going to 

repel customers. 

The process of passing on cost increases may be easier for food than drink as food 

is a less homogenous product, with the option of adding more premium options. 

We expect all of the pub and restaurant sector to raise prices. The challenge is 

that demand is likely to continue to shift to the off trade.  

Winners and losers 

There are few winners. While the pubs and restaurants have to increase prices, 

there is limited pressure on the low-cost gym and bowling operators. Thus, either 

price differentials increase, or the latter raise prices to boost profitability. 

In delivery, its franchisees have enjoyed an enormous VAT cut windfall over the 

last two years. This can finance all planned expansion and any cost increase. 

Domino’s and its franchisees share a gross margin of 85%, implying a small 

purchasing cost base.  

Table 2: Average lager price (pint) 
Source: CGA, company websites, Peel Hunt  

(£) 

On trade  

(December 2021)  

Tesco 

(31 March 2022) 

 Aldi 

(31 March 2022) 

Premium 4.50 2.01 1.37 

Off-trade discount (%)  55 69 

Standard 3.68 0.86 1.01 

Off-trade discount (%)  77 73 
 

 
Restaurants rank highest amongst the losers from higher food costs. Restaurant 

footfall has already fallen by c.20% vs pre-pandemic levels, and raising prices will 

not help this trend. At the same time, the restaurant operators do not want to 

become over-reliant on delivery. According to CGA, delivery has already 

reached 26% of managed restaurant sales, a level from which is limited scope for 

growth without undermining the in-store dining experience (due to increasing 

waiting times and the number of delivery drivers in the restaurants).  
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Chart 23: Change in supply between 1Q20 and 1Q22 
Source: CGA, Companies, Peel Hunt 
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