Unconventional Wisdom, Original Thinking September 2020

CANTILLON

Cantillon Effects F@
D

The Course of the Exchange

CONSULTING

«os o
(e \ Silver alone is the true
Demand ’ Petrodollar
/ o . . ')
R Pump; sinews of the circulation
aterials ‘Core’ CPI
\ targets Essai sur la Nature du Commerce
=7
‘Alternative Assets’ s
InduStry Financialization ’ ‘Chicken
i Raw Farmer’
Materials Investment

‘ MONEY &

Demand
‘ CREDIT N\
éustrian \ '
Busa{lﬁes(s)r(;ycle inancial‘in A Credit
CB/Fiscallibl \
TRADE &
Y INDUSTRY '
Raw Possible

Materials .
Spill-over New Tech;
‘Frontier

Markets’

‘Real Bills’

Fi sal Claims to existingredit Elasticity
PHIGREEE capital preferred

Assets, to construction of
RE, Art new

MONEY

&
Assets-lsizlallateral CREDIT Trade &
Industry

Dead Cat or Deep Value?

Since their Lockdown lows, commodities have pet-
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formed as well as any other asset, though they still re-

main generally depressed. Can they continue to rise?
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Whether he was just ‘doing God’s work’, or earning his speaker’s fee by telling the andience what they wanted to hear, Ex-Goldman
CEO and ]. Aron alumnus, Lioyd Blankfein, recently told a CME Group metals conference, “From an inflation perspective, as an

investor, 1 don’t think it's a bad thing to invest when the material sector has not received enough attention. Everyone thinks we will

never see inflationary pressure; that oil prices will never rise again. But 1 don’t think so.

"

Bloomberg News

Well, Lloyd, we're halfway with you as some of our

regular readers already know.

Certainly, we are running the same sort of extraor-
dinary inflationary risks that wartime economies
run when the State issues copious quantities of
what are effectively requisition chits for resources -
and has a good many of them monetized either di-
rectly or indirectly by the central bank. However,
just as during a time of conflict, that inflation is be-
ing partly suppressed as the same State acts to
dampen the recipients’ free use of the proceeds of
its issuance through rationing, embargoes, the clo-
sure of businesses deemed “non-essential’, and other

such restrictive measures.

As we never fail to be reminded, central bank bal-
ance sheets have exploded and - along with them -
their monetary bases. These, if not as translatable
into higher-order aggregate creation in quite the
mechanical manner the textbooks of the 60s and 70s
would have it, have nevertheless contributed to (as
well as augmented) rapid growth in commercial
bank credit extension, securities issuance, and mon-

ey fund growth.

Furthermore, where a private sector shackled, if not
actually incarcerated, by anti-COVID measures has
been struggling to regain its footing — and where
even those who have managed to regain an upright
posture have had to operate under the shadow of
newly-imposed local and threatened national lock-
downs, as well as to navigate a dizzying whirl of
stop-start policy pronouncements — much of private
business” will, not to say capacity, to put such credit

to active use has been sorely lacking.

Hence, what we have argued elsewhere is the seem-

ingly all too easy option to chase after supposedly
‘biosecure’ tech stocks, almost to the exclusion of all
else and hence, too, the corresponding lack of inter-
est in the materials of which our modern world is

built and by means of which it is powered.
Mind that Cat!

That said, since the late-April lows, commodities
have staged something of a partial comeback, if on-
ly relative to the awful, end-of-the-world depths
they plumbed when the epidemic was at its worst

and governmental responses at their harshest.

In reverse order, excess returns on the S&P sub-
indices since then have amounted to: Energy.
+78.0%; Base, +25.4%" Precious, +16.5%; Agri, +7.2%.
As a whole, the GSCI index has added 40.5%,
+14.1% Ex-Energy.

For comparison, the same 150 days has seen S&P
Growth put on 31.0%, Value gain 14.9%, the overall
index increase 23.7%. JNK has climbed 6.5%, LQD
5% and TLT has fallen 4.3% (all figures on a total

return basis).

So, while the rising tide has not lifted ALL boats
equally, neither has it left commodities entirely be-

hind to founder.

Of course, a rebound from panic-selling lows is one
thing: projections of uninterrupted gains are anoth-
er. Where Mr. Blankfein hits the nail only partly on
the head is that an increase in price for commodities
is not, per se, a necessary consequence of ‘inflation” —
though that latter disease is not generally an imped-
iment to their ascent — but can instead simply reflect
a quickening of demand not immediately able to

elicit a commensurate acceleration of supply.
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Here, over the longer haul, whether we are doomed
to fall victims to the Planners’ Utopian fantasies to
‘Build Back Better’, to launch a “‘Green New Deal’,
or — worse — to enforce a ‘Great Reset’, material de-

mand will again surely rise.
Castles-in-the-Air still need bricks

Though some luminaries such as the intriguingly
named Bernard Looney, CEO of Beyond Petroleum,
would argue hydrocarbons will not have much of a
place in such a world, it is the actions of such men
and women as he who are most likely to bring
about their partial substitution, not the benign way,
through supplanting them with economically supe-
rior techniques, but by failing to invest in their con-

tinued production and thus causing much avoida-
ble hardship.

Indeed, the more rapidly we do move along a path

to a goal of ‘Net Zero” which some of the more jaun-
diced among us already treat as synonymous with
“Year Zero’, the more this prescribed, narrow domi-
nance of the technological means of reducing
(direct) carbon emissions over wider calculations of
cost- and energy-effectiveness are likely to push up
the prices of all manner of capital-intensive, hard-to
-extract materials. Nor will the lot of those who per-
sist in such endeavours be much aided by the
spreading ‘Green Finance” and ESG initiatives — or
by the closet protectionism of, say, the EU’s pro-
posed ‘carbon borders’ - all of which threaten to
starve the world’s extractive and refining industries

of a good deal of much-needed capital.

You may well dream of a land- or seascape populat-
ed with endless expanses of vast, soaring wind-

mills, each feeding ‘clean” power to a water-

-] Bloomberg Commodity, M, Global Indexes
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electrolysis factory for the production of ‘green” hy-
drogen, but let us not forget that these things con-
sist of many tons of steel, and (oil-derived) compo-
sites; that they are each anchored in tons of con-
crete; that they are built, shipped, and erected with
the use of a great deal of other plant and equip-
ment; that power must be led from their widely dis-
persed, low energy-density networks to the con-
sumers of their output; that their design life is a
bare 20 years (though some studies suggest that
performance degrades appreciably over that time
and that offshore giants, in particular suffer much
more rapid wear from their aggressive marine envi-
ronment); and that meteorological vagaries mean
these things operate at best at around 25% of boiler-

plate capacity, in any case.

Then there is the question of the safe storage and
distribution of all that wondrous hydrogen; of the
power plants, the delivery networks, and refuelling
infrastructure needed to utilise it. There is the so
often overlooked issue of all the intervening, 2nd
Law of Thermodynamics, losses incurred in each
leg of this multi-stage process. Then there are the
copper wires, the transformers, the junction boxes,
the EV superchargers, and their battery packs as
well as the mighty, parallel architecture of back-up
generators needed for the frequent days when Holy

Mother Gaia is not feeling at her most beneficent.
And we haven’t even started on solar...
Everything’s a Risk

This may all squeeze sizeable quantities of coal, oil,
and natural gas out of the mix for electricity, heat,
and transport, as Mr Looney suggests —and ROIC
or EROEI be hanged! — but it will not necessarily
reduce our call on a whole host of the other materi-
als necessary to the maintenance of a modern civili-
sation, much less to the spread of that civilisation’s
bounties to a wider, aspirant fraction of the world’s

population.

It is clear that to bet on the performance of com-

modities in the short term is as fraught with risk as
it ever has been — especially with panic now mount-
ing everywhere in official circles about a self-
generated rise in coronavirus ‘cases’ that are largely
no more than the inevitable consequence of a much

-expanded testing regime.

But to dismiss them as of no consequence to the fu-
ture of one’s investments; to assume that
‘sustainability” wishfulness shrinks demand faster
than political obstructiveness limits supply; or to
exclude the possibility that people might once again
become eager to exchange what they decide is a sur-
plus of newly-printed money for the possession of
something much more tangible - is a similarly dan-
gerous proposition.

Sean Corrigan
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Though we all tend to focus on ‘Doctor’
Copper, other important barometer met-
als are also showing signs of life. Nickel
and zinc are both up around 40% from
the lows, near 10— and 15-month highs,
respectively.

Copper itself has broken trend, though
longs are beginning to look a little
heavy.

A further positive note is that the red
metal has been holding its own versus
the yellow for the past few weeks—
usually a sign of increased real-side op-
timism, lessened financial stress, and
lower appetite for ‘risk-free’ bonds.

Long may it last!
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Despite official denials, rumours con-
tinue to swirl about the availability of
basic food and feedstuffs in China—
what with disease, pest, flood & flu all
impacting supply.

Imports are accordingly elevated. Soy-
bean purchases were up 17.6% in the
first 7 months. Wheat imports were
more than double 2018’s total, corn
was 30.7% higher.

The Iron Rice Bowl must be kept
filled!

75,000

Money Manager Net Wheat position: Source - CFTC
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As the charts show, such factors have
not gone entirely unnoticed, but
corn has only so far seen short cover-
ing, driven by ‘derecho’ storm dam-
age in August, not excessive longs.
Wheat, too, does not look wildly
overstretched. Drought in the Black
Sea region is the trader’s hope and
farmer’s fear, here
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Disclaimer

All content is intended to give general advice only. The investments and instruments mentioned therein are not necessarily suit-
able for every individual and you should use this information in conjunction with other advice and research to determine its
suitability for your own circumstances and risk preferences. The value of all securities and investments, as well as the income
derived from them, can fall as well as rise. Your investments may be subject to sudden, often substantial, declines in value
which may not be recoverable; others may expire worthless after a specified period. You should not buy any of the securities or
other investments mentioned with money you cannot afford to lose. In some cases there may be significant charges which may
reduce the value of your investment. You run an extra risk of losing money when you buy shares in certain securities where
there is a large difference or ‘spread’ between the buying price and the selling price, a circumstance which means that, should
you sell them immediately, you may get back much less than you paid for them. In the case of investment trusts and certain
other funds, these may use ot propose to use the borrowing of money in order to inctease the size of their exposures and/or
invest in other securities with a similar strategy. As a result, movements in the price of the securities may be more volatile than
the movements in the prices of those underlying investments. Some investments may involve a high degree of such borrowing
(often referred to as ‘gearing’ or ‘leverage’) This means that a small movement in the price of the undetlying asset may have a
disproportionately large effect on that of your investment. Accordingly, a relatively small adverse movement in the price of the
underlying asset can result in the loss of the entirety of your original investment. Changes in rates of exchange may have an ad-
verse effect on the value or price of the investment and you should be aware that additional dealing, transaction, and custody
charges for certain instruments may result when these are not traded in your home currency. Some investments may not be
quoted on a recognised investment exchange and, as a result, you may find them to be ‘illiquid’. You may not easily be able to
trade your illiquid investments and, in certain circumstances, it may become difficult, if not impossible to sell the investment in
a timely manner and/or at its indicative price. Investment in any of the assets mentioned may have tax consequences regarding
which you should consult your tax adviser. All reasonable care has been taken to ensure that all statements of fact and opinion
contained in the either written or spoken form are fair and accurate in all material respects. All data is from sources considered
to be reliable but its accuracy cannot be guaranteed. Investors should seek appropriate professional advice if any points are un-
clear.

Copyright ©2020 Cantillon Consulting Sarl. Any disclosure, copy, reproduction by any means, distribution, or other
action which relies on the contents of such materials, made without the prior written consent of Cantillon Consulting,
is strictly prohibited and could lead to legal action.
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