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Weekly - October 4, 2021 

When a - much - too solid first round… 

¨ A common policy adage on the response to large swings in international food and 

commodity prices in general is that the central bank should accommodate “first-

round” effects but respond to “second-round” effects. What is meant by first-round 

effects is not always explicit, but they are usually assumed to capture the direct 

impact of commodity price shocks on the consumer price index (CPI). ¨ 

IMF WP/15/33, February 2015 

 

Our major central banks have been hoping that, as usual, the best ¨remedies¨ to 

rising prices are just… rising prices. Indeed, historically, most cyclical rebounds in 

commodities end up rather quickly, as causing a decline in demand and then a 

drop in prices. It took a lot of oratory skills from Mr. Powell - and a little luck 

(namely China help) - to maintain this narrative, as the commodity price boom 

kept on accelerating. The end of the tunnel is far from being in sight, as the post-

pandemic reality imposes an objectively more granulose analysis: 

 

A. Firstly, consumer demand is strong and resilient and is likely to do so in 

the medium-term as it compensates for the deficit caused by the 

confinements. It may even prove more resilient than usual given the 

massive injections of purchasing power by the public authorities, which are 

reflected in a high savings rate.  

B. Secondly, and this is much worse for our issuing institutions, the issue not 

only relates from excess demand, but also from problematic supply. 

Indeed, the supply side is no longer able to keep up, due to numerous and 

multiple disruptions. It is not only basic prices that are soaring. The prices 

of global materials and of several intermediate products like electronic 

components, lumber and cement are also experiencing - sometimes 

temporarily - feverish surges.  

 

Those who still have doubts only must, for example, analyze the moans of real 

estate developers and manufacturers of cars, smartphone / games consoles, etc. 

which announce unprecedented deliveries delays. Incidentally, there is a serious 

economic theory that states that delivery delays are a form of hidden inflation, 

which, when prolonged, inevitably leads to higher final prices. 

First-round inflation is more insidious and durable than expected 

Leading central bankers are just starting to recognize this with their tails between 

their legs 

PERFORMANCES  2021 

 EQUITIES  

 MSCI World +12.4% 

 S&P 500 +16.0% 

 Nasdaq +13.0% 

 Stoxx 600 +13.5% 

 SPI +12.5% 

 Nikkei +3.6% 

 China -6.6% 

 Emerging -3.5% 

  

 BONDS  

 CHF Corp  -0.1% 

 US Govt -2.2% 

 US Corp -0.9% 

 US HY +4.5% 

 EUR Gvt -2.8% 

 EUR Corp -0.1% 

 EUR HY +3.2% 

   

 CURRENCIES  

 USD index +4.4% 

 EURUSD -4.8% 

 EURCHF -0.3% 

 USDCHF +4.8% 

 USDJPY +7.7% 

 EM FX -4.1% 

  

 COMMODITIES   

 Gold -7.8% 

 Silver -15.3% 

 Brent +53.4% 

 Copper +20.8% 

 CRB index +37.3% 
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… raises the odds of a – delicate – second round 

Most economists fear not only that the first-round effects 

will be more invasive to the economy than usual. They 

are warily contemplating the emergence of second-

round ripple effect on wages. Politicians - and even the 

Fed - are to some extent aware of this, hoping that if 

measured, it could virtuously reduce the inequalities 

created in recent years.   

 

Early - clear - signs of second round inflation 

Source: The Atlanta Fed’s 

 

The potential problem is that wage increases are rarely 

measured and timely. When they do start, it is often 

more like the story of the genie that comes out of the 

bottle... For the record, the German unions have just 

given up sticking their wage demands to the inflation 

target of the central bank – 2.0% - but will now consider 

the actual inflation - 4.5% -! And strikes are looming. 

Central banks hate the inflationary spiral that sets in 

when wages chase the - unbridled - rise in consumer 

prices. For sure, in the 1970s, this process ended very 

badly. Fortunately, we are not there yet, not by a long 

shot.  

 

Leading indicator announces further tensions 

By ¨prudence¨, since the pandemic, the Fed, ECB, and 

BoJ have increased the inertia - the latency - of their 

responsiveness to macroeconomic developments. 

Understandable when facing an external, unknown, violent 

shock like the pandemic. Today, the risks of procrastination 

- a form of denial - by our central bankers exist. As proof, 

many other central banks, of more average size (UK, 

Canada, Australia, Norway, etc.) are integrating it into their 

much more forward-looking action. 

 

By dithering too much during the summer, the Fed is now 

in a bind with the economic slowdown and the surge in 

prices. The various events linked to the more or less forced 

resignations of two (soon to be three?) Fed members are 

adding spice to the current situation. 

The risk of mis-calibrating monetary policy is increasing 

exponentially 

China PBoC is also facing a serious challenge with the real 

estate crisis 

• Q4 looks perilous for G2 plus China central banks 

• Let's hope that the US Administration and Congress 

will not add fuel to the fire… 

• The recent feverishness of capital / equity markets may 

well continue in this context of declining visibility 

 

Currencies. Dots drive USD dominance 

The timing of the DXY breakout through the 94 level is 

puzzling. 

 

The risk appetite is admittedly very fragile, but if anything, 

angst about the fate of cash strapped Evergrande has 

eased slightly in recent days and policymakers have taken 

some reassuring steps to shore up China’s housing and 

credit markets. 

 

It took a while after the Fed meeting for the USD to gain 

momentum, the US yield breakout to multi-month highs 

has driven a broad-based USD rally to a 12-month high. 

The key factor appears to be the ongoing repricing of the 

US monetary policy outlook.  

 

Source: Bloomberg 
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The US real yields have been backing up sharply since 

the FOMC meeting, albeit from still deeply negative 

levels, and an earlier start in August. In the wake of the 

hawkish September Fed dots reshuffling, Fed funds 

futures are now pricing in 3 rates hikes by 2023 year-end. 

This is very close to the Fed 2023 central scenario at 

1.00%. 

 

But 2024 is another story. There is still a large disconnect 

between the dots and market expectations. Fed officials 

see Fed Funds reaching 1.75% in 3 years, while markets 

are still pricing in a terminal rate much close to 1.25%. 

The gap between the dots and 3-year time horizon 

market pricing is not unprecedented. First, there is very 

little urgency to align with the Fed more aggressive 

scenario. Then, some changes in the FOMC board can 

happen, like the recent unexpected departure from non-

voting members Rosenberg and Kaplan, which can 

reshuffle the Fed tone. 

 

What markets have arguably not yet fully embraced is 

the Fed’s confidence and intent. The June FOMC showed 

a Fed finally ready to commit to a post-Covid rates lift-

off, with two hikes by 2023 year-end. The September 

meeting took a further step. The median Fed Funds 

projecting included 3.5 hikes in 2023 and another 3 in 

2024.  

 

With markets still underpricing the Fed path, there is 

plenty of scope for real yields to provide ongoing 

support for the USD. 

 

The non-commercial positioning, i.e. fast money players, 

continue to gradually increase at the benefit of the USD. 

After being short for months between Q1 2020 and 

summer 2021, they have turned long. While we are still 

far from the longest positioning reached in 2014, 2016 

and 2018, most of them are already well loaded. Half of 

the way is already done. 

 

DXY speculative positioning 

 

Source: Bloomberg 

Momentum may stay with the dollar near term despite 

political concerns including the debt ceiling, infrastructure 

package and government funding. More near term DXY 

upside is likely now that US real yields are more forcefully 

repricing the Fed QE taper signal and the hawkish 

reshuffling of their dots. 

• DXY support could build well into 2022 with the Fed 

almost certain to escape the zero-bound materially 

ahead of the ECB and other major central banks 

• With a steep Fed QE tapering on the horizon, rate hike 

expectations should continue to build and propel USD 

outperformance 

 

Equities. The importance of Taiwan in Semiconduc-

tors 

Since the start of the year, the Chinese Air Force has 

stepped up incursions into Taiwan's airspace. But in the 

past three days, a record number of planes have entered 

Taiwan's air defense identification zone - 77 of which 73 

are fighter jets, 2 bombers and 2 anti-submarine warfare 

planes. China responds to the arrival of a British warship in 

international waters of the Taiwan Strait, to Quad - the 

Quadrilateral Security Dialogue, a strategic alliance 

between the US, Australia, Japan and India - and Aukus - a 

new military alliance between the US, UK and Australia. For 

the moment, this is only intimidation, according to US 

military officials, even if the People's Liberation Army could 

take a small Taiwanese island, Pratas Island, located in the 

South China Sea, 410 km from Taiwan, 320 km from Hong 

Kong and 490 km from the Philippines. Pratas Island would 

then be a strategic observation tower for China to monitor 

American and Allied ships and planes coming from the 

Pacific Ocean. 

 

Our subject is not to develop the premises of a potential 

3rd World War, but to re-emphasize the importance of 

Taiwan in the production of semiconductors. An armed 

conflict on this island, damaging semiconductor production 

sites would have a devastating effect on the world 

economy and obviously on the stock markets. We are 

currently seeing that a shortage of chips is forcing car 

manufacturers to reduce their production between 30% -

40%, or even stop some production lines. 

 

Taiwan accounts for 65% of the world's semiconductor 

production, of which 55% is for TSMC with customers like 

Apple - TSMC is the exclusive supplier of microprocessors 

for the iPhone -, Qualcomm and Nvidia. If there was a 

military conflict in Asia, South Korea (Samsung) would likely 

be affected, a country which accounts for 20% of the 
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world's semiconductor production. To make it short, 85% 

of world semiconductor production is based on 2 Asian 

countries! 

Source: TrendForce, CNBC 

 

According to Capital Economics, TSMC and Samsung 

make 100% of the most technologically advanced chips. 

TSMC manufactures 60% of less sophisticated chips, such 

as those for the automotive industry. 

 

The US, Europe and China want to drastically reduce 

their dependence on Taiwan. The US is the world leader 

by far in chip design and intellectual property, but it 

accounts for only 12% of global semiconductor produc-

tion, down from 37% in the 1990s. With his stimulus 

plans, Joe Biden wants to inject $50 billion to revive 

domestic production (TSMC and Samsung have projects), 

while the Chinese SMIC, which is the 5th largest foundry in 

the world, is heavily penalized by American sanctions 

(blacklist), no longer being able to buy ASML equipment to 

increase production. 

 

Increasing production capacities is very complicated: it 

takes a lot of money, it takes times and the technological 

level is very high. Intel wants to invest $ 20 billion in the US, 

and more globally TSMC $100 billion and Samsung $205 

billion over the next years. Experts consider that it takes at 

least 5 years to build new production sites. 

 

Military experts do not believe in a Chinese invasion of 

Taiwan in the near future for the sole reason that China 

would be heavily penalized for its own microchip needs, 

and the US would obviously not let this happen. Taiwan 

knows full well that when the US and China become 

independent in semiconductors, Taiwan's political position 

will be weakened; its dominant position and its silicon 

shield currently protect Taiwan from a Chinese invasion; do 

we think! 

 

TSMC and Samsung remain the clear leaders in R&D, 

technology and investment capabilities for new production 

facilities. The current shortage of microchips will last in any 

case in 2022, even 2023, according to the CEO of Marvell 

Technology. AMD is more optimistic in anticipating a 

normalization in the second half of 2022. 

• Globalization has created marked industrial imbalanc-

es in certain sectors 

• Global dependence on TSMC represents a major risk to 

the global economy 

• For a geopolitical protection, Taiwan and TSMC have 

every interest in keeping the production of their most 

important technologies at home 

• We are overweight the semiconductor sector, favoring 

OEMs such as ASML, Applied Materials and LAM 

Research 

 

Equities. The energy crisis we didn't see coming 

Everything accelerated in the last 10 days: 

 China announced shortage in electricity production. 

It is rationing electricity. Some cities are in the dark 

at night and businesses can no longer operate 7 

days a week. It ordered its coal producers to step up 

the pace to replenish stocks, at any cost, which had 

fallen following the ban on imports of Australian coal 

and problems (flooding) at Indonesian mines. 
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 India faces the same problems. Coal stocks are no 

longer sufficient and electricity production is 

experiencing cuts. Electricity consumption 

increased 17% in August and September. India had 

reduced its imports of Indonesian coal, as prices 

increased from $60/ton in March 2021 to $200/ton 

in September. 

 Europe is also affected. After a long and cold 

winter, gas stocks have not been replenished. 

Probably a little unconsciousness, problems with 

Norwegian production and especially Russian 

softpower which reduced its gas exports through 

Ukraine to put pressure on the Nord Stream 2 

pipeline. Northern Europe is concerned with its 

water reservoirs (heat and little rain in August and 

September) for hydroelectric production which are 

at their lowest level. Sweden is reactivating an old 

petroleum plant and trying to convince manufac-

turers to save electricity. 

 

The overall picture is simple: demand is high, supply is 

low, and inventories are low at the start of winter. 

Electricity prices for the consumer are skyrocketing. 

Power cuts are likely to multiply and some industries will 

have to reduce their activities. The situation could worsen 

if the winter is colder than expected. 

 

The energy crisis, if it lasts, will have an impact on 

economic growth. Adding to the semiconductor 

shortage that is forcing many industries to cut back on 

production, such as automotive and electronics, the 

stagflation scenario returns. But for the moment, this 

remains certainly a critical period, but cyclical and 

perhaps short-term linked to pandemic disruptions. To 

follow. 

 

These energy problems show the great difficulty of the 

energy transition to reduce CO2 emissions on a technical 

level, but also on a social level, because the bill will be 

heavy, in particular for the less privileged. And we come 

back to nuclear: it seems more and more obvious that 

nuclear power plants will participate in the energy 

transition; Moreover, plans for new plants are accelerat-

ing and the most reluctant are seeking to extend the life 

of existing nuclear plants. We therefore have a small 

overview of the challenges ahead on this energy 

transition, on growth, on inflation and on politics, because 

making decisions on the energy transition will be politically 

dangerous. 

 

This situation confirms the Supercycle in energy, oil, gas, 

coal, and shows that fossil fuels will not suddenly disappear 

despite the objectives of reducing CO2 emissions. 

Renewable energies are expensive, because we are far from 

economies of scale and they are intermittent and uncertain 

energies. In Germany, wind power generation was lower in 

2021 than expected. 

 

The winners : 

1. Oil, gas and coal producers: Royal Dutch, BP, Eni, 

TotalEnergies, Chevron, Exxon Mobil, Gazprom, 

Cheniere (LNG), Sempra Energy (LNG), Arch 

Resources (coal), BHP (coal/oil), Glencore (trading), 

Peabody Energy (coal), ... 

2. Uranium: ETF Global X Uranium (URA US / 

US37954Y8710). 

3. Green energy: the rise in fossil fuel prices makes 

alternative energies more attractive. 

 

Losers : 

1. Gas distributors, who cannot pass the entire increase 

on to consumers. 

2. Electricity producers who have administered prices. 

3. Companies that consume a lot of energy such as 

cement, steel, aluminum. 

 

• The specter of stagflation reappears 

• Nuclear power plants seem to become the absolute 

weapon in the energy transition 

• Coal-fired power stations will restart at high speed in 

China and India 

• The rise in fossil fuel prices increases the attractiveness 

of green energies 

• Selectivity in the winners of this energy crisis, because 

many stocks are in a technical overbought situation 

 

Equities. The lithium war 

In June 2021, a report by the US National Security Advisor 

highlighted lithium as essential and critical to the US 

security. Global lithium demand will grow by 4,000% by 

2040, mainly driven by the development of electric vehicles 

and storage batteries. Today, China controls 80% of the 

lithium market. 
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Lithium price 

Source: Bloomberg 

 

Battery demand in the US 

 Source: Investing Trends 

 

In Nevada, the US has large reserves of lithium, not yet 

exploited. China largely dominates battery production 

(75% of factories are located in China) with CATL 

(Contemporary Amperex Technology Limited) as the 

leader. In Joe Biden's stimulus packages, $100 billion will 

be spent on EVs, and automakers GM and Ford are 

stepping up their investments. 

 

In 2040, 50% of cars sold will be electric 

 Source: Bloomberg NEF 

Storage batteries, linked to solar and wind power plants, 

will also experience strong growth. 

 

Global demand for storage batteries 

Source: Bloomberg NEF/Investing Trends 

 

• Global X Lithium & Battery ETF purchase recommen-

dation (LIT US / US37954Y8553) 
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