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TOPIC OF THE WEEK

Carbon neutrality, not Covid, may create a 

supercycle in commodity and freight prices 

IN last week’s article we argued that, despite the huge headline numbers, post-Covid stimulus

packages are unlikely to generate a period of strong inflation as most of the “money” pledged

by governments and central banks worldwide would never reach the bank accounts of the

people.

If there is no extra money to spend by households, this translates into little chance of inflation.

That said, there is however a case to be made for inflation in commodity prices and freight in the

coming three to five years.

In fact, a case could be made for significant inflation here as, according to one school of

thought, we could see a repeat of the Chinese-driven super cycle which took place between

2003 and 2008, however this time it would be driven by the world’s transition to a zero carbon or

carbon neutral industry.

Here, the story unfolds as follows: in order to become carbon neutral in 2050 the world will have

to consume much more of everything it has ever consumed in order to change all its equipment

and a great deal of its infrastructure.

Indeed, it could be a case of the world polluting much more in order to become clean!

And, as if this was not enough the world, it might also be the case that at this moment when the

world will need as much oil as possible to manufacture all these solar panels, electric cars etc, we

may be in the throes of the mother of all oil supply squeezes.

It is enough to read the latest annual reports of oil majors like BP or Shell! BP has declared that it

will increase its renewable power production 50% by 2030, while at the same time decrease its

oil and gas production by 40% in the same period. Shell has publicly declared a target of

decreasing oil and gas production by 1%-2% per year.
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Topic of the Week continued

Two notable exceptions are Total and Exxon, which plan to increase their oil and gas production while simultaneously hiking their

investment in renewable energies to ‘greenwash’ their annual reports!

Somewhere in the middle lie most other oil companies. Many are pledging carbon neutrality by 2050 without admitting that this will be

achieved by reducing oil and gas production.

Indeed, oil major emissions have to include so called “Scope 3” emissions (i.e. those emissions produced when the oil is burned by the

end user) in their carbon neutrality targets – see below. Scope 3 emissions for BP are about 20 times its scope 1 emissions, hence BP’s

decision to reduce production.

In other words, the bulk of its emissions is coming from the use of the oil and gas once extracted and not from the energy used for the

extraction. It is therefore highly likely that most oil majors will have to decrease their production in order to reduce their emissions.

In short, there could be a sharp increase in oil prices within 2 to 5 years, which will in turn reinforce the flight towards a carbon neutral

world, triggering a super cycle in commodities and therefore very likely also in freight.

So if the Covid-19 stimulus packages are unlikely in our opinion to trigger inflation, the transition to a zero carbon or carbon neutral

world very well could!

Demand shock

Now on to the deflation side of the story, as indeed a number of people are of the opinion that with the Covid-19 induced economic

crisis we are about to enter a world of deflation.

What is deflation? Well, the opposite of inflation i.e. it is an ongoing decrease in prices. This comes hand in hand with a couple of nasty

side effects. The first one is that except for food and a few other basic items demand is pushed back because of an anticipation of

cheaper prices tomorrow.

Thus, deflation created by a demand shock depresses demand further, leading to unemployment as production adjusts to the shrinking

requirement. The second nasty thing is that deflation increases the real value of debt leading, ultimately to defaults en masse.
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Topic of the Week continued

The starting point of this argument is that the economic crisis triggered by the pandemic is the biggest demand shock the world

economy has suffered since World War II.

Deflation proponents then argue that once the pandemic is over, say within a year, the world will not go back to its old habits. Sure,

planes will be back in the air, new cars will be on display in car dealers’ showrooms, restaurants and movie theaters will be open again,

but we will not resume our lives as if nothing happened.

First, many people will have lost their jobs which of course will constrain their abilities to consume. Meanwhile, for those still in work

many will have much larger debts, in turn restricting their ability to spend. Finally, for those still in employment and with no significant

additional debt, there will nevertheless be the fear of the unknown in the years to come.

All this could depress demand, triggering deflation.

A money shower

This side of the argument also points to the fact that, despite the trillions mobilised by government and central banks since the

2007/2008 crisis, inflation has remained marginally above 0, which is evidence to some that we are already subject to some sort of

deflationary pressure.

If all the stimulus packages deployed in 2008 served to save the banking sector, they failed miserably to restore employment and

consumer demand. It is this same consumer demand that is being further depressed by the pandemic and on a scale that dwarfs 2008.

The argument continues that all the weapons deployed by governments and central banks are wholly inadequate to reopen bankrupt

businesses or get jobless people to buy new cars!

It seems that our rulers led by academics are obsessed by the 1929 crisis in formulating their response to the crises of the last fifteen

years. The lessons our politicians and academics have learnt from this is that the only solution is to shower problems with money.

Well, the 2007-2008 crisis was a solvency crisis (too much money created by too much debt) rather than a liquidity crisis, so showering

the system with money did not solve anything. Meanwhile, the current crisis is clearly a demand shock, so inundating the system with

liquidity will not solve the problem either! Hence the danger of deflation.
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Many of today’s economic policies seem inspired by the response to the 1929 financial crisis


