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The theme for the week: Demystifying supply chain disruptions
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The story for investors

Investment conclusions

“Supply chain disruptions” has become the favorite “whipping boy”
attributing to it all the evils of the pandemic, from inflation,
recession and forced structural changes. We list and analyze here all
the major symptoms of supply chain (SC) disruptions, or at least
what have been defined so, and show that the causes of supply
constraints can be very different from their symptoms, a common
cause of confusion. This is not a dry etymological exercise, but an
effort to differentiate cause from effect. In the process we point out
sectors, which are benefiting from these disruptions and, hence,
offer some investment opportunities. Part I of this report lists these
SC disruptions, examines four of them, and lays the ground for Part
II of the report which examines the other three and clarifies further
the role of the pandemic in the cause-and-effect chain.

The temptation to recommend companies in sectors where
SC disruption led to shortages and, hence, price rises must be
resisted. The reason for this is that the cause of the
disruption must be shown to be triggered by the Covid, or if
pre-existing, that Covid aggravated it and likely made last
longer. If this is not the case, the causes of supply constraints
should be sought elsewhere and their duration and impact
will be different from those triggered by Covid. The pandemic
is unlikely to go away anytime soon and, indeed, it might
become a permanent feature of daily life. If Covid was simply
to disappear, then its impacts could disappear and the
attendant supply constrains could easily lead to premature
and even unnecessary capacity increase and investment.

Defining and listing SC disruptions

Labor markets and the role of the pandemic

SC disruption can be defined as breakdown in any of the
sequences in the process of producing a good and/or services
and delivering it for consumption and/or use to domestic or
foreign consumers. The goods or services can either be
finalized “products” or intermediate inputs, which can be used
to produce other goods or services. The following are common
examples of “supply chain disruptions” which have arisen
during the period of the pandemic, which started in earnest in
1Q.2020. This timing is of essence, as some the disruptions
were already in place before the pandemic broke out and,
hence, cannot be blamed on it, although they may well have
been aggravated by it. The following list of SC disruptions does
not explain their causes so as to avoid the confusion between
cause and effect. (1) Labor shortages caused by lockdowns,
infections, and by the physical absence of workers due to
policy measures as well as the longer term “Resignation
Waves”. (2) Container shortages causing sharp increases in
freight rates (3) Port facilities shortages such as lorry
transportation and shortage of lorry drivers thus aggravating
the consequences of container shortages. (4) Food prices and
their information on SC disruptions. (5) Microchip shortages
causing disruption in the production of electronic goods and of
motorcars. (6) LNG shortages (7) Energy supply disruptions in
China adding to production delays and shortages. We will be
examining in this, and in a following report, the way Covid may
have caused some, or all, of these constraints and of their
consequences. This report examines items (1), (2), (3) and (4).

The Covid and the lockdowns caused increases in
unemployment (not labor shortages!) in the US and EU. The
recovery in late 2021 reduced unemployment but also
participation (“resignation waves” in the US but not in the
EU) and led to some labor shortages and increases in wage
costs. These are now being “matched” by CPI rises thus
reducing real wages. But Covid did disrupt labor markets.
Fig 1: Unemployment: US (red) EU (Or), Wage rises: US (blu),
EU (gr) 2015-2022, Bloomberg
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Shipping costs, containers, ports and food prices

Fig 2: Freight rates, Baltic (red), Crude (blu), Containers (gr)
2015-21.Bloomberg

Two of the most interconnected “supply chain constraints”
confuse cause and effect and are prime candidates for
demystifying. Fig. 2 shows the three basic freights rates in
world shipping, an activity, which carries 90.0% of all globally,
traded goods. The red line is dry bulk freight rates, covering
anything from iron ore, cement, soybeans and wheat. The
costs shot up from 2020 to 3Q.21 and then fell equally sharply
reflecting just a burst in demand associated with the initial
impact of the Covid and then enough capacity to push prices
down. The same cannot be said about container rates (green)
which took off at the start of the pandemic in 1Q.20 when
port congestion, already in place, concentration of empty
containers in the wrong places (US West coast versus China) as
well as pre-existing shortages of lorries and lorry drivers
(especially in post -Brexit UK) all created a SC disruption.
Basic food prices: Wheat (orange), Soy (green), Corn/maize (yellow)
2019-2022. Bloomberg

.

The situation was made worse by the sharp increases in the
demand for goods carried by containers, in its turn triggered
by the lockdowns, and thus drove freights up. The case of oil
freight rates (blue) is
more
variable,
and
despite the rise in the
price of oil, availability of
large tankers has kept
freights
falling.
So
basically
here
the
interaction of structural
shortages
in
the
container space coupled
blamed
on
Covid
container freight has
increased sharply
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More constraints to analyze....
with increases in demand triggered by Covid, caused
container freights to rise. Current evidence points to the
shortage of containers persisting despite the reallocation of
empty containers to where they are needed, and with more
container ships on order. The case of staple food prices and
their link to Covid is more complex and urgent, as the rising
CPI has been partially blamed on rising food prices. We start
with rice, which forms a basic staple in Asian diets. The Box
with the FAO rice prices shows that during 2021, (dark blue
line), the price of rice actually fell, and during 2020 (light
blue line) it rose till 3Q. And then fell. No clear link to Covid
here. The same cannot be said for the prices of other food
staples. Corn prices stayed relatively flat in 2020 but rose in
2021.Soy prices reflected crop performance and weather as
did wheat prices, but not primarily SC disruption caused by
Covid. Transport cost contribution can vary widely in the final
price of food and the falling dry bulk freight rates may not be
reflected directly to the food components of CPI.
In relatively short term, investment opportunities arising primarily,
or mostly, from the Covid disruption may include container
shipping firms and even container shipbuilders. The disruption of
the labor markets took place primarily in the highly developed
members of the G7 and not in economies with large rural
employment. Working from home, reputedly one triggering factor
of the “resignation wave” is a luxury available to the middle class
service sector employees and not to factory workers. Services
supporting working from home will continue to be in demand even
after the Covid is over, thus offering investment opportunities.
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