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Dear Reader,

Is the Brazilian economy overheating? Yes and no! (the typical answer of an economist). Like numerous other countries, Brazil launched a stimulus program when the international financial crisis broke out. However, more than just the stimulus is at work in Brazil. We need to look back several decades to see why at this moment consumption continues to grow at unprecedented rates in Brazil.


Brazil’s industrial growth was based on an import substitution model that offered protection for “infant industries” (most especially in the 60s and 70s but it dates back as far as the 30s). Import substitution policies were reinforced by controls (both political and economic) on the labor factor and generous subsidies to local companies that were also protected by a Law of National Similars which prohibited the importation of any product that had a locally produced “similar” – often regardless of how “dissimilar” the local product actually was or of price or quality differences. Added to the Law of National Similars was actual market reservation in some sectors that virtually prohibited foreign investment. Foreign investors were not allowed to vertically integrate their operations and had to agree to develop local suppliers for intermediates. The appropriate micro-economic reference for this environment was monopolistic competition and/or decision making in cartelized markets. The local industrial sector and even foreign investors who entered behind the walls of protection enjoyed cartel-like arrangements specifically with regard to competition from without. The industrial sector was relatively small at the time and local competition was eschewed as “unseemly” and “ungentlemanly”. While Brazil often touted its potential consumption capacity to international investors, actual consumption was quite low because of low purchasing power. The actual “monied economy” was small relative to the total. Local firms protected by the import substitution model and given handsome subsidies from the National Development Bank had little incentive to encourage the development of a consumer market. The best strategy was to conservatively accompany organic growth of the economy and government policies which ensured quite adequate profit margins. In addition, Brazil’s chronic inflation inhibited the development of a domestic consumer economy. Although wages and prices were indexed to compensate for losses to inflation, the adjustments occurred after inflation had been recorded. Losses were replaced not anticipated so there was some catching up but little opportunity to get ahead. Workers found that by the end of each month (or even before), their disposable income had pretty much evaporated.

Three factors changed all of that. The first was the rise of a worker-led labor movement in the 80s that broke the harness imposed by the labor legislation and controls of the past. A factory worker, Luiz Inácio Lula da Silva, led a rash of strikes for higher wages and better working conditions and formed a political party, the PT, to represent labor’s political interests (and, of course, to elect him president in the offing). A second factor was the opening of the Brazilian economy in the early 90s that virtually tossed out the import substitution model. The third was the Real Plan that brought inflation to developed country levels and privatized state-owned behemoths. The Brazilian private sector, while caught by surprise, was remarkably resilient and quickly sought to become world class competitors while the state-owned companies, freed from bureaucratic shackles, did the same. The impact on consumers was enormous. With inflation and indexing gone the erosion of purchasing power from month-to-month was ended. Real income rose and with it, consumption. Since the mid-90s there has been an enormous migration of the lower segments of the income pyramid to the status of “aspiring middle class”. Purchases that were constantly put off because of income constraints and inflationary erosion were now within reach. This dynamic was only partially interrupted by the international financial crisis. Adam Smith observed (I think it was in his “Theory of Moral Sentiments”) that when individuals perceive a once-and-for-all improvement in their wealth and move up one more rung on the ladder of material comfort, they will fight tooth and nail to hold on to their new status. That is exactly what happened in Brazil, international crisis notwithstanding.

As I have said in the past, there is no way back from this new situation. Any politician and/or policies that try to obstruct this forward momentum whether by accident or design are doomed to failure. And rightly so! The Class C consumer has “arrived”. He/she now owns a car, a dishwasher, a washing machine and dryer, a new refrigerator, and other convenience appliances. He/she has purchased a home, and has moved up-market in his/her purchases of goods and services. Going back to the status quo ante is not an option. Of course, wrong-headed policies can cause disruption and confusion and even conflict (witness Bolivarian Venezuela and Argentina!) The die has been cast and it is incumbent on the candidates to political office in Brazil to read the numbers on its surface.


BRAZIL

Executive Summary
There are times in Brazil when events resemble the mayhem of a Marx Brothers’ movie or an episode of Seinfeld in which numerous apparently unrelated events converge and lead to an absurd and meaningless end. While the private business sector hums along nicely and in high gear, the president runs off to Iran to inject some “maturity” into the debate over that country’s nuclear program, the vice-president announces that Iran’s “bomb” is for defensive purposes only. The Defense Minister had to issue a statement correcting the veep’s comment. Lula hopes to convince Iran, a state sponsor of terrorism, to adopt Brazil’s posture regarding the peaceful use of nuclear technology. The business sector seeks to increase its trade with the USA while the government insists on irritating the Americans at every opportunity and trying to negotiate a permanent seat on the UN Security Council where the USA has veto power.
Economy
Is it getting warm in here?
o Code Yellow Risk: Something to monitor closely.

The IMF has suggested that the Brazilian economy might be overheating. The Fund added that demand growth in Brazil is stronger than in other countries in the region. Well, that part should come as no surprise! Just look around. Chile, which might have logged impressive growth, is in the throes of dealing with the effects of a major earthquake. Argentina? Venezuela? Forget it! Ecuador is now making life miserable for foreign oil companies and Bolivia seems to be counting on its Coca Colla to save the bacon. Now, as for overheating in Brazil, it’s quite possible. However, we have to consider the eventual cooling effects of a surge in investment to meet growing demand and the short-term effects of margin recovery (see my previous report at www.criticalcorp.com.br). With Meirelles at the helm of the Central Bank it seems unlikely that things will get out of control. The Fund predicts 2010 GDP growth at 5.5% - a heady rate but not necessarily one that will overheat the economy since it was headed for this number when the crisis broke out. As stated in my opening comments and in previous issues of this report, the growth of consumption in Brazil is a function of growing economic mobility that is the result of a number of variables and policy measures only a few of which were related to the crisis per se. For example, although the Industrial Product Tax (Portuguese initials IPI) reductions on automobiles and domestic appliances were instrumental in generating sales growth, demand continues strong for these products in spite of the recent termination of tax reductions. Class C consumers (annual income of US$5,000) continue acquiring goods, the purchase of which had been impossible years ago, as symbols of new wealth, increased comfort and leisure time, attest to a new-found status, and which are subject to easy financing terms (it is this last item that could change).
Current account deficit highest since 1947

o Code Red Risk: The situation could worsen.

Brazil logged a US$12 billion current account deficit in QI-10. This is 145% higher than the deficit recorded in QI-09. The reasons for the deficit are both structural and financial. One of the principal structural problems is the ubiquitous “Brazil Cost” which erodes Brazil’s competitive advantage in manufacturing. With the currency revaluing against the dollar, Brazil needs to attack local production costs to offset losses to exporters because of the exchange rate. Removing the entire “Brazil Cost” would reduce local production costs by 36% opposite the average cost in the US and Germany. While positive, the trade account balance fell 70% in QI-10. Imports, especially of services, have been rising sharply. On the financial side, margin recovery and the rapid growth of consumption in Brazil combined with a favorable exchange rate and parent companies in the financial doldrums have led to high profit remittances. For the time being, foreign direct investment has offset much of the balance of payments pressures but Brazil’s foreign policy and the debate over the restoration of the “nationalist-developmentalist” model have led to negative press abroad and could lead investors to think twice before putting money into Brazil. Seems to me Brazil spends too much time admiring itself in the mirror and not enough trying to see how it is perceived by other global actors. A coherent “global positioning strategy” would help!
Brazilian banks reduce foreign exposure…
o Code Yellow Risk: But concentration in Europe should be watched.

Like banks everywhere else, Brazil’s banks cut back their lending during the crisis. However a Bank of International Settlements (BIS) report indicates that in QI-10 the international exposure of Brazil’s banks fell by US$5.2 billion. Developed country markets are the primary destination of Brazilian bank credit – US$33 billion in 2009, of which US$20 billion is in Europe. (Not exactly a bull market right now!). Exposure in emerging markets was reported as US$10 billion, 87% of which is in Latin America – US$5.2 billion in Chile (which seems relatively safe), US$1.2 billion in Argentina (which is probably endangered), and US$1 billion in Uruguay (probably reasonably safe).

But Brazil attracts foreign funding
o Code Yellow Risk: Will this continue?

While international lending retrenched overall during the acute phase of the financial crisis and remains tenuous, the flow to Brazil was in the incoming lane. Credits to Brazil’s productive sector grew by US$22.9 billion and in QIV-09 grew by US$5.3 billion. Including bank-to-bank lending, Brazil recorded an inflow of US$107 billion by the end 2009. The stock of foreign bank exposure in Brazil is reported at US$386 billion, of which US$273 billion is of European origin. The US has exposure of US$64 billion. Now with all those positive vibes out there, you would expect Brazil to be behaving a little differently instead of chumming around with the likes of Iran, Venezuela, and talking to Hamas, among other rather strange characters.
Meanwhile the Finance Ministry and the Central Bank continue to disagree

o Code Red Risk: A house divided.

The Central Bank and the Finance Ministry continue to disagree with regard to increasing the base interest rate in response to what the Central Bank perceives as building inflationary pressures. No one will argue that the economy is not “hot”. Holding the line on inflation is always a dominant strategy. Much of the current boom in consumption is based on consumer borrowing and some restraint in this area is called for. The Finance Ministry argues that once the effects of the stimulus package have ended, inflation will not be a problem and the economy won’t be overheating. True, but the consumer loans will still have to be serviced and default could throw sand in the gears. Slowing the rate of lending via an increase in the interest rate would appear to be a smart move. When the effects of the stimulus have ended, the Central Bank can always roll back the rate. The Finance Ministry is correct to observe that the country is currently financially stable. The Central Bank wants to keep it that way! There shouldn’t be a conflict, but remember, it’s silly season.
Politics
Patting yourself on the back can cause problems with your arm!

( Code “Zen” moment: What was that all about?

Lula recently awarded his wife, the wife of his vice-president, and the wife of the Minister of Foreign Affairs Brazil’s highest award for extraordinary service to the country. The medal of the Order of Rio Branco is Brazil’s highest civilian award. To my knowledge, never before in the history of Brazil has a president awarded a national medal to his wife. While I do subscribe to the notion that behind every great man is a great woman, I am not sure that recognition of that maxim is the purpose of the Rio Branco medal. But what the hell, I guess the ladies deserve recognition for their long-suffering in the public spotlight. Just strikes me as kind of “goofy”.
 It’s happening even faster than I thought
 o Code Yellow Risk: Serra pulling away from Dilma in the polls.
I said it would happen (actually not a difficult forecast) and it did. Opposition candidate (PSDB) José Serra has begun to move up in the polls while the “situation” candidate (PT) Dilma Rousseff has held steady or declined slightly (depending on which poll you read). Recognition is one factor: Serra is simply better known than Dilma. Another is Dilma’s inept campaigning style. Try though she does, she is not exactly Miss Congeniality on the campaign trail. She has even alienated some in her own party. She also faces some “vote drain” from the single issue campaign of Marina Silva whose attention to ecological issues attracts votes of the younger members of the electorate that might otherwise support the PT. The PT has traditionally counted on a hard-core nucleus of 30% of the vote and Marina’s campaign could erode some of that support, especially because of her credentials on the left, her life story which is quite impressive, her international prestige with regard to preservation of the rain forest, and her “green” posture. She can be expected to pull in about 10% of the vote by the end of the campaign and much of that support will come from those who might otherwise vote for the PT. Finally, Dilma’s insistence on comparing the Cardoso administration that began 16 years ago and ran for 8, to the Lula administration (of which she has been a part) that began about 8 years ago is wearing thin with the electorate. Voters seem to be more interested in what Dilma intends to do rather than in what Lula has done.
Turnabout is fair play
( Another Code “Zen” political moment: You scratch my back, I’ll stab yours.
Presidential candidate of the socialist party (Portuguese initials: PSB) Ciro Gomes (a single-digit showing in the pre-election polls) has withdrawn from the race. Hoping to gain the support of Ciro’s followers and the PSB legislators in the Congress, PT candidate Dilma Rousseff reportedly suggested that Ciro join her campaign as a regional coordinator in the Northeast. Now, inviting a former candidate to the presidency to serve as a regional campaign coordinator doesn’t strike me as flattering (especially to the ego of a seasoned politician like Ciro Gomes) and not a very intelligent move on the part of Dilma’s campaign team. Since withdrawing from the race, Ciro, who strongly dislikes the São Paulo PSDB – the opposition party – nevertheless publicly stated that he thought the PSDB candidate José Serra was the better qualified of the two candidates! Well, Dilma, you should have made him a better offer – maybe one he couldn’t refuse! You might want to visit New Jersey one of these days. People there know how to make “irrefutable” offers! Talk to my buddies Guido and Vinnie in Newark.
Gotta pack my bags – I have an important meeting

o Code Yellow Risk: This might even be a “Zen” moment.

Lula is getting ready for his visit to Iran. It would indeed be ironic if while he was there the UN Security Council approved sanctions. That risk notwithstanding, Lula wants to reaffirm Iran’s right to nuclear technology for peaceful purposes. I’m not sure that is the issue. Brazil’s vice president even stated that Iran’s “bomb” is really for defensive purposes. WHAT?!  YOU MEAN THEY ALREADY HAVE ONE?! The Defense Minister was quick to correct that particular statement. Anyway, Lula’s stated objective is to inject some “maturity” into the nuclear discussion. He cited Brazil’s peaceful program as an example. OK, but Brazil has not been running around claiming the Holocaust never happened or that it can enrich uranium to weapons grade levels if it wants to, doesn’t hide its program (at least not all of it!), and doesn’t sponsor terrorism (at least not yet!). There are some differences, no? Admittedly, Lula is a good negotiator, but he might be in over his head in this affair. And how is this trip expected to result in Brazil getting a permanent seat on the UN Security Council? Hmmm!

The world awaits…

(Ultra Code “Zen” Moment: What if he says “yes”?

“C’mon Mahmoud, you can tell me!” Lula is going to Iran to meet with Ahmadinejad and ask outright, eyeball-to-eyeball, if Iran really plans to develop an atomic bomb. Now, I would expect the Iranian president to say what he has been saying to everyone else. But, who knows, maybe in the face of such sincerity and concern for world peace, he might actually reveal his secret plan! What if he says, “Yep! We’re building it and we’re gonna use it!”? Will Brazil then support sanctions or will the response be “Oh, don’t do that, it’s not nice!”? Never hurts to try, right? 
Security
Personal security a rising issue in São Paulo
o Code Red Risk: Night life increasingly violent in São Paulo.
The written press and the TV media have been reporting increasing levels of violence in São Paulo’s night life. Bar brawls are increasingly common and quite often end with someone getting shot or stabbed. As mentioned in my last report, the causes of the increased violence seem to be related to drug use and accessibility to firearms. Socio-economic mobility might have something to do with it also. More money means more young people going out and night clubs and dance halls are more crowded offering more opportunity for conflicts. Whatever the reason, you are advised to be aware. We are also observing an increase in muggings in increasingly heavy traffic in São Paulo. Cars stopped in traffic are approached by armed assailants and drivers and passengers relieved of jewelry, money, laptops, and whatever else is visible to the assailants. The incidents are concentrated around up-market business centers.
And the beach is a bitch!

o Code Red Risk: São Paulo’s southern coast is getting dangerous.

The US Consulate in São Paulo has issued a security advisory regarding personal security in the beach communities along São Paulo’s southern coast. Among the communities mentioned is the popular resort of Guarujá. The report indicated that gangs are forming to mug visitors and residents and from April 18 to 23, some 13 murders were reported in the southern coast area. I hear similar reports from selected communities along the state’s northern coast as well. You might want to reconsider taking that long family weekend at the beach – Scrabble at home is safer! Ugh!
Management Risks
Many of the real risks to business in Brazil are offset by the economic changes cited in my opening comments. There is, however, the risk of wrong-headed policies and market volatility that need to be factored into your budgets and forecasts. The US is gearing up to negotiate business deals with the Brazilian private sector while the US government seems to be backing away from further discussion of geopolitical issues like Iran (presumably on the assumption that it is useless). The private sectors of both countries are interested in commercial opportunities, especially with the upcoming World Cup and Olympics.  Those negotiations will go smoothly, the question is will policy support them?
Recommendations

Look for the opportunities in the dynamic that is driving the growth of a new middle class in Brazil. A temporary tightening of the monetary screws might affect your marketing strategy toward a more balanced distribution of sales to different market segments in the short-term but the growth of a consuming middle class will continue, perhaps in fits and starts, but it will go on. Hunker down, don’t overextend yourself, watch your credit terms to customers and from suppliers, and ride out the goofiness. 

REGION
Executive Summary
Little is new under the tropical sun! Bolivarians continue to generate occasional “hot spots” in the region. Hugo Chavez continues to spout off his rhetoric. The Kirchners continue to try to govern Argentina and not doing so well at it. Brazil seems divided between private sector dynamism and public sector policies that seem to work against it (except for the Central Bank). Mexico and the US seem headed for some discussions on immigration policy. It’s a piñata of risks, some big, some small.
Economy

Bolivia: Eat your heart out, Evo!
o Code Yellow Risk: Watch Bolivia’s Coca Colla stock on the Cochabamba exchange

The US Coca Cola company reported QI profits of US$1.64 billion on sales of US$7.6 billion. The profit increase was 19% over QI-09 and sales were 5% over QI-09. Bolivia’s Coca Colla has a way to go yet, poor guys! Watch the Cochabamba stock ticker to see how the company’s  doin’! Atta boy, Evo – show ‘em what a Bolivarian can do when he sets his mind to it! See if you can find a Wall Street investment bank to back you! (They’ll bank anything!)
Argentina: Spies among us!

o Code Yellow Risk: Where else will the Kirchners attack?

While Wall Street bankers stand accused of fraud and a range of irresponsible and disgusting behaviors, Argentina’s economic consulting firms are being accused of nothing less than espionage! The single alternative source of independent analysis of Argentina’s economic statistics the major economic consulting firms are accused of stealing (correct) information from government. The Kirchners launched a “blitz” on the consultancies on April 26th to see if confidential government documents might be in their possession. Some firms were found to have done consulting assignments for such “exorbitant” sums of US$180 to US$390. Horrors! Looks to me like pretty poor rates for a true spy. James Bond did better; he drove an Aston Martin! Jeez!
Hugo can stil talk, but that’s about it

o Code Red Risk: Venezuela ever closer to the brink.

Facing the consequences of his Bolivarian profligacy, Hugo Chavez still talks a good fight but that is about as far as he can go. He is no longer able to toss money to his Bolivarian comrades in the region and his problems at home continue to mount. Who’s gonna bail him out?
Politics
Latin America has a left wing Tea Party
o Code Yellow Risk: That explains a lot.

In 1990, at the behest of Fidel Castro, Latin America’s left wing parties formed a motley group of about 100 organizations from various countries and made up of various types of organizations ranging from student groups to ONGs, etc. The group meets every two years to discuss how to bring about socialist regimes in the region. Its moniker in Portuguese is the Foro de São Paulo (the São Paulo Forum). Those guys you see out there trying to establish Bolivarian governments via constitutional changes are members. Like its right-wing US equivalent, the Tea Party, the Foro de São Paulo is a crazy quilt of interests all directed at a single goal. They meet every two years to discuss their plans. Like the Tea Party the group harbors the potential to be dangerous to democracy in the region but seems more caught up in efforts to hold such a motley collection together. But, internal confusion notwithstanding, it merits watching.
Nicarágua: Another “Honduras” in the making?

o Code Red Risk: Further instability in Central America.

Daniel Ortega, aging and overweight ex-Sandinista and current president of Nicarágua, issued in January a decree extending the mandates of magistrates beyond their legal term of office. The opposition in Congress rose up objecting to the president’s interference in a Congressional matter. Ortega’s supporters surrounded the Congress responding to the opposition with violent protests. Ortega is accused of trying to stack the deck of the judiciary to ensure his continuation and re-election as president. Ortega’s popularity ratings are in the cellar – 38% so coming back on the “shoulders of the people” appears unlikely. Any resemblance to other such ambitions in the region on the part of adherents to Bolivarian doctrine is not coincidental. 

Paraguay: State of emergency declared

o Code Red Risk: Cracking down on criminal-guerrilla groups.

President Fernando Lugo has declared the equivalent of a state of emergency in 5 regions in Paraguay to rein in the Paraguayan People’s Army, a quasi-guerrilla group that is more into kidnapping and smuggling than ideology. Composed of an estimated 100 hard-core members, the army is reported to have links to the Colombian FARC movement. Lugo plans to hit ‘em hard. Some of the leaders of the referenced army have crossed the border into Brazil and Lugo is asking for Lula’s assistance in bringing them to justice in Paraguay.
Management Risks
Qua region Latin America is “emerging” in various directions, not all of which are positive. Once Chile is out from under the effects of the devastating earthquake, it will get back to business and probably return to being an excellent investment site. If you have not significantly reduced your asset positions in Argentina and Venezuela already you should consider doing so ASAP. Take operations there to the “bare bones” level if you don’t want to just get out. Nicarágua is the current Central American “hot spot” but Ortega seems to be in some trouble and not in full command of the situation. “Contagion” and risk aversion are likely to increase with regard to Latin America so financing could be a problem.
Recommendations

Have sufficient cash flow to meet your needs and avoid leverage in the region. The banks are likely to be very gun shy in selected countries (even more than they are right now). Brazil’s flirtation with Iran is likely to be a problem and US companies might wind up bearing the brunt of differences between the US and other countries (Brazil included) in the region. There will also be some spillover from the financial distress in the EU. Keep your corporate head below the parapet, trim your sails (lousy metaphor but appropriate in this case) and ride out the volatility. 

WORLD

Executive Summary
The EU could quickly slip into a crisis situation. Germany’s hesitancy to release funding is making things worse, Greek bond issues have now been classified in the “junk” category and Portugal has been downgraded. The US is gearing up for the floor debate of financial reform in the legislature and it looks to be a tough fight. Goldman Sachs has been chosen as a public whipping boy in order to generate pressure on the legislature from Main Street. Iran continues to provoke the international community and Brazil has most recently launched a trial balloon with a press report that it might consider enriching uranium for Iran.

Economy
USA: Goldman Sachs to become Goldman Sucks?
o Code Yellow Risk: Will the bank walk, and if so with a permanent limp?

I hope you had a chance to “short” your GS stock! If you did you could have made 13% between April 15 and April 20. Not bad for a phone call or two to your broker. GS is still -9.7% on a YTD basis. Maybe you will be able to buy GS back at bargain basement rates as the fraud investigation moves forward. Looks like the Obama administration needed a scapegoat prior to suggesting financial reform. Why not pick the biggest guy on the block to punch in the face? It’s a playground tactic I learned in New Jersey (even if you lose the fight you get a lot of respect!) I figure GS might eventually walk, but could end up with a permanent limp. You could construct some really interesting derivatives from this situation! Any takers? 
USA: Hard as lard and twice as greasy

o Code Red Risk: That’s how they’re gonna describe ‘em for Main Street.

There is probably no one who matches the description “hard as lard and twice as greasy” as well as a lobbyist. A swarm of them have descended on Washington in response to the debate over financial reform. They are even giving money to members of the Senate Agricultural Committee to garner support for the banks. (Buy ‘em where you can, even if they’re down on the farm!) The fraud case against Goldman Sachs is just part of the scenery. It’s not an ironclad case by any means, even though Main Street is crying “crucify them!” The questions are how much did investors know or need to know before investing, when did they know it, and how much did Goldman Sachs have to reveal anyway? For sure, many of those buying into the alleged schemes of the bankers quite possibly knew what they were doing. For example, Midwestern state teachers’ pension funds speculating in Guatemalan quetzals (any resemblance to specific cases is coincidental) might have known quite well what they were buying. For pension funds, insurance companies, and the like such operations are not “kosher”. The bankers were more than happy to accommodate by camouflaging such side bets as bonds and negotiating investment grade ratings for them that would allow their customers to invest. So, were the investors complicit or simply lambs led to slaughter? Fraud or a scheme in which there are no innocents? But a lot of water will go over the dam before all of that is known (if it is ever known) to Main Street. Meanwhile, the bankers and their lobbyists will be painted as nastier than Darth Vader and the Emperor combined while Geithner plays Luke Skywalker, Bernanke plays Obi Wan Kenobi, and Obama plays Hans Solo. Neither rhyme nor reason is expected to prevail; this is one issue that comes from the guts! The objective is not to punish Goldman Sachs (or any other Wall Street investment bank for that matter); it’s to appear as a champion of The Force as opposed to the Dark Side. It’s the wrong way to skin a cat!
USA: Stirring up the grandstands

o Code Red Risk: Emotion and fear dominating the financial reform debate.

Deplorable taste is not illegal! Revelation of e-mail traffic showing that GS traders were gleefully celebrating the decline of housing prices serves to stir up emotions on Main Street. As disgusting as such behavior might be it’s not illegal. It’s a bit like telling jokes and laughing out loud at a wake. That the judgment, morals, taste, manners, and emotional maturity of Wall Street bankers appear to be highly flawed is not a basis for financial reform. Therapy perhaps, but not legislation! It’s certainly not a case for excessive controls on derivatives.  Companies are lining up to lobby with legislators to define the limitations to be imposed. A candy manufacturer, for example, needs certain derivatives (e.g. futures) to lock in future production costs. It might purchase peanuts from Senegal, cocoa from Brazil, sugar from India, etc. and it needs to hedge its future purchases. This situation is markedly different than, for example, that of a small insurance company looking for a way to circumvent regulations and invest in non-investment grade foreign currencies, and regulators and legislators must recognize the difference. The fundamental issue is transparency. A straightforward purchase of cocoa futures appropriately reported in a company’s financials ensures appropriate governance and shareholders and management know the risks. A derivative structured to purchase Guatemalan quetzal-denominated bonds that are disguised as an investment grade risk to circumvent regulations does NOT ensure proper governance and most certainly the risk has been deliberately fudged even if reported. If legislators cannot or will not recognize the difference between and among such transactions, the reform legislation is sure to be inadequate and seriously flawed. Derivatives are dangerous and so is dynamite. We don’t outlaw dynamite unless it is improperly used – (e.g. you blow up your mother-in-law).
EU: “Greecing” the skids for the other guys?

o Code Red Risk: Will the money arrive in time? 
Greece has requested that the EU step up the pace of approval and release of its rescue package. It seems that the economy is teetering on the brink of default. Gotta move, guys – time is short and Portugal, Spain, and Ireland would like to know what they can expect. The IMF has forecast a 2010 GDP growth rate of a mere 1% for the Euro Zone in view of the problems it faces. Since it seems unlikely that the EU will simply go away, you might want to “short” your Euro positions if you have not already. It could fall before bouncing back. (Not advice, just a thought!) Anyway, if the Greeks don’t get their money soon there will be a real tragedy!

EU: Rating agencies downgrade Greece and Portugal

o Code Yellow Risk: Spain & Ireland next?

S&P reduced Greece’s rating three notches to BB+ (“junk”) and Portugal’s by two notches to A-. Both countries now face increased financing costs and there are rumors that Moody’s will soon follow with its own downgrades. Still endangered but not yet downgraded are Spain and Ireland. Going “short” in Euros? (That’s not advice, it’s a question!)
Politics
USA: Looks like the Goldman gambit worked!
o Code Yellow Risk: Will Goldman “walk” from the fraud case?

I suspect that the fraud case raised against Goldman Sachs was a clever ploy to raise Main Street anger against Wall Street and pressure recalcitrant Republican legislators to cooperate on a bipartisan bill to regulate the financial sector. First of all, legal analysts say the case is a bit flimsy from a strictly legal standpoint. It is not outside the realm of possibility that GS could “walk” from the case with some damage to its reputation and perhaps having to fire a few of the “usual suspects”.  Second, legislators from Main Street states looking to re-election this year certainly don’t want to be seen embracing bankers that Main Street voters equate with the likes of Darth Vader.
USA: Making a list and checking it twice
o Code Yellow Risk: Is the US gearing up for unilateral action?

The US is looking to list who’s naughty and nice. A list has been compiled of 41 foreign companies that have been negotiating deals with Iran most especially in the oil and gas sector which accounts for roughly 50% of the country’s GDP. US legislation allows the government to limit its trade with countries doing such deals regardless of whatever the UN Security Council shall determine. No US companies were named but you can be sure some private conversations will be held with those who are dealing with Iran. France’s Total and Italy’s Eni are already considering leaving Iran. Although Brazil was not mentioned, you can bet it figures high on the US list of priority targets in view of recent actions and statements by Brazil and the upcoming visit of Lula to Iran. In view of Brazil’s international trade problems (see BRAZIL) this is not a good time for Brazil to wind up being excluded from the US market.
Security
Iran: Fortunately, Brazil is Johnny on the spot!

( Code “Zen” moment: You only have to ask…courteously.

Brazil’s president Lula is going to Iran to try to defuse the time bomb that is Iran’s nuclear program. He said he wants to look President Ahmadinejad straight in the eyes and ask if Iran plans to build a bomb. If the visit does no harm, it certainly is not going to do any good.
Management Risks
The greatest risk at this time is that of a crisis in the EU. If Greece does not get funding we can expect that the situation for the next dominoes to fall will not be markedly better. Germany’s recalcitrance puts the Euro at risk. There really is not much choice. Either the IMF steps in and finances the entire package for Greece or the EU hangs together to save a falling member. This is a watershed moment for the EU and you should watch it closely. 
Recommendations
I know you have been hunkering down practically everywhere but that is simply because problems are popping up everywhere. The EU is likely to register miserable GDP growth this year and next. But putting all your eggs in the Asian basket might not be a good long-term strategy. Look for the incremental market opportunities and manage for the long-term. Work the niches as possible and manage cash closely.
Until next issue,

Jim
e-mail: Jim@criticalcorp.com.br


