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 Dear Reader,

As I have mentioned in previous reports, we are in the midst of the “chronic phase” of a global financial crisis. This is the phase in which Murphy’s Law seems to dominate – anything that can go wrong probably will. Some of the things that go wrong catch us by surprise. Others while seeming to be surprises in fact were to some degree predictable. By predictable I mean they were the natural consequences of actions stimulated by the crisis itself. If we understand the global economy in a “systems context” linked through interconnected and interdependent variables, it is not difficult to see that a system failure can generate its own particular logic and orthodoxy and continue to cause additional failures. The feedback mechanisms get out of whack and generate perverse results in terms of our objective to bring a crisis under control and toward the desired resolution. Note that the operational word is “desired”, not “resolution”. ALL crises come to resolution but not all resolutions are desirable ones. Effective crisis management first of all means that decisions must be centralized. Second, they must be quick. Third, they must be analyzed thoroughly in terms of the feedbacks they will or do generate. Many of the decisions must be “counter-intuitive” because they are designed to go against the perverse system orthodoxy that has developed because of the crisis. We can take an example from the martial arts of jiu-jitsu and judo. When we are attacked by a larger foe our intuitive reaction is to back away. That often results in keeping us within the striking range of the attacker. The “counter-intuitive” move is to close with the attacker and get “inside” his striking range where his punches have less impact and where you can use leverage to advantage. Moving closer to an aggressive attacker is not a “natural” reaction. We must learn it. Effective crisis management calls for strong and decisive leadership and the courage to “be wrong”. It is a maxim of leadership training that “followers do things right” while leaders “do the right things”. Being wrong on occasion comes with the territory and is one of the costs of true leadership. Effective leadership means striking a balance between quickly taking action and thinking it through. Too much thinking leads to paralysis by analysis and too much thoughtless action leads to further disaster.


In the context of the current chronic phase of the global financial crisis it appears that true leadership is wanting. The tendency to “do things right” and adhere to orthodoxy seems to dominate. Many of the “right things to do” are counter-intuitive in terms of the prevailing orthodoxy. Two examples come to mind immediately: the oil leak in the Gulf of Mexico and the debate over economic policy to deal with the crisis. Obama should have acted against BP immediately and instructed the Interior Department to tell BP to close the well. As it turned out, allowing BP to try to save the well while trying to stem the leak was detrimental to both BP and Obama. Neither showed decisiveness. The situation called for a “whipping boy” and BP was it. Whether that would have been fair is moot. Obama needed to show resolve and he hesitated. For its part, BP didn’t come off too well either. A quick decision would have helped both protagonists.

The quandary over what to do about the economic situation remains. There is simply no “one-size-fits-all” policy configuration that will lead to recovery and searching for one merely prolongs the economic agony. It’s paralysis by analysis pure and simple. Austerity is appropriate for some countries with deficit and debt levels that cannot be allowed to expand because they simply lack the resources to do so. Other countries need to provide some stimulus to the global economy even if that means pushing the envelope on debt and deficit levels. Still others need to redistribute and switch public sector spending to where it will yield the greatest short-term results. This requires that all the actors keep talking to each other and to their respective publics (essential in a crisis situation) while trying to coordinate economic policy to avoid slipping backward. For certain, growth will suffer but keeping it positive is the principal challenge. 


BRAZIL

Executive Summary
The Brazilian economy is doing quite well. Perhaps a little too well in the short-term but a cooling off in the second half seems likely. Investment has reached record levels so longer term capacity constraints seem likely to abate. The main issue is public sector spending which does not seem to be going to the right places. Politics lags economics in terms of progress. And the electoral campaign is rather insipid.
Economy
It’s not like they didn’t know about this a long time ago
( Extreme Code Red Risk: External accounts could be prejudiced
The dearth of adequate infrastructure has been talked about ad nauseum. And the talk appears to fall or have fallen upon deaf ears in the administration. Brazil’s exports have begun to recover and the Port of Santos is choked with traffic. Fourteen thousand trucks enter the port facility daily. The waiting time in the patio has risen to 30 hours – roughly a day-and-a-half just sitting in a truck. The port authority estimates anywhere between 89 and 100 million tons of export product will be shipped from Santos in 2010 – a record. Eighty-one percent (81%) of all of the cargo arriving to Santos is transported by truck. The opening of the Rodoanel loop road around São Paulo alleviated the enormous traffic jams in São Paulo (previously ALL product heading for Santos had to go through the City of São Paulo!!) but has simply moved the back-up to the Santos Basin on the Anchieta highway (built and opened in 1949!). Rail transportation is woefully inadequate but is expected to improve, albeit only slightly, over the next 3 years. Port officials say they can process exports at the expected level for 2010 with little difficulty but getting the product to port is the main problem because of the poor highway infrastructure. Truck drivers suffer as well. Because they work on a commission basis for delivered cargo, any delay in getting to port means lower income. Drivers who have made 22 trips per month are now making only 13 because of the traffic tie-ups and the attendant wait. Santos handles a full 25% of Brazil’s international trade so problems at the country’s largest port facility mean problems in the foreign trade accounts. The accounts of the Accelerated Growth Program (Portuguese initials” PAC) illustrate clearly that improving ports is not the main priority. A mere 0.5% of the PAC outlays have gone to improving the ports and 2.5% to improving railroads while 12% has gone to financing the purchase of previously owned homes which has zero direct impact on the rate of economic growth. The electoral silly season moves forward.
Slowdown in the second half

o Code Yellow Risk: Inflationary pressures continue to build.

GDP growth will begin to slow in the second half because of two phenomena. First of all, the growth in each quarter will be measured against an increasingly larger base as we move further from the initial effects of the global financial crisis. Second, infrastructure constraints will limit the ability to sustain “Chinese-level” growth rates. Wholesale price increases are already outpacing retail price increases and that will soon work its way into final prices. Nevertheless, this is not a bad situation. The economy needs to cool down a bit and Brazil can expect to grow some 6%-7% by year end – a perfectly reasonable rate of growth and still high. The Central Bank has revised its growth estimate for 2010 from the previously revised 5.8% to 7.3%. Companies are reporting price pressures and capacity utilization has moved from 83% in April to a current 86% (Note: capacity utilization is an “iffy” number when taken alone. You should watch this number along a continuum rather than at any single point in time.) The good news is that private sector investment has reached record levels. Private companies have been investing on the order of 8.3% of net sales. Finally, employment levels in manufacturing continue to rise. Inventories are declining and final demand remains strong. The Congress, as usual, seems oblivious to the effects of public sector spending. Added to the Congressional largess is the pre-electoral spending of the administration in support of Lula’s chosen candidate. Government “investment” spending (“investment” in quotes because it is mixed in with public sector consumption as well) has hit record levels (1.25% of GDP). Although spending on infrastructure has increased, it still falls well short of what is estimated to be required to sustain current levels of demand. In the legislature it’s “damn the torpedoes, full speed ahead!” 
Politics
Brazil’s favorite whine
o Code Yellow Risk: The continuing one note samba

Brazil’s foreign ministry continues to frame the UN Security Council sanctions against Iran in the context of a clash between and among the powerful and the emerging countries. However, two of the five members of the Security Council – Russia and China – are considered to be among the emerging countries and moreover, it was their votes that were decisive in support of sanctions. I wonder if it has occurred to Brazil that something more than holding emerging countries down is at issue here. Maybe, just maybe, the powerful and the emerging countries happen to agree on the issue of nuclear proliferation in this case – especially given Iran’s bellicose posture opposite Israel, open braggadocio about its uranium enrichment program, and its missile tests.
On the other hand…
o Code Yellow Risk: Some criticism and some jockeying

Ever since Brazil’s ill-fated attempt to “negotiate” with Iran the press has been replete with editorials condemning Brazil’s foreign policy. Admittedly it would appear that some of the editorials are written by foreign policy wonks who might be bucking for the job of Minister of Foreign Affairs under the next president. You might want to follow those articles just to see who are some of the players. The important thing is that ALL of the editorials claim in one way or another that Brazil’s foreign policy leaves much to be desired for a country that aspires to a leadership role in the global scenario.

Why did he miss the meeting?

o Code Yellow Risk: Elections and other reasons?
President Lula is usually not one to eschew the international spotlight. However, he chose not to attend the G-20 meeting in Toronto. One reason given (and admittedly a good one) was the extensive flooding in Brazil’s relatively poor Northeast. The damage there has been extensive and the human suffering is severe. Lula went there to lend his support to recovery efforts. It should be noted that the Northeast is also one of the most important regions for political support to Lula and his chosen candidate, Dilma Rousseff, so a demonstration of concern and engagement was necessary. Also worthy of note is that Brazil and the USA were supporting similar positions with regard to economic stimulus within the G-20 framework. That would have been one of the few times in recent years that the two countries would have been in agreement. It was also noted that US representatives in Toronto were anxious to have a one-on-one with Lula regarding Iran. One could argue that being in agreement with the USA is not something that the Foreign Ministry would relish and Brazil clearly does not want to discuss Iran any further with the USA. Lula sent his Finance Minister to the meeting. 
Trying to reconcile differences

o Code Red Risk: Internal disputes within the PT and with allied parties 
Workers’ Party (initials PT) candidate, Dilma Rousseff, has her vice-presidential running mate and she is not too happy about it. To shore up the party’s alliance with the PMDB (Brazil’s largest political party but a crazy quilt of varied interests and ideologies) her vice-presidential candidate, Michel Temer, was selected from the São Paulo wing of the PMDB. He was not Dilma’s choice and reportedly she was not happy with the selection. To make matters worse, Temer does not get along with former President José Sarney, also a PMDB mucky-muck, so to ensure support from Sarney, the PT’s national directorate supported Sarney’s daughter, Roseanna, in her bid to be re-elected governor of Maranhão (one of Brazil’s poorest states) to the detriment of Dilma’s preferred candidate from her own party. So, saddled with a running mate she doesn’t want and having to support another candidate against one of her own preference, she is pretty much constrained. In theory, this should help the opposition candidate José Serra (PSDB) while also begging the question of how Dilma will govern if elected.

But Serra’s team doesn’t seem to be on the ball
o Code Yellow Risk: Trying to cast Serra as a “man of the people” could be a mistake

PSDB candidate José Serra does not seem like the kind of person you meet for a beer and some casual conversation. He is pretty much a buttoned-down, serious kind of guy. Maybe even a bit intellectual. For some unfathomable reason his campaign marketing team is trying to cast him as “Zé” Serra. (Like calling Joseph, “Joe”) It appears that the tactic is to make Serra more of a “regular guy” with the voters. It is clearly not Serra’s style and the chances that he will be convincing playing the role of “Joe” or “Zé” are rather slim. It could hurt his campaign more than it could help. Serra’s strength and reputation are as an able administrator, not as the guy who tells funny jokes in the neighborhood bar. Dilma is not exactly a back-slapper either. In short, neither candidate seems able to present his or her true self to the electorate. Maybe it would be cheaper and easier to clone Lula!
A self-inflicted wound to the foot?
o Code Red Risk: Here we go again!

Opposition candidate to the presidency, José Serra, in a recent talk show finally said what everybody knows he thinks anyway – but now it’s official. Serra clearly stated that he does not favor Central Bank independence and it will not occur in his administration. OK – he’s been harping on that issue for 10 years anyway so it’s not like he said anything new. More disturbing was his justification for his view. He said that the “reality of Brazil” is “heterodox”, not “orthodox”. That sweeping generalization has been bandied about for years and has been the basis for all manner of wacky policies, to include wage and price controls, exchange rate controls, etc. It’s just short of nonsense! He couched his comment in the context of what he said was the Central Bank’s “excessive concern” for inflation. So, are we now back to the argument that inflation somehow does not hamper growth and could actually stimulate it? Serra may have delivered a clean shot directly to his own foot – at least insofar as the business community is concerned. Perhaps in response to negative feedback from the business sector, Serra recently backpedaled on the issue of Central Bank independence and said that he would not change things. Brazil has been doing just fine with a relatively autonomous Central Bank and there is nothing at all good about inflation. It’s that time warp thing again! We’re back to the 60s! Serra would do far better to favor more rational fiscal policies and tax reform. With less dependence on monetary policy as the only variable to achieve economic stability, Central Bank independence does not then become a major issue.
Finally!

o Code Red Risk: Will he help Serra’s campaign?
Opposition candidate José Serra (PSDB) finally chose his vice presidential running mate. The lack of a running mate was one of the reasons cited by analysts for Serra’s relatively weak showing in the pre-election polls (Dilma Rousseff had pulled ahead and they are now again tied). Serra’s choice was Senator Álvaro Dias from the State of Paraná (South). The choice suggests that the PSDB might have already given up on the vote from Brazil’s Northeast where Lula has a virtually captive electorate. However, the choice did not sit well with the Democrat Party (DEMS). The DEMS are (or perhaps were) in alliance with the PSDB and had hoped for one of their own as Serra’s chosen running mate. Giving in to the pressure from the DEMS, Serra subsequently ditched Dias and chose a DEM running mate – an illustrious unknown first-term Federal Deputy from Rio de Janeiro. It looks like the Serra campaign team is in a bit of disarray with all the flip-flopping.
A brief analysis
o Code Red Risk: Who is going to do what?

The level of the presidential campaign indicates that voters will have a very difficult time making an intelligent choice at the polls. Neither candidate seems able to grasp on to some specific issues. The ubiquitous “Brazil Cost” (see previous issues of this report on this subject at www.criticalcorp.com.br) is not raised as an issue. Neither is tax reform or any of the other reforms that have been discussed for what seems like a hundred years now. The economy and private sector initiative appear to be running well ahead of politics. While campaign rhetoric should always be taken with a grain of salt, this particular campaign is particularly “flavorless”. Dilma continues to be presented as if she were Lula in drag and Serra seems unable to find something to give substance to his campaign. Brazil is clearly at a watershed moment in its history and neither candidate seems to have been informed of that fact. 
Security
 You can’t run for office if you have a rap sheet
o Code Yellow Risk: There are rumors as to why the policy exists

It is now not permitted to run for political office in Brazil if you have a criminal record – past or present. While this seems laudable as a way of cleaning up politics, some sources have suggested that the real reason for the new policy is that the organized criminal gangs have been considering launching their own candidates for political office. Besides being rather dangerous, electing organized crime figures to public office could wind up “cutting out the middleman”, no?
Residential invasions still in vogue

o Code Red Risk: This is quite dangerous and hard to control.

The “bad guys” continue to carry out armed invasions of free standing homes and apartment buildings. The only protection that is effective is good perimeter security to keep “bad guys” out of the complex. For free-standing homes this is expensive. For apartment buildings it means having well-trained porters and adequate access controls and identification procedures. Most apartment buildings have none of those. Check out your own residential unit or complex and make sure you have reduced your vulnerabilities.

Jewelry store robberies in vogue

o Code Red Risk: Be careful when shopping
A new fashion has emerged in the criminal sector. Gangs have now taken to more frequent robberies of stores in up-market shopping centers, most especially jewelry stores. The presence of shoppers offers a degree of protection for the assailants and precludes the possibility of shootouts between security agents and the “bad guys”. In some cases, shoppers have been taken as hostage to allow the assailants to escape. Be alert to others around you when shopping.
Management Risks
I continue to wonder if candidate Dilma will really continue with the current administration’s policies if she is elected. It’s possible, of course, that she has changed since her early Marxist days but she has not yet been allowed to show her true nature because Lula is still around and pulling the strings. We might not know what she really intends to do until after she is elected. Serra’s campaign seems to be in disarray and just getting a running mate for vice-president was a Herculean task. It’s equally unclear from his backpedaling on controversial issues such as Central Bank autonomy just exactly where he stands. I am not overly concerned for the economy because investment is reaching unprecedented levels, the domestic economy continues to grow, and a cooling off is in the cards. Brazil is unlikely to be severely affected by a slowdown in Europe or the USA. (It will be affected somewhat, but not like in the past). The fundamental risk is whether Brazil will continue on a trajectory toward becoming a major “player” or progress will founder on the country’s still relatively weak institutional base and political shenanigans.
Recommendations

Continue to manage on a “steady-as-she-goes” basis. Look for the niche opportunities, have sufficient working capital – especially cash, and watch your customers to make sure they are managing the “euphoria” properly. Continue to monitor the lower reaches of the consumer income hierarchy. Class C consumers will continue to be the mainstay of the domestic economy. 

REGION
Executive Summary
On a consolidated basis, the region looks good. But like a person with his head in an oven and his feet in a bucket of ice, his average temperature might be “normal” but he is not comfortable. There are significant pockets of risk in the region.  Venezuela’s economic situation is deteriorating at an accelerating rate. The same appears to be true of Argentina, albeit not as quickly as is the case in Venezuela. Peru, Colombia, and Brazil should drive the regional economy in South America. Mexico continues to face challenges from the drug cartels but appears to be making some headway.
Economy
Venezuela: Bolivarians don’t quit!
o Code Red Risk: Continued expansion of the state in Venezuela.

The Venezuelan government has intervened in the Banco Federal, the 8th largest in the country, alleging that the bank has refused to solve its liquidity problems with its own resources. All of the bank’s operations have been suspended and its branches closed. The move increases the government’s control of the banking sector to 26% versus 11% two years ago. Banco Federal is owned by Nelson Mezerhane who just happens to be a shareholder in the Globovision TV network which opposes Chavez. The government denies that there is any connection between the actions against the bank and the fact that Globovision opposes the regime. (You believe that?). Hugo is certainly having his share of problems. The government now controls between 20% and 30% of food distribution in the Bolivarian Paradise and Chavez insists that producers are withholding product from the market to force prices upward. According to Bolivarian lore, such actions are those of the parasitic non-Bolivarian bourgeoisie. (Shame on them!). Following last year’s GDP decline of 3.3% 2010 is expected to record another decline of 4.7%. Looks like in spite of increasing his control, Hugo is having a hard time of it bringing about his socialist paradise.
A region on a roll

o Code Yellow Risk: Growth is spotty and the politics are weird.

Latin America is chugging along rather smartly in 2010. Growth in the region is forecast at 4.5% for this year. Peru is moving along quite nicely. Chile has one of the region’s first conservative governments in a very long time. Brazil pushes the envelope on growth and even Bolivia seems to be doing OK. Colombia will continue moving forward under Juan Manuel Santos. However, the shenanigans of the Bolivarians continue to plague the region. Mexico held elections amidst threats of violence (4 people were killed) and dealing with the drug cartels remains a major issue in that country. Some of the growth appears to be sustainable (e.g. Peru, Brazil, Colombia) while other countries’ growth could turn out to be a flash in the pan (e.g. Bolivia) and Argentina and Venezuela are still problematic and grossly mismanaged..
Politics
Colombia: Santos elected
o Code Yellow Risk: Santos promises a “unification” government
The election of Juan Manuel Santos to the presidency of Colombia ensures policy continuity in that country. Santos has stressed the need for unity both at home and with Colombia’s neighbors and generously tossed an olive branch to Venezuela. Hugo Chavez responded to the gesture with a list of demands. He insisted that Santos publicly state that the crossing of Ecuador’s border by Colombian troops in an operation against the FARC was an error, not a preventive attack, and that Colombia remove the American troops working with Colombian armed forces to thwart the FARC. So much for unity with the neighbors!
Boliviarianville: Ecuador, Bolivia, and Venezuela celebrate
( Probably only a code Zen moment: Just more of the same.

This was another of those “hands held in the air for victory” moments as the presidents of Ecuador, Bolivia, and Venezuela celebrated Ecuador’s tightening of controls on international oil companies in that country. Ecuador has imposed a 25% tax on the oil companies called a “sovereignty margin”, probably as a guarantee to ensure that investment in the sector will decline! (That’s the Bolivarian way!) Since many of Ecuador’s wells are “mature” anyway, the measure is unlikely to affect the majors who have bigger fish to fry elsewhere. 
Management Risks
Latin America is a collection of business risks of varying degrees and types. Mexico appears to be making headway against the drug cartels but this implies increasing violence against the government before things improve. You can write off Venezuela in the short term. Chavez seems determined to run the economy into the ground. Argentina continues as always, resilient but grossly mismanaged. Brazil, Peru, Chile and Colombia look like good bets over the medium to long term.
Recommendations
Look to invest in the stable economies in the region. Countries that need to diversify their markets away from the troubled developed countries can benefit by investing in the more dynamic economies in the region. Canada is one country that could readily apply this strategy. Heavily dependent on trade with the US, Canada could reduce its exposure to risk in the US by looking to Latin America for markets and investment opportunities, and countries like Brazil could benefit in equal measure by looking to invest in Canada for access to the Canadian, US, and Mexican markets without absorbing the risk of investing in the still sluggish and risky economy of the USA.

WORLD

Executive Summary
Business risk is highly concentrated in the developed economies. No one seems sure whether the solution to recovery is austerity or stimulus. The search for a “one-size-fits-all” policy is misplaced. For certain, Greece is a candidate for austerity. Ireland has been in austerity mode for two years. The UK is a toss-up. Its ratios argue for stability measures but its underlying economic strengths argue for expenditure switching with selected reductions. Germany should look beyond its borders and encourage immigration to increase output. An aging population and aging work force cannot be counted on to markedly increase consumption. The main issue in the USA is jobs and that argues for selected stimulus. However, some public spending reduction and a reordering of priorities are necessary. In the US, home foreclosures still move forward at about 300,000 per month. Public spending measures that delay the entry of new entrants to the labor market (e.g. education) would be welcome in the American economy. Likewise, re-directing spending to shore up America’s economic infrastructure would not only increase jobs but would also add to efficiency in production and distribution.
Economy
EU: Quo Vadis, Europe?

o Code Red Risk: What’s next in the policy formulation equation?

Is austerity the correct solution for the situation in the EU? Germany says “ja”, France says “non”. One of the rarest phenomena in the world is economists who agree with each other! Thrifty, prudent Germans are chagrined at having to bail out spendthrift, imprudent Greeks, Portuguese, Irish, and others. Maybe the solution is not spending less but rather spending on the right things. That translates in economic terms to expenditure switching rather than to expenditure reduction (or a combination of both). If we have learned anything from the financial crisis of the past few years is it probably that we (i.e. the developed countries) were not as rich as we thought we were. The Wizards of Wall Street constructed a “cotton candy economy”. It was all fluff and tasted sweet at the time but melted away when eaten. There was simply nothing there except spun sugar. There was no real collateral behind the collateralized debt obligations. The underlying assets of derivatives were far less valuable than the transactions they supported. The “system” overleveraged and collapsed of its own weight because it was built on a flimsy structure. Essentially, the way out of the malaise is the reconstruction of wealth that was destroyed in the spending orgy. Savings were wiped out and that means investment was wiped out. The solution is to re-direct spending toward re-construction. Austerity in some areas is necessary, spending is necessary in others. Neither position – i.e either austerity or spending – is sufficient to bring the crisis in Europe to resolution. It’s NOT a binary choice. Until the 16 countries using the Euro can agree on the right dosage of the medicine, the crisis will persist and could even worsen. And things are not a whole lot different in the USA.

USA: Quo Vadis America?

o Code Red Risk: Can the wingnuts spoil the game?

While the European Union has to deal with the conflicts and contradictions of national sovereignty issues, the USA has to deal with an ever-widening ideological split on the issue of recovery and how to achieve it. The macro-economic concerns are the same: growing deficit and increasing debt. However, in the USA the issue is as much about the distribution of wealth as it is about its level. Two of the key elements considered vital to recovery – financial regulation reform and jobs – are the two main issues. A “jobless recovery” is an oxymoron. One problem is this area is the rate of new entrants to the labor force. Policies to delay entry of new workers (e.g. spending on education) should be considered. This will not only delay entry to the work force, it will also improve the quality of labor. Likewise, spending on the improvement of America’s dilapidated economic infrastructure can improve efficiency and hence, profits, that will increase tax revenues to offset deficits. You can’t have a recovery if you don’t have jobs. People can’t save or spend what they can’t earn. US President Barack Obama is simultaneously accused of being a “closet socialist” and being in the pockets of capitalist corporations. Unless the corporations themselves are socialists, I fail to see how both arguments can be true at the same time. Every policy initiative falls into the ideological chasm of right vs. left. While Obama chastises BP for the situation in the Gulf, a legislator apologizes to BP for the President’s behavior. The jobs bill gets defeated. The wingnuts in the Tea Party accuse the government of wanting to control people’s lives and simultaneously complain that the government is doing nothing. But when you ask the wingnuts what they want the government to do the answer is “do nothing – just get out of the way!” But get out of the way of what, exactly? What are the alternatives? The one thing that the USA and the EU have in common is that no one seems to be able to agree on anything (albeit for entirely different reasons)! Both need to reduce the noise-to-signal ratio. In a crisis, doing something is usually better than doing nothing. That’s because the crisis managers need the feedback from the system. If what is done is wrong, the system will kick back and let you know damned quickly. That allows you to correct course. Doing nothing allows the system to continue unabated and unchecked. And we know intuitively where that takes us: nowhere! Obama was widely criticized for not demonstrating “some emotion” about the oil spill. No one really expects to the see the President of the United States ranting, pounding on his desk, and throwing a tantrum. What is really being demanded is decisiveness. That comes from experience, not emotion. It took him too long to decide what to do. He satisfied no one. BP simply engaged in a series of increasingly expensive and failed attempts to repair the damage. Had Obama quickly acted to shut down the well, he would have saved BP some US$20 billion, while showing some decisive action – even if it turned out to be wrong or detrimental to BP interests. As it turned out, neither he nor BP came out looking good. Now a federal judge has overruled Obama’s moratorium on drilling for oil in the Gulf and he faced a “mutiny” of the troop commander in Afghanistan which required (and got) quick action. (He did not have much choice in that situation!) The malaise is spreading and the US looks increasingly dysfunctional. That’s not good!

USA: But financial reform has finally been presented to the Congress
o Code Yellow Risk: It remains to attack the nitty-gritty

US President Barack Obama was able to attend the G-20 meeting with a financial reform bill awaiting approval by the US Congress. The bill has already been approved by the House of Representatives and now awaits approval in the Senate. If it goes through the Senate unscathed, it will deliver about 90% of what Obama said he wanted. The US$19 billion charge for “regulation fees” was already removed. The bill sans the US$19 billion has already been approved by the House of Representatives and currently sits in the Senate. Of course, the Republicans are complaining (as expected) that the government gets too much power. Maybe so, but it will be easier to scale back on regulations than to risk falling short of what is needed. (See the back page of this report for a summary analysis of some of the measures). Remaining now is the conversion of the provisions of the bill to actual regulatory rules. That won’t be easy because of the sweeping nature of the proposed changes. Some wags have already suggested that the legislation is a “jobs bill” for attorneys. 
G-20: Diversity reigns

o Code Yellow Risk: Consensus will not emerge from 20 distinct nations

The G-20 meeting in Toronto ended with the consensus that it is not possible to reach consensus on certain issues. That was to be expected. The group is made up of a highly diverse set of economies with very unique individual circumstances. Emerging from the crisis for each requires a specific set of policies that may differ from what would emerge from a consensus. For example, Ireland has been in an austerity mode for the past two years. Greece needs to impose severe austerity measures right now. Italy (as always) needs to organize its accounts and austerity in some areas is necessary but stimulus necessary in others. Germany has one of the world’s oldest labor forces, is an export-driven economy, and probably needs to expand investment beyond its own borders or encourage immigration to gain access to a younger labor force. The main concern in the USA is jobs. There will be no sustainable recovery without them. The UK probably needs to engage in austerity in some areas and expenditure switching in others. In short, getting 20 nations to agree on a one-size-fits-all policy configuration is impossible. Brazil’s Lula did not attend the meeting. (See Brazil). The G-20 should meet frequently to coordinate policy. There are overlapping jurisdictions within the group as well. The EU has problems that are unique to the union. The USA straddles an ideological gap at home and a debilitating war in Afghanistan. China has its own set of unique challenges. The path to recovery is a bit like playing three-dimensional chess.
China: Put those reserves into product!

o Code Yellow Risk: Watch this closely

It looks like China has decided that US$2.5 trillion of foreign currency reserves are best hedged by direct investment not just in China but in emerging countries. With lots to spend and the US and EU facing slow recovery for the next several years, Chinese investment is welcomed with open arms in the emerging countries. China has also agreed to allow the yuan to revalue – a sign that it has accepted that it might be exporting less. Whether it will import more (which might help the EU and the USA) is not yet clear. China is neither communist nor capitalist – it is mercantilist! Watch for more direct investment from China and continued Chinese protectionism.
Politics
USA: Glenn Beck has spoken!
(( Double Code Zen Moment: This man needs help!

Fox News’ most ludicrous commentator Glenn Beck recently launched a tirade against the World Cup Soccer competition saying that soccer is a “poor man’s sport” brought to the USA by Latins and linked to the socialist agenda of US President Barack Obama (who, by the way, prefers basketball!). Beck announced that the USA; 1) does not want the World Cup, 2) that Americans don’t like soccer, and 3) want nothing to do with it. He further stated that the political left is imposing soccer on the American school system. Proof of the success of this “insidious plot” is that more children below the age of 12 now play soccer than play baseball, basketball, and American football combined. Glenn, I hate to disappoint you, but soccer (i.e. European football) did not originate in Latin America or among “brown people” as you stated. It is an English invention and was brought to Latin America by Charles Miller – an ENGLISH immigrant to Brazil. Moreover, it was far from a sport of the poor. Sunday soccer matches in Brazil took place along the banks of the (then clean) Tietê River and were very hoity-toity affairs. So, Mr. Beck, get your facts straight and get a life! Bozo!
USA: The wacky right
o Code Red Risk: A schizophrenic ideological divide remains.

The June 12th edition of The Economist magazine’s cover story offered an analysis of the American political right. Glenn Beck is one of the members of this rather wacky group of ideologues. Before offering any analysis, I should add that having worked for and with Republican members of the US legislature I cannot be accused of being particularly biased against the Republican Party by any means. But I confess that the likes of Sarah Palin, Glenn Beck, Rush Limbaugh, and others like them leave me with a very queasy feeling in the pit of my stomach. The fact that they even get someone to listen to them is disturbing. How does someone at one and the same time defend laissez-faire economic policy while supporting the federal bailout of banks and private companies as signed into law by President G. W. Bush and then oppose legislation that will make government bailouts more difficult? How does someone discuss foreign policy with a person who claims that her experience in foreign affairs comes from living near Canada and that she can see Russia from her yard?
USA: How NOT to manage a crisis
o Code Red Risk: How will BP emerge from this crisis?

British Petroleum’s management of the oil leak crisis in the Gulf of Mexico will probably get into the crisis management textbooks as a case study in how NOT to manage a crisis. It’s a maxim of crisis management that about 70% of the problems in a crisis will come from the media. It is vital that a company in crisis convey the (correct) impression that it knows what it is doing to bring about recovery. BP has certainly not been successful at that. Moreover, the company and its management should also make it clear that it is appropriately concerned for the effects of the crisis on its key “publics” and those affected by the crisis. Showing up at a yacht race while the oil leak continues to rage does not send a message of concern to the public-at-large. Admittedly, if BP’s president had NOT attended the yacht race things in the Gulf would not necessarily have been any better. But that is not the issue. The message to the public is “I have my priorities and the yacht race takes precedence over the leak in the Gulf.” It is not unlike the unfortunate comment by the president of Exxon when he announced that “fortunately” the Valdez spill killed “only a few birds”. He later said he meant that he thought it was fortunate there were no human fatalities, but that’s not how it got reported! I don’t doubt that the president of BP is concerned for the effects of the leak of his company’s well in the Gulf and missing a yacht race is not going to change things in the physical conditions of the well. But effective media management in a crisis involves conveying your concern to the public and BP did not come off too well in that regard. The company has also given the impression that it was more concerned for continuing to have access to the oil than for limiting the effects of the leak in the Gulf and on the Gulf communities. Whether that is correct or not is moot. It was what seemed to be the case to the public and what got reported. As it turns out, not shutting down the well once and for all will wind up proving MORE expensive to the company than was the cost of trying to save it. The company successfully conveyed the impression that it had not a single clue as to how to stem the damage and stop the leak. BP’s management should have taken the time to review the Johnson & Johnson response to the Tylenol crisis! 
Security
Meanwhile, the Persians continue playing their game
o Code Red Risk: Sooner or later something is going to go “pop!”

No one can accuse Mahmoud Ahmadinejad of being indecisive! He continues to thumb his nose at the entire world. While Brazil and Turkey continue to lick their wounded egos, the US continues to tighten sanctions unilaterally as well as through the UN Security Council, and Iran continues to enrich its uranium. There are numerous risks. Iran’s repression of dissension could eventually lead to regime change (small probability), Israel could tire of waiting to see the results of the sanctions and unilaterally take action (increasing probability), or Iran could moderate its stance (fat chance!). The USA has been imposing its own unilateral sanctions on countries and companies dealing with Iran, in addition to those imposed by the UN Security Council. One of the products falling under US sanctions is ethanol. This is a clear message to Brazil. President Lula had recently announced that Brazil would sell ethanol to “any customer who wanted to buy” and the US is already sufficiently miffed at Brazil that it could take action against Petrobras if Brazilian ethanol finds its way into the Iranian economy. Unlike President Lula, Petrobras has said that it has no intention of selling ethanol to Iran. 
Management Risks
The greatest risk to business is the lack of consensus regarding the “correct” policies to ensure recovery in the US and Europe. The USA continues to recover slowly but surely and some additional stimulus could be called for, if only through public sector expenditure switching. However, getting anything to happen in the US requires lengthy debate to straddle the ideological divide. The EU is also mired down in a similar policy debate. Again, the “proper” solution is probably stimulus for selected countries and austerity for the “basket cases” like Greece and some others. The fact is the private sector alone cannot bring about recovery either in the US or the EU. Public policies are necessary; US Tea Party hysterics notwithstanding. The debate about what remedy to apply will be more complicated in the EU because of the sovereignty issues and the lack of an appropriate authority to decide key issues. The EU has no lender of last resort so every policy measure must be debated to marshal support. Companies in emerging countries anxious to trade with the US might consider investing in Canada as an attractive option and taking advantage of NAFTA to service its member markets. The risk of investing in Canada is far lower than in the USA and you still get access to the US market.
Recommendations
Private companies are pretty much hamstrung until public policy is decided. Increased stimulus would generate one response from the private sector, austerity quite another. Governments have to decide individually and agree collectively on which way to go. Unless you have a “sure thing” in which to invest, your dominant strategy in the US and the EU is to wait for policymakers to decide what they are going to do. Even investing in the emerging countries requires some caution because some will be affected in greater or lesser measure by events in the developed economies. As many of my clients and colleagues have observed, things have changed and the change is most probably once-and-for-all. The current political-economic situation is more akin to that which prevailed in 1913 than in 1930.
Until next issue,

Jim

	US Financial Reform Legislation

	Issue
	Measure
	Analysis

	Tax
	US$20 billion in fees (this measure no longer applies)
	The banks and financial institutions (esp. Hedge funds) will be required to support the regulatory framework with hefty fees to finance oversight. This will increase costs to the big players and could limit their actions. To get the bill through the House of Representatives, this “tax” was dropped.

	Liquidation
	Government can liquidate banks in trouble
	Not unlike legislation in other countries. It ends the “too big to fail” issue and the question of bailouts. The government can intervene and liquidate banks in trouble and (depending on further measures) possibly sell the institution to another investor. No more taxpayer money for banks that get into trouble. (At least so they say!)

	Investing own funds
	Not prohibited but will likely suffer restrictions.
	Good news. As long as the funds are really the bank’s own funds and not those of “widows and orphans” there is no need to restrict investment. If the banks are not to be bailed out and can be liquidated, we can expect them to be careful about how they invest.

	Derivatives
	Not prohibited but will likely suffer restrictions
	Good news. There is nothing intrinsically wrong about derivatives. They are necessary to many companies to lock in future costs of raw materials and exchange rates. As long as there is transparency as to the risks being assumed and the risk for the account of the investor, there is no need to prohibit this product. However, banks will be required to segregate dealings in the highest risk categories – e.g. credit-default swaps based on “bundled” loans such as mortgages.

	Commercial Bank vs. Investment Bank
	No “firewall” proposed
	The wisdom of this measure is still to be tested. Commercial and investment banks have entirely different “appetites for risk”. Keeping them apart has a certain logical appeal. Here, much will depend on the nitty-gritty regulations. Again, the issue is protecting the money and savings of “widows and orphans”.  
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