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Dear Reader,

If all my years in business have taught me anything one of the most important lessons is that one should never underestimate the power of a lousy, stupid idea based on a lack of critical reasoning. I have seen huge amounts of resources squandered on the pursuit of pipe dreams, and joint ventures and investments turn into managerial and financial nightmares only because the projects were conceived and viewed through rose-colored glasses. As I have written in the past, business people are optimists by definition. You don’t put billions of other people’s money on the line in the belief that a venture will fail! You want to, and must believe the endeavor will be successful. However, Group Think is a powerful force and once a lousy idea catches on it is hard to stop the momentum. The unfortunate individual who asks “what can go wrong here?” is accused of heresy, negativism, unwarranted pessimism, and not being a “team player”. But business can ill afford to ignore such questions. The real world shows us that it is a reasonable question because things do go wrong.

The notion that the recent financial crisis has “proven” the concept of the “minimalist” state to be flawed is one clear example of a lousy, stupid idea that has gained currency, most notably in Brazil. The notion is based on an uncritical analysis of the equally uncritical management of risk on the part of a group of inconsequential nincompoops wearing rose-colored glasses and masquerading as bankers. The fundamental cause of the financial crisis was lousy governance, pure and simple. Any system that allows idiots to run around unfettered be it minimalist or maximalist is doomed to failure. A private company or a state-owned company that ignores risk is not going to survive. And “too big to fail” is as much a problem in a minimalist state as in a maximalist state (and even more likely in the latter because the pain of failure is spread across the entire polity rather than across just the perpetrators of disaster) We saw what happened in the USA which was supposed to be minimalist but acted like it was maximalist! Taxpayers are footing the bill generated by the nincompoops.

The actual truth is that the state (regardless of size in this case) simply ceased to carry out its legitimate function of keeping the playing field level. And Boards of Directors did not do their job. Checks and balances supported by feedback are essential for any system to work properly. Maximalist states don’t let its companies fail and minimalist states are supposed to but in this case did not. In retrospect all we can really conclude is that management that was supposed to know better was either incredibly stupid or grossly remiss (or both). So what do you do? Should you put all the stupid managers in the state? Stupidity, unlike ignorance, is incurable. So, you won’t see a lot of difference in the results! A simple maxim of systems analysis will illustrate my point: Colossal systems generate colossal errors. It’s not the size of the state that matters; it’s the size of the system. You can be sure that when the state and all its systems become one, you will have big problems. Every risk will be systemic. A useful corollary is: The system always kicks back. So the issue is governance – i.e. monitoring of the system as it kicks back and selective intervention to keep it on track. That’s neither minimalist nor maximalist – it’s just plain vanilla reality!

Those responsible for governance would also do well to remember that the difference between a horse trader and a horse thief is the ethics required of the former.

 
BRAZIL

Executive Summary
Brazil is increasingly in the international press, this time NOT as the “darling’ emerging country but for its incomprehensible foreign policy. In just a few short months Brazil’s coddling of the pariahs of the global economy has caused confusion and doubt about the country’s maturity and leadership ability. For some unfathomable reason, Lula has been unraveling the tapestry that showed Brazil as a mature, emerging “player”.  The economy continues to recover and has returned to pre-recession growth levels. Inflation seems to be creeping upward but this is typical of an election year. Politics rules the roost and Lula has been dragging his chosen successor from one inauguration of public works to another – some not even finished – in an effort to make her a known quantity. The usual charges and investigations of corruption abound, not to eliminate it, but merely to smear the other side.
Economy
The number for 2009 is in

o Code Yellow Risk: Signs of recovery show strength

The estimate (adjustments could occur) of 2009 GDP growth showed Brazil declining by 0.2% ; a good showing in view of the deep recession that hit the global economy. The table to the left
	2009 GDP Growth Rates

	Item
	% Growth

	Personal Consumption
	4.1

	Government Consumption
	3.7

	Services
	2.6

	Trade Account
	

	     Exports
	-10.3

	     Imports
	-11.4

	Investment
	-9.9

	Industry
	-5.5

	Agriculture & Livestock
	-5.2


lists the components of 2009 GDP growth and the rate for each. The Brazilian economy was shored up principally by personal consumption, public sector spending, and growth of the services sector. With the exception of public spending, increasing personal consumption during a recession is not common. However, we must take into account the idiosyncratic skewed income distribution that characterized (and, albeit improved, still characterizes) Brazil. A new middle class, formed by migration from the poorest segments of the economy and given additional support by government stimulus spending, continued to consume in the recession. There is no surprise in the trade account, investment, industry and agricultural growth rates. Those traditionally decline in recession. Only consumption showed a “contrarian” trend. However, without increased investment and industrial growth long-term growth is not sustainable. Industrial growth has bounced back to pre-recession levels and investment is recovering so longer-term sustained growth is likely. (Depending on politics as discussed below).
Somebody finally provided a number
o Code Red Risk: And it don’t look good!

	Components of The Brazil Cost

	(Percent over US/Germany Cost)

	Item
	%

	Intermediates/raw materials
	18.6

	Interest on working capital
	8.0

	Non-recoverable taxes
	3.0

	Social costs
	2.8

	Logistics/distribution
	1.9

	Investment
	1.2

	Energy
	0.5

	Regulatory costs
	0.4

	
	

	Total
	36.4


The Brazilian Machinery and Equipment Industry Association (Portuguese initials: ABIMAQ) conducted a study of the ubiquitous Brazil Cost – the collection of items and inefficiencies that reduce the competitiveness of Brazilian products. The issue of Brazil Cost has long been discussed in the abstract but ABIMAQ decided to try to put a number on it. The results are presented on the chart to the left. The numbers are the percentage amounts of the items shown over the average costs of the same items in the USA and Germany. The total shows the percentage difference between the cost of production in Brazil vs. the USA and/or Germany – neither of which can be considered a low cost venue. According to industry sources, when measured against China the difference is roughly twice the 36% derived when measured against the US and Germany. Brazilian capital goods producers complain that to stay in business they have resorted to importing Chinese machinery and equipment for re-sale. In fact, for the machinery and equipment sector taken alone, the impact of the Brazil Cost is a walloping 44% over the US/Germany figure. An industry spokesman said that to understand the impact of the Brazil Cost it is sufficient to note that one kilo of foundry steel in Brazil costs R$3 (approx. US$1.70) while a complete, fully assembled Chinese machine costs roughly the same amount on a per kilo basis. So much for the value chain! ABIMAQ reports that the market share of local companies has dropped from 60% to 20%. Because Brazil’s capital goods sector has developed into a world class producer over the past several decades and the quality of its machinery and equipment and the sector’s work force have achieved market recognition, the data are disturbing. Why should a German or American producer invest in Brazil if just by walking through the door it experiences a 36% cost increase? You think a “maximalist” state will resolve that issue?
Turning up the heat

o Code Red Risk: Relations between Brazil and US likely to worsen.

On the heels of Hillary Clinton’s trip to Brazil when she was told of Brazil’s continued support for Iran and Lula’s intention to go ahead with his visit to that country in May, the New York Times (07 March edition) criticized Petrobras’ relationship (among those of other companies – see WORLD) with Iran while it has received EXIM Bank loans from the USA. Washington is increasingly irritated at Iran’s behavior, will propose additional sanctions in the UN Security Council and is likely to further restrict its relations with those countries that deal with Iran. I fail to see what benefits Brazil can derive from supporting Iran other than perhaps the smug satisfaction of taking a gratuitous swipe at the US. But Russia, Germany, and France, among others, also support checking with sanctions Iranian nuclear ambitions accompanied by gleefully announced missile development. Brazil could be embarking on a highly expensive and futile journey.
The flame has been lit
o Code Red Risk: Will the US retaliate the retaliation, and what about inflation?

Brazil has fired a shot across the US’s bow with a series of import taxes on a wide range of US products. This is a warning shot to let the US know that the next step is the cancellation of US patents and intellectual property rights, most probably on pharmaceutical products. Brazil was granted the right to retaliate following a WTO decision regarding US subsidies to cotton farmers. In fairness to Brazil, the country has shown restraint in the matter, hoping to negotiate a solution rather than resort to trade sanctions (the issue is 8 years old). In fairness to the US, it is not clear that for its part, the delay is necessarily on purpose. Agricultural subsidies are the bailiwick of the US Congress and Obama is finding it increasingly difficult to deal with that body on virtually anything, must less on the sacred cow of subsidies to cotton. The duties on specific products from the USA are proposed to last 365 days. Given the “molasses-in-winter” speed with which the US legislature deals with issues, that may not be sufficient time to reach accommodation before Brazil attacks the intellectual property of US companies. Brazilian business executives have expressed concern for the possibility of US retaliation of Brazil’s retaliation, leading to increased trade problems and more acerbic relations between the two countries. In fact, an otherwise slow moving US legislature has already announced that it will review Brazil’s status in the Generalized System of Preferences, a status that grants import duty reductions on specific products. This is a game that no one wins. Moreover, the import duties  imposed by Brazil could lead to price increases in the local market. Local producers will be inclined to re-price local product to just below the level of the sanctioned products in sectors where the latter continue to enter the country. One such product is wheat – unless of course Canada is quick enough to seize this opportunity. (Argentina will probably be able to do very little to supply Brazil with wheat in view of Cristina’s problems with the agricultural sector.) The issue might boil down to which lobby in the US has the greater say with the Congress – the cotton producers or the intellectual property lobby. Brazil’s only option is to keep the pressure on to force a solution.
Politics
Silly season and the rumor mill
o Code Yellow Risk: Take it all with a grain of salt.

As is usually the case, before the electoral campaigns swing into full force the rumor mill turns out some really weird hypotheses. One is that Lula will resign from the presidency to work on Dilma Rouseff’s campaign. That would be a sure sign that he believes Dilma cannot stand on her own two electoral feet. How could a voter expect her to govern if she can’t even campaign by herself? Another is that José Serra, fearful of losing the election, will choose to remain as Governor of São Paulo and withdraw his candidacy. That rumor has been dispelled by Serra’s recent announcement of his planned governance strategy (see next two items). Finally, there are rumors that Aécio Neves, Governor of Minas Gerais, will reconsider his refusal to run on a “thoroughbred” ticket with José Serra. That might be possible but so far Aécio’s refusal seems pretty solid. In short, until April, you can expect all manner of rumors and hypotheses surrounding a very important election.
Looking back to the future

o Code Red Risk: Do not rule out a change in policy.

The business community appears divided on the risk of a change in economic policy if the PT should win the presidency again. The argument most often heard is that things have been so good over the past 15 years and progress so great there is no mandate for change. The corollary is that Brazil’s institutions have strengthened and a policy change will be difficult to impose. And there is also the argument that Lula’s popularity will ensure that he will continue to impose his pragmatism on the next administration (if it is PT). Unfortunately, I do not (yet) find those arguments convincing when weighed against other facts. First, the PT is not beholden to Lula whose utility ended when he twice got elected. Second, the “core” PT is still smarting at what it considers Lula’s “betrayal” of its principals and left-wing orientation. Third, Lula drifted away from the PT philosophy to create his own political brand known as “Lulism”. Fourth, Dilma has nothing in common with Lula’s worker background and is “more PT” than Lula himself. Fifth is the fact that Brazil’s institutions, most notably regulatory agencies, have been systematically “defanged” by the “core” PT (with the tacit support of Lula) and the PT has a tight grip on the lower and middle ranks of the federal bureaucracy. It’s also not clear that the country’s political party structure cannot be compromised with pork barrel spending in exchange for support for PT policy initiatives to change things. Sixth is the fact that one of the most important characteristics of the Lula administrations was the relative independence of the Central Bank under the direction of Henrique Meirelles. Meirelles will be leaving the Central Bank regardless of who wins the election. The President of Brazil appoints the president of the Central Bank so the question of the bank’s independence going forward is up in the air. Finally, while Lula’s popularity cannot be denied, he will still be an ex-president and the operational part of his title is “ex”. He will be hard-pressed to criticize his hand-picked successor and his influence over the “core” PT seems to be rather weak. In fact, Lula might have more influence as a critic of the opposition party, should its candidate win. Moreover, all that is needed to dilute Lula’s influence is to make him an offer he can’t refuse like a prestigious appointment to some international commission located outside Brazil. He will quickly become a memory – pleasant for sure, but a memory nonetheless. The President of Brazil has enormous power and if Dilma decides that Lula’s influence will be reduced over time, she will be in a position as President to reduce it. As I said in a recent meeting of executives, I hope that I am wrong. However, we cannot ignore the meaning of the cry: “The king is dead, long live the king.” And Machiavelli is always worth reading.
And what if the opposition wins?
o Code Yellow Risk: What will Serra do?

A PT victory is by no means assured so it’s germane to ask how does the business community feel about José Serra? There are mixed views in this regard. Some business sources have stated that they are more concerned about a Serra victory than continuation of a PT administration under Dilma. Serra has been a long-term critic of the interest rate and exchange rate policies of the Central Bank under Meirelles. Like Dilma, he will be in a position to change those if he is elected. Serra is reported to be obstinate in his views and might prove as favorable to an interventionist state as Dilma. He has already declared that he supports an “activist state” – whatever that might mean. As President Serra is still considered an “unknown quantity” while the PT is “the devil we know”. However, the “core” of Serra’s party is decidedly more centrist than the “core” of the PT. We should remember that the policies Lula followed during two successive mandates were essentially the same as those espoused and initiated by Serra’s party (but not necessarily by Serra himself). Presumably, Serra would have a little more difficulty forcing change on his party. Moreover, every President in Brazil has to govern through coalitions and the PSDB will be counting on the relative conservative backing of the DEMS. So perhaps the choice is between which “leftist” you believe will cause the least damage. The argument for Dilma is predicated on the past success of the Lula administrations and the belief that if the economy “ain’t broke” the PT would be foolish to try to fix it. The argument for Serra is that he has considerable political experience, perhaps (but only perhaps) more flexibility, and is backed by a center-left party that got the ball rolling toward progress in the first place. So far, the answer as to who constitutes the greater risk is simply a toss-up.
Where never is heard an encouraging word…
o Code Yellow Risk: Nobody seems to be saying good things.
If the editorials and articles in the major newspapers are any indication, the increased and increasing role of the state in what are normally private sector activities is not exactly what anyone wants to see. Over the past several weeks there has been a virtual parade of articles and editorials cataloging the inefficiencies of state-owned companies and the business management deficiencies of the public sector. Ironically, the articles and editorials compare the left-wing PT program with that of the penultimate military government under General Ernesto Geisel when one state-owned company after another was created. Shortly afterward, Brazil had to renegotiate its foreign debt and inflation went through the roof! I suppose that lesson is wasted on the left who will most certainly claim that they will “do it right”. Yeah, and I believe in Santa Claus and the Tooth Fairy!
And adding to the silly season debate…
( Code “Zen” moment: Craziest thing I ever heard!

A former cabinet minister in the economic area has suggested in a recent editorial that Brazil control the inflow of foreign investment. Not just financial portfolio investments mind you, but even foreign direct investment. His argument is that even foreign direct investment is pernicious if it does not bring new technologies into the country. He specifically referred to limiting the entry of retail companies such as Carrefour and Wal-Mart because they only sell “stuff” not produce it. Hmmm! I wonder if there is any bias on the part of the former minister who is an advisor to one of Brazil’s major supermarket chains! Probably not, right? The fact that direct foreign investment creates jobs and provides consumers with alternatives seems to have escaped the former minister’s analysis. Well, it is silly season now, so maybe it was just a joke! I wonder if the Workers’ Party (initials PT) will take it seriously?!

Food for thought
No risk, just something to remember.

One of Brazil’s greatest statesmen (at least in my view), Senator, former Ambassador, and former Planning Minister, Roberto Campos, once said that the difference between the left and the right in Brazil is that the right says: “Bring us your money, your investment, and your technology” while the left says “Bring us your money, your investment, and your technology…capitalist pig!” Hmmm! Some things just never change! 

Security
Attempting to rein in organized crime

o Code Red Risk: Things will get worse as World Cup and Olympics draw near.

Law enforcement has stepped up efforts to bring organized crime – most particularly drug gangs – under control and, most especially in Rio de Janeiro, is facing stiff resistance. There is insufficient manpower and political will to eradicate illegal drug traffic and its leadership. Resistance on the part of the drug gangs will increase as efforts to bring them down increase. The drug lords can be expected to up the ante by allowing or increasing street crime to keep the law enforcement authorities occupied. Watch this situation very carefully. 
Management Risks
There are two fundamental risks to be watched. In the short-term the greatest risk is that in the rush to get his candidate known and elected, Lula has relinquished running the country for running Dilma Rousseff’s campaign. The trade dispute with the USA is another issue but unless the US takes some action to honor the WTO decision, this is pretty much out of Brazil’s hands to act unilaterally. The second risk is trying to get some sort of “fix” as to the outlook for the policies of the next administration. Both candidates espouse a stronger role for the state as fomenter of growth. What form this will take remains an unknown.
Recommendations

Watch, look, and listen – the admonition at all unguarded railroad crossings to avoid being hit by a train applies.  Ride the short-term trend curve and do not take on too many new commitments until the horizon is more clearly visible. Brazil has been doing some pretty silly things both at home and abroad. Keep your head low, have adequate working capital, pay out excess cash in dividends, and be as flexible as conditions permit.

REGION
Executive Summary

Both Argentina and Venezuela continue showing signs of eventual problems. Both are given a close-to-50% probability of debt default (vs. 20% for Greece) if we use the demand for credit default swaps as an indicator. Mexico faces increasing violence as drug gangs now attack US diplomatic personnel. Chile has a lot of reconstruction ahead of it. The economic signs are confusing.
Economy

Argentina/Venezuela: highest risks of debt default
o Code Red Risk: Could crash before Greece.

In spite of the spotlight being focused on the EU and financially troubled Greece, trade in credit default swaps indicates a higher perceived risk of default in Argentina and Venezuela (each close to 50% probability) than in Greece (estimated at 20% probability). It is likely that EU will pull together eventually and rescue its troubled members. The options for Argentina and Venezuela are far less attractive and if financing is not forthcoming either default or hyperinflation (or both) are likely. Watch this carefully, it could cause serious problems to the entire region.
Politics
It’s that “Cuba thing” again
o Code Yellow Risk: Just something to watch.

During a recent visit to Cuba Brazilian President Lula spoke out in defense of Cuba’s sovereign right to enforce its own laws. Unfortunately, he was referring to a law that is used to take political prisoners. The press has been having a field day. Brazil’s foreign ministry seized the moment to call for an end to the US embargo of Cuba and reiterated Brazil’s policy of non-intervention in the affairs of other countries (like Honduras, perhaps?) We forget, perhaps, that Cuba’s treatment of dissidents is not news. I can remember a number of paredón firing squads shortly after Castro took over in the mid-50s. It’s simply interesting that Brazil wants to be an emerging global player but adheres to a policy of embracing pariah governments like Cuba, Iran, Venezuela, and groups like Hamas. International analysts suggest that Brazil’s foreign policy is highly detrimental to its desire to be a “player” and a reliable member of the “club”.
Management Risks
The “troubled economies” in the region will continue to be troubled in increasing measure. Brazil’s insistence on being a mediator of international disputes that have been festering for years does little to enhance the image of the region. Why not try to bring Argentina and Venezuela into line instead of taking on the likes of Iran, Hamas, et al.?
Recommendations

Be prepared for serious economic problems in Argentina and Venezuela. They are both unlikely to get much financial assistance from a global economy that faces serious economic problems in more important places. Since neither seems inclined to adopt the requisite austerity measures the most likely scenario is hyperinflation as both print money to get out from under.

WORLD

Executive Summary
The US economy appears to be gradually emerging from the recession. Consumers are gradually returning to the market albeit with much more caution than before. China has more problems than are immediately apparent and its debt-to-GDP ratio is not as healthy as China reports. However, it also looks like China and the US are gradually approaching rapprochement in the economic policy area. Watch this carefully. Russia faces serious problems and the risk of debt default in the EU remains an issue for the medium term. However, it appears that the EU is also working out a new governance model. Here’s hoping. 
Economy
Russia: A lesson for Brazil
o Code Red Risk: What’s that about the efficiency of state-capitalism?

Vladimir Putin’s Russia, characterized by the creation of numerous state-owned companies, has run into trouble. Russian GDP fell 7.9% in 2009 in spite of the fact that the country holds the third largest level of foreign currency reserves of any other nation and has been considered an up-and-coming “emergent” in BRIC. Putin created a number of large state-owned companies with monopoly or quasi-monopoly controls over their respective sectors and controlled largely by his former KGB cronies. Russia has become steadily less competitive and more corrupt. I still remember a mordant political joke from the Russian magazine “Crocodile” that reported that two weeks after invading and occupying Egypt the new Russian government of the country was importing sand. Maybe it’s correct that the more things change, the more they stay the same! Anyway, Russia’s current situation should serve as an interesting and useful object lesson for Brazil’s “core” PT! (Not that I expect them to pay attention!)
EU: It looks like they’re doing it!
o Code Yellow Risk: Some important changes are in the works.

Hooray! It looks like you guys might finally decide to all row in the same direction! The EU is reported to be considering a European Monetary Fund to assist its financially troubled member countries to get out from under their deficit and debt constraints and to increase intra-regional trade. The measure will definitely strengthen the EU qua union. France, Germany, and Italy have already voiced support for the measure. For the first time in history European countries will now be able to “invade’ their neighbors with permission! Congratulations, guys! It should be noted that not everyone is enamored of the EU project to create a European Monetary Fund to assist troubled members. I disagree simply because it seems to me that any catalyst that brings the EU together is a positive event. A regional “nationalism” to offset the individual nationalism of member states strikes me as a positive factor in creating a stronger union. And besides, it is not clear that the IMF would have the necessary funding to rescue members of the EU, and Argentina and Venezuela at the same time.
China: Troublesome provinces
o Code Red Risk: Problems controlling the debt level.

The Chinese Central Bank has expressed concern for the formation of investment funds in the provinces that privately seek funding for real estate and infrastructure projects to circumvent constraints imposed on them by the Central Bank. Officially China’s public debt level is reported at 20% of GDP. However, if the contracted debts of the maverick provinces are included, the figure could be as high as 70%. Not good!
USA: Durable goods orders up 10% over last year
o Code Yellow Risk: Signs of improvement are building in the real sector

The US Census Bureau recently reported that durable goods orders in January were up 10% over the same month last year. The implication is that once the new machinery is “turned on” job growth will follow. Remember, of course, that the US has to generate 11 million jobs to get back to where it was at the outset of the crisis, but every long journey begins with a single step. Out of the woods? No. But perhaps the US economy has passed the mid-point of what is a long path out. Watch this and the following item carefully. 
USA: Recovery to pick up speed
o Code Yellow Risk: Something to watch closely.

Economists are adjusting upward expected US growth in 2010. The new consensus rate is 3.1%. Inventory replacement is expected to be significant through 2010 but will taper off in QI of 2011. This is the third straight month in which the forecast has been nudged upward so it would appear the recovery is gradually gaining ground. However, the recovery is still expected to be mild in view of the depth of the Great Recession. Combined with the increase in durable goods orders, we can probably expect a 3 to 4 quarter lag before employment figures react to the recovery. There is still a lot that can go wrong so watch the market carefully. 

USA: M&A activity reported to be picking up
o Code Yellow Risk: Watch this closely.

US companies reportedly built up significant cash reserves during the financial crisis. (Where were you going to put it, right?) With asset prices depressed, the conditions are right for acquisitions and mergers. And sources indicate this activity is picking up. Moreover, European companies desirous of entering the US market now find US assets relatively cheap opposite a relatively stronger Euro. The only downside to this situation is that acquisitions usually lead to employment reductions. After all, a company can only have one president, one financial director, etc. so some folks will be re-writing their resumés in a tough job market. But, overall it’s good news if it means increased efficiency and, hopefully, better management.

How Third World does it get?

o Code Red Risk: Things keep popping up!

Brazil’s President Lula was vilified by the opposition and in the press for allowing for no-bid contracts to alleged cronies. A recent press report showed that there is some US$16 billion in 2010 US budget allocations for “no-bid” contracts. “Nice work if you can get it, and you can get it if you buy…oops, try” (( - great song that one!) I would think there should be no such thing as a “no-bid contract” in any representative government in which taxpayers have a right to demand accountability because they foot the bill. Hmmm! No wonder there is a Tea Party Movement! But, then again, maybe I am just old fashioned and out of “tune” with the times.
China: Encouraging remarks

o Code Yellow Risk: An emerging G-2?

China announced that it will continue to invest in US Treasuries and will eschew the gold market or at least be cautious about it. It also announced that it expects the yuan to revalue during 2010 in response to increased demand for Chinese assets and the carry trade. Well, those were the official reasons. I suspect there is more to it than just currency inflows and interest rate differentials. After all, for the foreseeable future, China has a vested interest in a US recovery. Fourteen trillion dollars will still buy a lot of Chinese product so why not help out your biggest customer? And, of course, the US is facing some serious deficit financing needs for the foreseeable future as well. Japan is headed for some trouble so why not be nice to China? Granted, it’s a bit like an arranged marriage or perhaps more accurately a shotgun wedding, but what the hell, they have been known to work – at least until a better alternative comes along! Keep your eye on this.
Politics
USA: Turning up the heat on Iran

o Code Yellow Risk: Building a case with its allies.

Iran’s announcements of progress in its missile development program combined with its refusal to discuss its nuclear program have generated increased concern not just in the USA but also in Europe and Russia (where Iran’s missiles can reach). The US will push hard in the UN for additional international sanctions against Iran and might just get them. However, even if sanctions do not occur in the desired measure, it is likely that the US will act unilaterally against countries that deal with Iran. The US Iran Sanctions Act of 1996 allows the US to deny government contracts, bank loans, trade with the USA, and a host of other measures (plus the possibility of some “informal” ones), to companies and countries that deal with Iran. While such sanctions can prove difficult to enforce in practice, they can impose some additional costs on “transgressors” and on Iran. Brazil is one of those countries that might be singled out for economic pressures. After all, its relationship with the US is not the best anyway. In view of other pressing economic issues in the global economy, the benefits from helping Iran seem rather meager opposite the possible costs. I would not think support for Iran to be a dominant strategy. And, unfortunately, Israel is not helping matters with its expansion policies.
USA: Moderates as “outliers”
o Code Red Risk: Increased polarization in the US.

Moderate candidates of both political parties in the US are finding it difficult to conduct their campaigns for office against assaults from radicals from both sides of the political spectrum. Frustrated liberals and rabid conservatives, pressure, cajole, and even threaten their candidates to move further to the extremes of their relative parties. For a political system usually made up of a majority of moderates and a minority of extremists at either end of the spectrum, this is definitely not good news. The risk is policy paralysis.

USA: Legislative elections are a’comin’

o Code Red Risk: Obama could suffer a resounding defeat.

If I had been Barack Obama’s political advisor I would have suggested (as I did in a previous issue of this report) that he not open his political attack strategy by committing his cavalry too soon. He should have anticipated from the tenor of the campaign that the health care issue would be fraught with numerous sources of opposition ranging from the ideological to the self-serving. He would (as he did) run the risk of either getting bogged down or suffering a humiliating early defeat. His defeat might come this year not with the health care reform bill but with the legislative elections which some analysts suggest could be a Democratic blood bath. His dominant strategy was to attack the financial reform issue which, while possibly equally troublesome, would have enjoyed enormous popular support given the population’s anger at the banks. Following the financial reform, the next issue should have been jobs. By that time he would have beaten down the opposition and the chances of getting his health reform bill would have been greater. The problem is that the Democrats are traditionally quick to run to the trough before checking out the terrain. He (and the party) could pay dearly for a single strategic mistake. Moreover, if he loses badly enough, his administration could be unable to get anything else done through the legislature for the rest of his mandate.
Security
USA: Violence against companies and institutions could increase
o Code Red Risk: Joblessness and waning unemployment funding could prove explosive.

Frustrated and financially strapped former employees and otherwise peaceful citizens in the USA have been known to return to their places of employment or government institutions with firearms to wreak vengeance and vent their frustrations. Whether such individuals are mentally unbalanced or simply see no other alternative is moot. They simply wind up killing people. Review your security procedures in anticipation of disagreeable and possibly tragic events.
Management Risks
Barack Obama is probably the first US President who is not overly concerned with the so-called “Atlantic Relationship”. Given his upbringing and formative years in Indonesia and Hawaii, he is more comfortable (at least personally) with the Asian side of the world. Likewise, he is not as frightened of Muslim culture as his European or American counterparts. This is not to say that he has no desire to cozy up to Europe as a traditional ally or that he supports Islamic fundamentalism or is even a justification for his screw-ups. But it does mean he is probably more intolerant of the tendency for the US to endure criticism from the “Old World” than any previous US president. Europe has a tendency to see the US as “arriviste” and naïve while the US sees Europe as a doting “great-aunt” occasionally clucking her tongue at an upstart, uninformed, and inexperienced adolescent. (Just read “The Economist” to see my point!) Being from the Northeast, I was raised in the euro-centric “Atlantic culture”. My schooling was steeped in Shakespeare, Milton, the 18th Century Pamphleteers, Dr. Johnson, and Jonathon Swift and G. Bernard Shaw (as the “rebellious” ones), and even in the arcane ways of the Italian Mafia, (the first foreign language I ever learned was Sicilian dialect – but only the really bad stuff!) etc. Obama likes Europe, but he is not mesmerized or intimidated by it. I am pretty sure he does not see Harvard and Yale as the US imitation of Oxford and Cambridge (my friends who graduated from either of those English institutions, please forgive that comparison, but it happens to be the case at least in the minds of many Americans). That makes a BIG difference to global companies in the USA, long accustomed to dealing with a “low-context” Europe where “yes” means “yes” and “no” means “no”. Obama was raised in “high context” cultures where “yes” means “well, maybe I agree with you - let’s see” and “no” is not said. That might at least partially explain his difficulty in dealing with US institutions which are founded largely on the USA’s “Atlantic heritage”.  Fundamentally the question (and hence the risk) is that neither the USA nor Europe might be ready or able to espouse this rather unique view of the world from the White House (I mean, just look at the architecture in DC – it’s 18th century Georgian!) and Obama might just not understand how to deal with the “Atlantic culture” so deeply built in to America’s institutions. He’d better learn and that goes for America, too because the world has changed.
Recommendations
First of all, US companies should be prepared for the possibility of individual (e.g. jobless former employees) and even organized (e.g. domestic terrorism) incidents. Given the increasingly violent rhetoric directed against both government and business (e.g. exporting jobs) violence cannot be ruled out. At the international level global companies should be prepared for increased EU protectionism in response to debt and deficit issues in that part of the world. The possibility of increased fiscal austerity also implies demand reduction in the EU. Offsetting those risks are increased signs of recovery in the USA – increased capital goods sales and rising consumer purchases. However, full recovery is still a long way away.  
Until next issue,
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