Trade Credit & Political Risk

Major Country Risk Developments
October 2022
By Byron Shoulton

Overview
The global economy has suffered four shocks since
2020: the pandemic; a huge fiscal and monetary
expansion in response to it; post-pandemic supply
side shortages, in which pent-up demand hit supply
constraints in industrial inputs and commodities; and
finally, Russia’s invasion of Ukraine, which hit energy
supplies and prices in a way not experienced before.
An economic slowdown appears unavoidable as we
approach 2023, with stubbornly high inflation and
the response to it [rising interest rates], combined
with soaring energy costs - leaving consumers globally with far less discretionary spending.
The IMF is now forecasting global growth of 3.2% in
2022 and 2.7% in 2023. Those estimates have been
ratcheted down from earlier estimates. Inflation,
meanwhile, is projected to be 8.8 percent in 2022, up
from 4.7% in 2021, before declining to 6.5 percent in
2023 and to 4.1 percent by 2024.
The global economy faces a thicket of problems from
high inflation, tight monetary policy that seeks to

reverse more than two decades of easy money, and
geopolitical risks ranging from the rise of far-right
autocracies to the ongoing and violent war in Ukraine.
Risks to the outlook remain largely on the downside.
Monetary policy could miscalculate the right stance
to reduce inflation. Policy paths in the largest economies could continue to diverge, leading to further U.S.
dollar appreciation and cross-border tensions.
The oil market faces almost unprecedented two-way
risks at present. On one hand, the possibility of deep
recession-induced, in large part, by soaring energy
costs around the world in the wake of the war on
Ukraine. Meanwhile Moscow has weaponized gas
supplies against Europe. Pending EU sanctions on
Russia, Russia may remove some of its oil from the
market as soon as winter. In reaction to a price cap
plan, Russia may decide unilaterally to withhold
supply. Or it may disrupt 1.2 million barrels per day of
exports through a pipeline carrying Kazakh oil that
passes through Russia. Also, global crude demand will
likely surge when China finally eases its Covid-19
restrictions.
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By any measure this is a big moment for oil prices, the
global economy, and the world’s energy order. Crude
prices remain high by historical standards. Yet the
Opec+ oil cartel, led by Russia and Saudi Arabia,
agreed in early October to cut two million barrels of
oil per day from existing production supplies –
adding salt to the wound for numerous oil-importing
nations. Prices at the pump, which dipped over the
summer, will begin climbing again. After months of
raising supply, Saudi Arabia decided it was time to
change course. The newly announced production
cuts are designed to reset the market’s sentiment.
A geopolitical breach is also underway, as the
decades-old alliance between the U.S. and Saudi
Arabia frays in favor of the Saudis tightening their
six-year partnership with Russia. Tensions between
Saudi Arabia, the world’s largest crude oil exporter,
and the U.S., the world’s largest consumer, come as
signs of a deepening energy crisis ensues alongside
the Russian war in Ukraine. Both Saudi Arabia and
Russia stepped up their pursuit of production cuts to
halt a recent slide in oil prices which have fallen from
$120 per barrel in June to around $90 last month – a
drop that has hit Russian state revenues. Russia
needed a substantial production cut to raise prices since Russian oil has been trading at large discounts
after European buyers turned away. The U.S. wants to
restrict Russia’s oil revenues to starve its military of
funding for the war, which makes Saudi Arabia’s
continued cooperation with Moscow a growing
source of tension between the Saudis and the U.S. In
short, Opec+ oil producers have imposed significant
cuts in oil supply amid one of the tightest crude
markets in recorded history, and ahead of a potential
decline in Russian exports over the coming months.
The move is a very big gamble on a fragile global
economy’s tolerance for more energy inflation.

hovered around $20 billion a month. Since the
Russian invasion of Ukraine, the value of its monthly
exports shot up to $40 billion. Other petrostates are
obviously also beneficiaries. Meanwhile, other big
emerging economies in addition to India, such as
Brazil, Turkey, and South Africa, are facing import bill
increases that far exceed any export growth those
economies may have had during this period.
Then there is Russia which has racked up enormous
surpluses. This is not just a function of high energy
prices but also the collapse in its imports. But still, it
has made enormous amounts selling oil and gas this
year. Russia’s trade surplus has more than tripled
since last year, according to the World Bank.
Meanwhile, the U.S. and other G7 countries have
advanced a plan to impose a price cap on Russian oil
sales – a move that could lead to lower supplies from
Russia alongside a tightening of European sanctions
against Moscow which takes effect in December.
Opec+ producers worry that a price cap planned only
for Russia now could later become a precedent for
wider use against other producers. The U.S. Treasury

Energy prices have shot up far above the cost of
extraction, production and generation. The result is a
massive redistribution of the economic value of
energy from consumers to producers. Consider Saudi
Arabia: in the previous five years, its exports typically
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has estimated that the G7 plan to cap the price of
Russian oil exports would yield $160 billion in annual
savings for the 50 largest emerging markets, as Washington insists that the scheme it has championed
would put a lid on rising energy costs around the
world. However, there are still doubts and uncertainty
in the oil market about the extent to which this novel
experiment, never before attempted, will work in
practice, what its effects will be on the market and
how Russia will react.

Meanwhile, the divergent outcomes of emerging
economies will be determined by how well their
economies are managed, whether they export commodities, and their level of indebtedness. Before the
pandemic, depressed private investment and
demand kept inflation too low for central banks that
targeted 2%. In that world, government deficits
helped by putting upward pressure on inflation. This
also tended to push up interest rates, not a bad thing
when central banks worried more about rates being
stuck at zero. The upshot was that, as far as markets
were concerned, governments’ capacity to borrow
was infinite.
That world is now over. Inflation in many countries is
too high, and structural forces threaten to keep it
there for some time. Having belatedly realized this,
central banks are raising rates at the fastest pace in 40
years. While some countries acknowledge inflation is
a problem they continue to borrow as though limits
do not exist. After the stimulus-inflated levels of 2020
and 2021, budget deficits fell sharply across developed markets this year, to an average 4.3% of GDP,
according to independent estimates. However,
budget deficits in developed countries are projected
to rise to 6.1% in 2023 and 6.9% in 2024.

According to the U.S. Treasury, Europe and East Asia
are the two regions most dependent on net oil and oil
product imports, which account for 4.7% of GDP, or
$55 billion annually. In 16 emerging markets ranging
from Mali to Turkey, El Salvador and Thailand, net oil
imports account for more than 5% of GDP.

Several European governments are borrowing to
defray higher energy costs over the coming winter.
Markets are forgiving of those borrowing/spending
plans for several reasons. First, by lowering headline
energy prices, subsidies make it less likely that high
inflation becomes embedded in the public’s thinking
and is thus sustained. Second, these outlays are seen
as necessary and temporary.

To date, a decline in Russian oil exports to Europe has
been largely offset by shipments rerouted to customers such as China, India, and Turkey. However, the
International Energy Agency has forecast that Russian
oil production will fall sharply once the EU embargo
comes into full force – a risk that would drive up
energy prices without a price cap in place, according
to U.S. officials. A price cap would stabilize world
energy prices. Many emerging markets would benefit
(from the needed price break) compared to the hammering their economies are currently experiencing.
Opec Gulf producers have grown alarmed at the
possibility that such a mechanism could one day be
applied to them.

The most vulnerable economies in the developing
world are having to run very tight monetary policy at
a time when they are dealing with a slowing global
economy and energy security. There are debt defaults
already underway from lower-income countries that
have borrowed in dollars. Bailouts by the International Monetary Fund (IMF) have hit record highs as rate
rises push up lower-income countries’ borrowing
costs.
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USA

increase deficits by $4.8 trillion, or 1.6% of GDP over a
decade. The relaxed attitude toward all this additional
debt is shaped by the Administration economists’
assumption that real interest rates – the nominal rate
minus inflation- will remain around zero for the
coming decade. Federal debt is much more manageable when real rates are lower than the economic
growth rate. They have some justification: real rates
were well below the economy’s growth rate for a
decade before the pandemic.

Sharp increases in U.S. interest rates and a soaring
dollar are causing global alarm. The strength of the
U.S. dollar continues to matter because it tends to
impose contractionary pressure on the global economy. The roles of the U.S. capital market and the dollar
are far bigger than the relative size of its economy
suggests. The U.S. capital markets are mostly those of
the world, while its currency is the world’s safe haven.
Thus, whenever financial flows change direction from
or to the U.S., markets around the world are affected.
One reason is that most countries care about their
currency exchange rates, particularly when inflation is
a worry. The danger is greater for countries with heavy
liabilities to foreigners, and worse if the debt is
denominated in dollars. Many countries will now need
help.

On the other hand, massive deficits, the Federal
Reserve tightening in response to flare-ups of inflation and diminished private savings could all elevate
real rates in coming years- as occurred after thenFederal Reserve Chairman Paul Volker crushed inflation in the early 1980’s.
There is some talk of globally coordinated currency
intervention, as happened in the 1980’s – which first,
weakened the dollar and then, stabilized it. Until the
Federal Reserve is content with where inflation is
going, that cannot be the case this time. Currency
intervention aimed at weakening the dollar by just
one or even several countries is unlikely to achieve
sufficient stability.

The recessionary forces emanating from the U.S. and
the rising dollar come on top of those created by the
big real shocks. In Europe, above all, its higher energy
prices are simultaneously raising inflation which in
turn is weakening real demand. Meanwhile, the determination by China to eliminate the coronavirus at all
costs, is hitting its economy, as well as its ability to fill
overseas orders in a timely fashion.

A more important question is whether monetary
tightening is going too far and in particular, whether
the principal central banks are ignoring the cumulative impact of their simultaneous shift towards tightening. An obvious vulnerability is in the eurozone,
where domestic inflationary pressure is high, and a
significant recession is probable in 2023. However,
the president of the European Central Bank has stated
clearly: “We will not let this phase of high inflation
feed into economic behavior and create a lasting
inflation problem. Monetary policy will be set with
one goal in mind: to deliver on our price stability mandate”. Even if this should turn out to be overkill, central
banks have little option. They must do what it takes to
curb inflation expectations.

While the reserve status of the dollar and Treasury
debt insulates the U.S. from some of the pressures
buffeting the UK, U.S. fiscal policy is just as mis-calibrated. While the sitting U.S. Administration touts the
Inflation Reduction Act, which lowers U.S. deficits by
$240 billion over a decade, the Administration also
passed a law which increased spending on veterans’
affairs, infrastructure, and semiconductors, while
taking executive actions that vastly expands various
food and health benefits for the needy, as well as
cancelling student debt worth between $400 billion
to $1 trillion.
Adding that to the 2021 stimulus and the associated
interest expense, the Committee for a Responsible
Federal Budget, estimates that the Administration will

We are unsure how much tightening might be
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needed. In such times the perceived sobriety of
borrowers matters a lot. This is true of households,
businesses, and not least, governments. The financial
tide is going out: only now will we notice who
hasbeen swimming naked.

next year, with GDP contracting by 0.4%-0.6%. Leading German policymakers assert that the country is in
an energy war for its prosperity and freedom. The
recently announced 200 billion euros aid for consumers and businesses, will be financed through new
government borrowing and channeled through the
reactivated Economic Stabilization Fund (WSF), an
off-budget facility that was set up in 2020 to help
companies survive the lockdowns and other public
health measures imposed during the pandemic.

Germany
The government unveiled a 200 billion euros “protective shield” for businesses and consumers struggling
with soaring energy costs, the largest aid package
adopted by a European country since the start of the
energy crisis.

Despite the setting up of this “protective shield”
around the economy, Germany is sticking to a fiscal
policy based on stability and sustainability. A group of
experts are working on details of a gas price cap and
will present recommendations in mid-October. It is
expected that prices for a set, basic volume of gas and
electricity will be capped, with usage higher than that
priced at market rates. Energy suppliers would be
compensated by the state for having to sell their gas
and electricity to consumers for a lower price. The
German economy minister scrapped a previous gas
levy on all consumers. The levy had been designed to
help energy companies (such as Uniper, which had
been plunged into crisis after being forced to buy
expensive alternatives to Russian gas on the spot
market) but was rendered moot by the government’s
decision to nationalize Uniper in September.

The centerpiece of the plan, financed by new borrowing, is an emergency cap on gas and electricity prices
that have soared since Russia first slashed its gas
exports to Europe over the summer. Disruptions in
the flow of gas from Russia have pushed up prices for
the fuel to record levels and raised fears of a winter
gas shortage in the eurozone’s largest economy.
Companies have cut production and consumers
faced with rising inflation have reined in spending. A
flash estimate published by Germany’s statistical
agency showed that inflation hit a 70-year high of
10.9% in September.

The German government has warned of the risk of
electricity shortages this winter. The government
insists that despite new aid measures, German energy
use must be reduced. Consumption, particularly in
the private sector, is not falling as much as the
government wants. The idea of a gas price brake has
long been discussed in the German government, but
it is contentious. The fact that so much of German gas
is imported means any reduction in its price would
require massive subsidies which would then pump
new purchasing power into the private sector. This
would stoke inflation and would be destabilizing and
problematic for lower income households.

A joint forecast by Germany’s leading economic
institutes predicts the country will slip into recession

Germany is relying on highly polluting coal for almost
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a third of its electricity, as the impact of government
policies and the war in Ukraine leads producers to use
less gas and nuclear energy. In the first six months of
2022 Germany generated 17% more electricity from
coal (over the same period last year). The leap means
almost one-third of German electricity generation
now comes from coal-fired plants, up from 27% last
year. Production from natural gas, which has tripled
in price since the beginning of the Russian war on
Ukraine, fell 18% to only 11.7% of total generation.

The figures highlight the challenge facing European
governments in meeting clean energy goals going
forward. Germany has been trying to reduce its
reliance on coal, which releases almost twice as many
emissions as gas and more than 60 times those of
nuclear energy, according to estimates from the Intergovernmental Panel on Climate Change.
One bright spot from the data was an increase in use
of renewable energy. The proportion of electricity
generated from wind power rose by 18% to 26% of all
electricity generation, while solar energy production
increased 20%.

The shift from gas to coal was sharper in the second
quarter. Coal-fired electricity increased by an annual
rate of 23% in the three months to June, while
electricity generation from natural gas fell 19%. At
the beginning of 2022 more than 50% of German gas
imports came from Russia, a figure that fell slightly
over the opening half of the year. Opposition groups
accused the government of “madness” over its
decision to idle the country’s three remaining nuclear
power stations from the end of this year. Electricity
generation from nuclear energy has already halved
after three of the six nuclear power plants that were
still in operation at the end of 2021 were closed
during the first half of this year. The government now
says it will keep on standby two of the remaining
three nuclear power stations, which were all due to
close at the end of this year.

The success in moving away from gas towards other
energy sources could mean that the risk of hard
energy rationing over the winter are less severe now,
even with little or no Russian gas flows. However, a
recession in the eurozone’s largest economy is still
expected – as a large part of the impact comes via
higher prices and because industries and households
still rely on gas for heating. German industrial production slid 0.4% between July and September. Production at Germany’s most energy intensive industries fell
almost 7% in the five months after Russia’s invasion of
Ukraine. The consensus is that the demand destruction caused by the surge in prices will send the
German economy into recession over the winter.
Meanwhile, Germany’s manufacturing export model
appears under threat. Voices in government are arguing that having already suffered from reckless reliance
on Russian gas, Germany’s economic dependence on
another belligerent autocracy in the form of China has
left it dangerously exposed.
Media reports suggest that Germany’s economy
ministry run by the Greens, is looking to reducing
support such as state investment and export guarantees for German companies operating in China. The
stated intention is to achieve diversification rather
than reducing exports from or investment in China
overall. However, reduction in operations in an economy the size of China’s is unlikely to be made up by
foreign markets elsewhere, it may well form part of a
6
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Comprehensive Agreement on Investment (CAI) with
China, largely designed to protect German operations
in China.
Germany has passed a law, making companies
responsible for human rights abuses in their supply
chains, ahead of similar initiative by the EU. Brussels
has also enacted a ban on products made with forced
labor. But German industry leaned against such
moves. Germany’s domestic legislation does not
create a new civil liability for companies, and their
obligations to find and eliminate abuses are considerably weaker in lower tiers of their supply chains.
For now, Germany is having enough trouble with its
rushed attempt to do without Russian gas. Fundamental structural change in business and the country’s political economy will take a lot longer. Still, if the
EU is serious about reorienting its trade policy and
Germany about rebalancing its economy towards
domestic demand, ending the export bias is an
important step. In the meantime, reducing artificial
incentives for companies to become dependent on
China is a good development in itself.

long-term reorientation away from manufacturing
mercantilism.
The dangers to the German and wider EU economies
from Berlin’s export-orientated model have long been
clear. Since the early 2000’s, by suppressing domestic
wages and demand, and prioritizing current account
surpluses, Germany ultimately shifted production
home and unemployment to the rest of the eurozone.

Eurozone

This model is also more at odds with the EU’s stated
approach to trade policy. Traditionally, the German
export lobby (and its supply chain satellites in central
and eastern Europe) has been important in pushing
for free trade agreements - even in these days it is
often more interested in investing in consumer
markets like China than exporting there.

Europe needs to replace Russian gas. That makes liquified natural gas (LNG) imports to Europe more important. Not every country on the continent has sufficient
infrastructure to import the LNG sent from the U.S.,
Qatar and elsewhere. Floating storage and regasification units [FSRU’s] offer countries a cheaper, flexible
solution to importing liquified gas.

The Greens have emerged as Germany’s chief Russia
and China foreign policy hawks – and have pointed
out the difficulties and contradictions of this position.
A draft EU deal with the South American Mercosur
trading block signed in 2019, is widely known as “cars
for beef”. It gives European automakers access to
Brazil’s vast consumer market, overriding the protests
of French and Irish cattle farmers against Brazilian
imports. In the final days of its six-month EU presidency in 2020, Germany also drove through the bilateral

Relatively quickly, these vessels-refitted from LNG
tankers- can anchor up, connect to the local gas
networks and turn imported super-cooled gas into
piped methane. Moreover, building an offshore regasification plant can cost $10 billion compared with the
roughly $500 million new-build cost for an FSRU.
Since the Ukraine war countries such as Germany,
which has no onshore LNG terminals, have scrambled
7
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plant announced savage production cuts. Germany’s
Speira is the latest aluminum producer to slash
production because of soaring energy costs as the
crisis deepens for one of the continents key industrial
sectors. The recent cuts add to calls for help to save a
sector that is facing an existential threat from skyrocketing power prices and comes ahead of a meeting of
EU energy ministers that aim to soften the pain for
households and business through emergency interventions.

to lease available vessels. Germany plans to charter
three for this winter. The Netherlands expects gas to
flow soon through two FSRU’s recently arrived at the
port of Eemshaven, where a new floating terminal
sits close to the north-western border with Germany.
Germany’s gas storage has filled up faster than
planned. France announced that its reservoirs were
90% full
These relatively small vessels have two redeeming
features. They are quick to set up and can later be
repurposed back into LNG tankers or for other types
of commodities.

The nonferrous metals trade body said industry problems, which have led to unprecedented cuts to smelter production over the past year, will deepen unless
the EU intervenes. The industry is concerned that the
winter ahead could deliver a decisive blow to the
operations of many companies. The cost of energy has

Meanwhile, pressure is building on the EU to launch
emergency action to support the strategically
important European smelting industry as another
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become far higher in Europe than in Asia and the U.S.
following Russia’s cutting gas supplies to the continent. This is threatening to wipe out corners of the
regions industry. Speira explained that energy prices
have become too high to maintain production
in Germany and the company expects little price relief
in the near-term. Europe is facing similar challenges at
many other aluminum smelters. Companies are
preparing to curtail 50% of all smelter production
until it becomes possible to sustain value.
The move to reduce smelter production at the Rheinwerk plant near Dusseldorf to 70,000 tons a year
beginning in October, follows Aluminum Dunkerque,
Europe’s largest primary smelter for metal, announcement that it would reduce output by more than 20%.
The latest wave of cutbacks follows indefinite shutdowns of Norsk Hydro aluminum smelter in Slovakia
and a zinc smelter in the Netherlands run by Nyrstar,
which is controlled by commodities trading giant
Trafigura.

Minister Giorgia Meloni has promised fiscal rectitude. In part, that’s because the European Central
Bank is no longer backstopping member governments by purchasing additional debt.

UK

While Europe only accounts for 6% of global aluminum production, the metal is of strategic importance
because of its use in aerospace, defense, and the auto
sector, as well as in buildings and to produce drink
cans. Known as “solid electricity,” aluminum is one of
the most vulnerable sectors to the surge in energy
prices that shot up after Russia cut gas supplies to
Europe.

Recently proposed tax cuts outlined by the new UK
government [now partially withdrawn] caused
great alarm. They were intended to be permanent
and to reduce deficits by boosting growth - without
details on exactly how that would be accomplished.
It was not so much that the package was large, but
that the government did not seem to consider its
ramifications before announcing it.

Before the crisis, electricity was about 40% of an
aluminum smelter’s costs with one ton taking five
megawatt hours of electricity to produce, enough to
power the average home for about five years. Producers now say it is nearly impossible to sign long-term
power supply deals when their current contracts
expire with electricity prices up over 10-fold of their
average over the previous decade. Gas, which is used
to generate power, heavily influences electricity
prices.

The 6% fall in the value of the British pound and a
half-percentage point rise in government bond
yields following the unveiling of the government’s
plan, reflect the markets belief that the Bank of
England would need to raise interest rates more in
response to the package, while investors (including
foreigners) would be buying a lot more British debt.
Some estimates put the sum at $240 billion of new
debt needed to finance the budget deficit in 2023
and $90 billion being sold by the Bank of England as
it unwinds the bond buying of previous years. In
total, that’s equivalent to a staggering 12.2% of
British GDP. The Bank of England said it would buy

Italy, one of the world’s most heavily indebted
governments, has seen its bond yields shoot higher
this year, even though incoming right-wing Prime
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bonds to stabilize markets. As markets demand
higher bond yields as compensation for greater
supply and greater risk, so too UK deficits will widen
as net financing needs rise further.

November. British banks have also begun pulling
mortgage loans in response to rising yields on
government bonds (gilts), with mortgage rates
expected to rise substantially.

Surging wholesale gas prices are putting the UK on
a path to exceed 18% inflation, the highest rate
among larger western economies. This projection
heaps more pressure on UK’s Conservative government to address a worsening cost of living crisis;
and comes as gas prices for next-day delivery
surged by 33%. Rapidly increasing prices for natural
gas have left recent economic projections out of
date. UK rate of inflation has exceeded expectations
in most months of this year as price rises have
spread through the economy. The energy regulator
Ofgem indicated that the projected price increases
to households of average usage of energy from
October -January will be up 75%. Meanwhile, the
strength of the pound [versus the euro and dollar]
remains close to its lowest levels since 1985.
Sterling is down 20% against the dollar in 2022,
putting it in contention for the worst performer
among G10 currencies this year, running neck and
neck with the Japanese yen.

The turmoil in the UK underlines the importance of
fiscal restraint, especially with inflation at 40-year
highs and central banks raising interest rates
aggressively. In the UK it seems a major experiment
is underway as the state simultaneously accelerated spending/borrowing while the central bank
steps on the brakes by hiking interest rates.
The IMF has been closely monitoring developments in the UK and has stressed that given elevated inflation pressures, it does not recommend large
and untargeted fiscal packages. The Fund said it
understood the UK government’s desire to help
families and businesses deal with the energy price
shock while boosting growth with supply-side
reforms. But it raised the concerns that tax cuts,
which will disproportionately benefit high earners,
will likely increase inequality in the economy.

Brazil

Markets are pricing in a 1.5 percentage point interest rate increase by the Bank of England- to 3.75% in

The last time the left was in power in Brazil, the
country’s most important company was caught up
in a multibillion-dollar corruption scandal and was
almost buried under a mountain of debt. After
emerging from the scandal and financial turmoil of
the previous decade, $76 billion oil and gas giant
Petroleo Brasileiro [Petrobras] is now leaner, more
profitable and a cash machine for its owners.
As Latin America’s largest economy prepares to
choose a new president, very different visions are
on offer for the state-controlled group.
Incumbent rightwing leader, Jair Bolsonaro, has
spoken of privatizing Petrobras [the region’s largest
oil and gas producer and the most valuable listed
business]. His main challenger and the frontrunner,
leftist ex-president Luiz Inacio Lula da Silva, intends
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to reassert greater government influence over
Petrobras - once considered the crown jewel of the
Brazilian economy.

Private shareholders, including western financial
institutions, together hold almost two-thirds of
Petrobras’ equity, but with more than half of the
voting rights the Brazilian state wields control.
Despite a recent tumble, the Sao-Paulo-listed preference shares are up 50% so far in 2022, outperforming the local stock index.

Lula’s manifesto calls for the oil giant to once again
be an integrated energy company, present in fertilizers, renewables and biofuels- areas at one point it
largely decided to exit in order to focus on its core
activity of pumping deep-water crude. There would
also be a bigger role for the company in Brazil’s
eventual clean energy transition. Lula wants the
company to work towards having national self-sufficiency in refined derivatives, such as petrol and
diesel, and stop charging international prices for
fuel sold domestically. Lula’s ambition is for Brazil to
be an exporter of petroleum products and an
exporter of crude oil.

Mr. Lula’s campaign proposals have unnerved some
investors. The fear is a return to the days of political
interference in the running of Petrobras under
Lula’s Workers Party, which ruled Brazil for 13 years
until 2016. Shareholders accused the then PT
government of using Petrobras as an arm of the
government. Some shareholders fear a return to old
habits should Lula be reelected. One worry is that
renewed diversification plans requiring extra
investments could hit the company’s profit margins
and cash generation.
Still, others hope that Lula, who governed Brazil for
two terms between 2003-2010, will prove pragmatic on economic matters and avoid radical interventions in the economy, the private sector, and Petrobras in particular. It’s recalled that during Lula’s time
in office, Petrobras found vast offshore oil and gas
deposits known as deep-salt reserves that ranked
among the world’s largest discoveries in decades.
Mismanagement and meddling in the company
took a heavy toll. Under Lula’s chosen successor
Dilma Rousseff, Petrobras was forced to keep prices
artificially low in a bid to tame inflation. A former
chief executive estimated this cost the group some
$40 billion. Elsewhere, refinery projects went over
budget and unfinished. Borrowing exceeded $130
billion by 2015, making Petrobras the most indebted company in the sector.

Lula’s resource populism taps into public discontent in Brazil over high living costs, a sentiment
inflamed by bumper profits at Petrobras. Like other
oil majors, the company benefited from a rise in
crude benchmarks triggered by Russia’s invasion of
Ukraine. Brazilian consumers didn’t. In addition to
beating predictions of 27% increase in net income
to $10.1 billion during the second quarter of 2022,
Petrobras was the world’s biggest corporate
dividend payer in the period, according to research
by a leading Wall Street investment firm.

Since those crises, the group has tightened compliance and reduced its gross debt below $54 billion. It
has looked to offload assets such as mature fields,
petrol stations, and refineries, concentrating
instead on exploration and production in the Atlantic Ocean. The company has embraced recovery,
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South Korea

not only financially, but also in its governance and
credibility.

The Bank of Korea will not confirm that a currency
swap arrangement with the U.S. Federal Reserve will
go into effect soon – as the Korean won continues
to slide against the dollar to the lowest levels since
March 2009. The won has fallen 155 against the
dollar since the beginning of 2022, more than any
other major currency in Asia apart from the Japanese yen.

Still, the Bolsonaro era has not been without tumult.
The rightwing populist has regularly attacked Petrobras over petrol costs and fired three chief executives
in little over a year. But as a measure of the robustness
of its overhauled internal procedures, the company has
maintained a policy of moving refinery gate prices in
line with dollar-based rates on external markets. Brazil
produces enough crude for its own needs but lacks
adequate refining capacity to meet domestic demand
– and must rely on shipments of derivative products
from abroad.

Korea is struggling to defend its currency as the
Federal Reserve sharply raises interest rates to curb
inflation. Expectations of a currency swap deal have
grown after it was revealed that both countries had
expressed interest in reopening a currency swap
line. The Bank of Korea and the U.S. Federal Reserve
signed a $60 billion currency swap agreement in
March 2020 as an emergency measure to stabilize
foreign exchange markets, but the deal expired at
the end of 2021.

Local businesses point out that oil is a global market –
and that there is no room for artificial prices or price
controls. With at least one-fifth of diesel consumed in
Brazil coming from overseas, importers need to be able
to buy at the international price and sell in Brazil. Lula’s
advisers have sought to soothe concerns. They have
advanced a theory of one way to implement his pledge
to “Brazilianize fuel prices” via reference values formulated by a government agency, with vendors free to
follow or ignore them. This theory is, so far, not taking
hold.

Calls for an emergency swap deal have intensified
amidst expectation that the dollar’s rally -near its
highest level in more than two decades against
major currencies- to continue at least until the end
of the year. The consensus is that such a deal, which
will allow South Korea to borrow U.S. dollars at a
present rate of exchange for won, as a last resort to
stabilize the volatile market.

Privatization of Petrobras is viewed as the best possible
outcome by some. This would remove the threat of
government intrusion, and hence would free the company’s share price, which is considered undervalued
compared to many of its peers.

Authorities in South Korea and other Asian markets
are preparing for worst-case scenarios as the dollar
is likely to continue to rise with the Federal Reserve’s
rate hikes, but there is not much they can say to
reverse the trend other than gradually raising their
own interest rates to slow the pace.

If the polls are correct and Lula triumphs, investors can
find some comfort in current legal reforms and new
corporate governance norms at Petrobras approved in
the wake of the ‘car wash’ scandal. These are designed
to prevent government’s using state-controlled enterprises for political gain and oblige ministers to reimburse any costs incurred as a result of enforced subsidies. But as the controlling shareholder, the state can
still effectively shape company strategy by replacing
the board and the top job.

Export-dependent countries such as South Korea
are under increasing pressure, with the country’s
growing trade deficit and higher oil prices dimming
the won’s outlook. South Korea reported a record
trade deficit of $9.5 billion in August.
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The authorities have stepped up oversight of currency
markets, with the Bank of Korea asking currency dealers to provide hourly reports on dollar demand after a
series of verbal warnings failed to halt the won’s
descent.

Asia. The renminbi has breached the psychological
level of Rm7 : US$1 despite Beijing’s verbal warnings
and other attempts to shore up the currency.
Separately, South Korea’s science ministry has
indicated that “sense of crisis” is gripping the country’s semiconductor industry, as Korea braces for
greater challenges from U.S. and China in an intensifying global chip war.

A South Korean panel that overseas the country’s
massive National Pension Service, the world’s
third-largest pension fund, is drawing up new rules to
improve its foreign exchange management policy – as
a top priority.

There is growing fear among Korean officials and
industry executives that the country will shed
production facilities as domestic chipmakers, lured
by subsidies and tax incentives, rush to build semiconductor plants in the U.S. China is catching up
fast in the memory chip sector on the back of generous state funding.

Meanwhile, the government is trying hard to defend
the psychologically important Won 1,400:US$1 threshold. It has intervened in the market to slow the pace of
the won’s decline.
The won is not the only victim of a surging dollar in
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New Korean legislation passed in August have laid the
legal groundwork to support the semiconductor
industry against severe competition from the U.S.,
China, Japan, Europe, and Taiwan. It reflects a sense of
crisis about South Korea’s competitiveness on the
global stage and the new legislation is designed to
strengthen Korea’s competitiveness in supply chain
and security.

infrastructure for chip production facilities such as
electricity and water supply. The aim is to develop
large ‘chip clusters” that will gather production and
research and development to attract foreign chipmakers to Korea. The government also intends to
train 150,00 people over 10 years to boost the semiconductor workforce, thereby addressing concerns
over a lack of adequate local talent in the sector.

The complaint is that Korean companies have received
relatively smaller tax benefits from the government
and suffered from a lack of talent compared to China,
the U.S. and Taiwan. Industry officials want the South
Korean government to provide more support for
domestic chipmakers as the U.S., China, and Europe
boost investment in the sector.

By Byron Shoulton, FCIA’s International Economist
For questions / comments please contact Byron at
bshoulton@fcia.com

South Korea remains the world’s biggest memory chip
producer, with Samsung and SK Hynix together
controlling about 70% of the global Dram market and
more than half of the Nand flash market. Dram chips
enable short-term storage for graphic, mobile and
server chips, while Nand chips allow for files and data
to be stored without power.
But the Korean chipmakers technological edge over
U.S. rivals in the Dram business appears to be narrowing, while Chinese chipmakers are expanding their
market share in the Nand flash market. Apple indicated
that it is evaluating sourcing Nand chips used in some
iPhones used in China from a Chinese chipmaker.
Analyst have also noted that much of the R&D being
conducted by Korean companies on next generation
semiconductor technologies are taking place in the
U.S.
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The Korean government has taken the lead in mounting a turnaround to this challenge, emphasizing that
semiconductors will determine the fate of the economy, while promising greater backing for the industry. It
has expanded tax breaks, reduced red tape and introduced two pending bills known as the K-Chips Acts
that are aimed at bolstering new activity. The government also intends to provide funding for essential
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