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F X Review:
When Assessing Exposure, Don't
Forget the Power of Politics

When companies do business in international markets, it is essential that they understand the potential
impact that geopolitical events can have on their exposures and activities. Economic performance and
policy variables are often given priority, as they can heavily influence currency movements. We saw
this in 2021, when the COVID-induced surge in inflation necessitated responses from central banks,
which in turn had predictable impacts on currency markets. But companies should also be careful not
to forget the sway of geopolitics, especially as 2022 opens with uncertainty over Russia and several
consequential elections throughout the year. Companies that account for these political factors can
plan for the best strategies and solutions to protect themselves.
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Market Summary

S&P 500 DJIA EUR per USD JPY per USD MXN per USD
Q4 2021 4766 0.8793 115.08 20.53
QTD Change 10.65% A 7.37% A 179% A 3.41% A -054% ¥

.............................................................................................................................................................................

*Arrows indicate direction of dollar performance | *Data as of 12/31/2021
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In forecasting exchange rates or understanding the macro backdrop that drives
financial markets, the presumption is that key factors will reflect a combination of
economic performance and policy variables. For much of 2021, the focus has been
on the global surge in inflation and the central bank response — albeit more in

the emerging markets than the main industrial countries. But this was starting to
change toward year-end when the Fed started to ‘taper’ — that is, reduce the scale
of its asset purchases — and market sentiment swung in a very short period from
expecting no interest rate increases until the end of 2022 to at least four 25 bps
hikes during the year, with more to come in 2023. The Bank of England has already
started its tightening cycle. The European Central Bank, however, still exhibits a
reticence toward tightening.

The reliance on economic measures allows for relatively smooth adjustments in
forecasts but it falls short in one important dimension: it fails to account for the
discontinuities resulting from political changes. Recent events and the electoral
calendar remind us of the importance of global events — the crisis resulting from
Russia’'s new-found security “demands”, the continuing tensions between China
and Taiwan, and the ever-present threat from North Korea as examples — as well
as domestic politics, for which the electoral calendar looms large in Australia,
South Korea, France, and Brazil, to name just a few.

Geopolitics

Although a more extreme example, the Russia/Ukraine situation shows just how
important it is to account for geopolitical uncertainties in addition to the usual
economic and market-related factors when reviewing a currency’s outlook. Prior
to the recent escalation, the high level of oil prices and the aggressive tightening
of monetary policy by the Bank of Russia would have led to the presumption of
an appreciating Russian ruble. But as illustrated in Figure 1, the ruble had actually
been depreciating since late October 2021, well before the February 2022 military
escalation. Western sanctions against Russia in response to the conflict have
obviously led to a sharp depreciation of the ruble, but even the threat of political
instability alone last year was enough to overpower the traditional factors, before
any sanctions actually came into place.

Figure 1: Russian Ruble: July ‘21 — Present
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THE RELIANCE ON ECONOMIC MEASURES ALLOWS FOR RELATIVELY SMOOTH
ADJUSTMENTS IN FORECASTS BUT IT FALLS SHORT IN ONE IMPORTANT
DIMENSION: IT FAILS TO ACCOUNT FOR THE DISCONTINUITIES RESULTING FROM

POLITICAL CHANGES.

.............................................................................................................................................................................

The key question then becomes: how should companies
manage the uncertainties in advance? Much of the foreign
exchange discussions between banks and their corporate
clients center on risk management and hedging activities.
But when geopolitics enters the equation, this may not

be adequate. The threat of sanctions always raises the
possibility that companies may not be able to gain access
to their funds held in affected countries, so the number
one question should potentially be: “can you get the money
out?”, with a priority on how to answer that question in
practice, rather than thinking about a hedging decision.

Electoral politics

Elections can generate enough noise to overrule economic
factors as well. Last year witnessed large depreciations of
the Peruvian sol and Chilean peso ahead of presidential
elections, which were won by left-wing candidates. The
economic scenario of higher copper prices provided little
benefit to either currency despite the fact Peru and Chile are
top producers of the metal.

More recently, at least part of the weakness of the Korean
won has been associated with concerns about the upcoming
presidential election. The same is true with the Colombian
peso. The question in all these cases is to what extent will
the winning candidates seek to implement radically different
policies from their predecessors or to what extent will they
be forced to move to the political center in order to gain
parliamentary support.

The three elections set to garner the most market attention
are the presidential elections in France and Brazil, and

the U.S. mid-term elections, which may present some

risk for the U.S. dollar. With Democratic Senate wins in
Georgia in January 2021, it became possible for the Biden
Administration to adopt its initial stimulus measures, which
in turn fed through to a more robust U.S. dollar. But should
Republicans regain control of either, or both, houses of
Congress, the risk is that the following two years could be
characterized by policy stalemate, with negative implications
for the U.S. economy and the U.S. dollar.

Figure 2: Upcoming Elections (Non-Exhaustive)

Americas:

+ Costa Rica: General (February)

« Columbia: Parliamentary (March)

+ Colombia: Presidential (May)

 Brazil: General (October)

+ U.S.A.: Mid-term Congressional (November)

Asia-Pacific:

+ Korea: Presidential (March)

» Philippines: Presidential (May)

+ Lebanon: General (May)

» Australia: General (before May 21)

E

urope/Africa:
Portugal: General (January)

+ Serbia: General (April)

+ France: Presidential (April)

» Hungary: Parliamentary (April)
+ Kenya: General (August)

+ Sweden: General (September)




Brazil: In Focus

The presidential election in Brazil could see a contest between
the incumbent right-of-center President Bolsonaro and the left-
of-center former President Lula. When Lula first won election
in 2002 (he took office in 2003), he largely maintained the
centrist economic policies of his predecessor amidst a period
of economic crisis. But what are the policy risks if the choice
appears to be between two extremes? Does the market sell the
Brazilian real ahead of the elections “just in case"?

This kind of uncertainty is the reason why election time

is often associated with higher volatility for a country’s
currency. For USDBRL, the previous elections showed
exactly that. Figure 3 shows three-month historical volatility
of USDBRL from 400-days before voters cast a vote to

50 days after. Historical volatility is a statistical measure
representing the standard deviation of spot changes over

a period, in this case three months. The 2018 election
occurred during a tumultuous time in Brazilian politics, and
spot volatility started to rise well ahead of election day

until it more than doubled. In 2014, USDBRL spot changes
dampened until closer to election day but spiked sharply
after. In 2010, volatility rose to a peak before reversing
course. As history showed, it is difficult to predict the path
of spot movements and market responses to news, polls and
such. Prudent treasurers would be wise to look at potential

Figure 3: USD/BRL: Volatility During Election Years
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Source: Bloomberg, CitiFX

In conclusion

2022 is shaping up to be a big year for elections and
geopolitics. Corporate treasurers who understand the
impact of these factors on currency movements, and
by extension their exposures, in addition to traditional

economic and policy factors, can plan for the best strategies
and solutions to protect themselves.

scenarios, manage interim market volatility, and minimize
market noise from financial results.

This communication has been prepared by Citibank, N.A. and is distributed by or through its authorized affiliates (collectively, the “Firm"). This
communication is not intended to constitute “research” as that term is defined by applicable regulations. Unless otherwise indicated, any reference to a
research report or research recommendation is not intended to represent the whole report and is not in itself considered a recommendation or research
report. The views expressed by each author herein are their personal views and do not necessarily reflect the views of their employer or any affiliated
entity or the other authors, may differ from the views of other personnel at such entities, and may change without notice.

You should assume the following: The Firm may be the issuer of, or may trade as principal in, the financial instruments referred to in this communication
or other related financial instruments. The author of this communication may have discussed the information contained herein with others within

the Firm and the author and such other Firm personnel may have already acted on the basis of this information (including by trading for the Firm's
proprietary accounts or communicating the information contained herein to other customers of the Firm). The Firm performs or seeks to perform
investment banking and other services for the issuer of any such financial instruments. The Firm, the Firm's personnel (including those with whom the
author may have consulted in the preparation of this communication), and other customers of the Firm may be long or short the financial instruments
referred to herein, may have acquired such positions at prices and market conditions that are no longer available, and may have interests different or
adverse to your interests.

This communication is provided for information and discussion purposes only. It does not constitute an offer or solicitation to purchase or sell any
financial instruments. The information contained in this communication is based on generally available information and, although obtained from sources
believed by the Firm to be reliable, its accuracy and completeness is not guaranteed. Certain personnel or business areas of the Firm may have access
to or have acquired material non-public information that may have an impact (positive or negative) on the information contained herein, but that is

not available to or known by the author of this communication. The Firm shall have no liability to the user or to third parties, for the quality, accuracy,
timeliness, continued availability or completeness of the data nor for any special, direct, indirect, incidental or consequential loss or damage which may
be sustained because of the use of the information in this communication or otherwise arising in connection with this communication, provided that this
exclusion of liability shall not exclude or limit any liability under any law or regulation applicable to the Firm that may not be excluded or restricted.

The provision of information is not based on your individual circumstances and should not be relied upon as an assessment of suitability for you of a
particular product or transaction. Even if we possess information as to your objectives in relation to any transaction, series of transactions or trading
strategy, this will not be deemed sufficient for any assessment of suitability for you of any transaction, series of transactions or trading strategy.

The Firm is not acting as your advisor, fiduciary or agent and is not managing your account. The information herein does not constitute investment
advice and the Firm makes no recommendation as to the suitability of any of the products or transactions mentioned. Any trading or investment
decisions you take are in reliance on your own analysis and judgment.

© 2022 Citigroup Inc. Citibank, N.A. Member FDIC. Equal Credit Opportunity Lender. Citi, Citi and Arc Design and other marks used herein are service
marks of Citigroup Inc. or its affiliates, used and registered throughout the world.

CItl

2080799 03/22



