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Questions arise over extent of U.K. government’s role in bomber’s release

BY ALISTAIR MACDONALD
AND SPENCER SWARTZ

LONDON—The political
fallout from Scotland’s re-
lease of the convicted Locker-
bie bomber has spread
through Britain, as questions
arise about whether the U.K.
government played a bigger
roleinthe decision thanit has
publicly acknowledged.

The political stakes for
U.K. Prime Minister Gordon
Brown mounted after a son of
Libyan leader Col. Moammar
Gadhafi issued a statement

this weekend thanking Mr.
Brown’s government for the
“important role” it had played
in the release of Abdel Basset
al-Megrahi, and U.S. criticism
of the decision took on a more
strident tone, with one senior
official saying it “makes a
mockery of the rule of law.”
Both Mr. Brown and the
Scottish government have
maintained that the decision
to free Mr. al-Megrahi, the
only man convicted in the
1988 bombing that claimed
270 lives, rested entirely with
Scottish Justice Minister

Kenny MacAskill. Mr. al-
Megrahi, who has terminal
prostate cancer, flew home
Thursday to a hero’s welcome
after Mr. MacAskill released
him on “compassionate
grounds.”

But in a statement on Sat-
urday, Col. Gadhafi’s son, Saif
al-Islam Gadhafi, thanked
“our friends in the British gov-
ernment who played an im-
portant role in reaching this
day,” saying he believed the
decision would further im-
prove relations between the
U.K. and the oil-rich North Af-

rican nation. A spokesman
for the U.K. Foreign Office
said the decision was Scot-
land’s alone and had nothing
to do with any trade deals be-
tween Britain and Libya.
Once a pariah state, Libya
has in recent years improved
its relations with the West,
abandoning its pursuit of
weapons of mass destruction
and opening its oil reserves
to exploration by companies
from the U.K. and elsewhere.
But its exuberant and widely
televised welcome of Mr. al-

Please turn to page 31
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GREEK FIRE: Volunteers battle blazes in Pallini, 10 kilometers north of Athens, on Sunday. Athenians worked with firefighters to control
fires that raged for a second day and threatened to spread to heavily populated areas.

Early bulls turn tail
on U.S. stocks’ value

BY MARK GONGLOFF

It feels good to be right. But
the few analysts who accu-
rately called the U.S. market’s
bottom in early March aren’t
feeling so great about where
stocks are headed.

One of the most famous of
this group, Jeremy Grantham,
penned anote on March 10 enti-
tled “Reinvesting When Terri-
fied” that encouraged inves-
tors to buy, suggesting that
stocks were 30% undervalued.

Since then, the market has
roared ahead, without stop-
ping for a correction of 10% or
more. The Standard & Poor’s
500-share index ended last
week at 1026.13, up nearly 52%
from its 12%-year low on
March 9 and its highest close
since Oct. 6. The Dow Jones In-

dustrial Average is at 9505.96,
up 45% since its March low.
Now, the chairman of Bos-
ton asset-management firm
GMO and his colleagues say
the S&P 500 has zoomed right
past what they consider fair
value of about 880, based on
earnings estimates and histori-
cal price-to-earnings ratios.
Mr. Grantham sees “seven
lean years” of a sluggish mar-
ket ahead, to atone for what
the firm believes was a long
era of overpriced stocks, ac-
cording to his newsletter.
“The past 12 years have
seen two bubbles that were re-
ally good for corporate prof-
its,” says Ben Inker, GMO’s di-
rector of asset allocation.
“Now things are unlikely to be
anywhere near as good as peo-
Please turn to page 31
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Fed talks
take aim
at threat
of deficits

By JoN HILSENRATH

JACKSON HOLE,
Wyo.—Central bankers don’t
make decisions on taxes and
government spending, but fis-
cal policy was a major focus of
this year’s U.S. Federal Re-
serve conference here in the
Grand Tetons.

Three questions drew at-
tention at a Saturday session
at the conference, which drew
central bankers from around
the world, Wall Street econo-
mists and academics: Are defi-
cits a threat that needs more
attention? How well is the
Obama administration’s fis-
cal stimulus plan working?
And is more stimulus war-
ranted?

Money matters
W U.S. officials hope it isn’t 1937
all over again ... 8

M Bernanke gets support for a
second term at the Fed.......... 8

Large long-term deficits
could cause “serious eco-
nomic disruptions,” said econ-
omist Alan Auerbach of the
University of California at Ber-
keley, who co-wrote a paper
presented here with William
Gale of the Brookings Institu-
tion, a Washington think tank
largely populated by Demo-
crats.

Over the next decade, they
estimated, the U.S. budget def-
icit will add up to $10 trillion,
and possibly more. Credit mar-
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The energy from algae holds potential as an
economically viable, low emissions transportation
fuel. ExxonMobil is partnering with Synthetic
Genomics Inc.,as part of a major long-term research
and development program aimed at developing algae
as a viable fuel source. And because they consume
CO,, algae could help reduce greenhouse gases.

To learn more, go to www.exxonmobil.com.
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North Korea shifts course

Conciliatory steps
taken as officials
extend stay in Seoul

North Korean dictator Kim
Jong Il sent a conciliatory message
to South Korean President Lee
Myung-bak on Sunday, in the latest
action by North Korea that ap-
pears to reverse months of antago-
nistic behavior.

By Evan Ramstad in Seoul
and Jay Solomon in Washington

The message, conveyed orally
by senior North Korean officials
visiting Seoul for memorial cere-
monies for former South Korean
President Kim Dae-jung, con-
cerned cooperation between the
two Koreas, a spokesman for Mr.
Lee said.

The North Korean delegation
surprised South Korean officials
by extending their planned one-
night stay by a night and asking to
meet top government officials. For
more than a year, North Korea has
refused most contact with the
South’s government. Even in pre-
paring for the delegation’s trip, it
initially negotiated with associ-
ates of former President Kim—the
author of the “Sunshine Policy”
that resulted in billions of dollars
in unconditional aid going to the
North—before involving current
government officials.

The outreach marked Kim Jong
II’s first official recognition of Mr.
Lee, whom North Korea has dispar-
aged and shunned since he took of-
fice 18 months ago. North Korea
has been upset that Mr. Lee placed
a major condition on several hun-
dred million dollars worth of eco-
nomic assistance from the South:
that the North show progress in
ending its nuclear-weapons pro-
gram.

Mr. Kim’s message came after
several other steps this month, in-

August relaxation

North Korea has taken steps this month to defuse tensions created by its
weapons tests earlier this year.

Frees U.S. journalists
Euna Lee and Laura
Ling, detained since

March 17

Agrees to restart family
reunions of North and South
Koreans, and tours in North
by South’s Hyundai Asan

Delegation meets South
Korean President Lee
Myung-bak, conveys
message from Kim Jong Il

|
AUGUST 5

Frees South Korea businessman J North’s U.N. —,

Yu Seong-jin, detained
since March 30

| |
13 16 19 21 23

Sends delegation
to memorial
ceremonies for
former South
Korean President
Kim Dae-jung

diplomats renew
longstanding
wish for two-way
talks with the U.S.

South Korean President Lee Myung-bak (right) with North Korean envoys on Sunday.

cluding the release of two U.S. jour-
nalists and a South Korean busi-
nessman detained in the North
since March, that reduced the per-
ception of tension and animosity
emanating from Pyongyang.

Diplomats from the U.S., the
United Nations and elsewhere
have praised North Korea’s recent
steps. But they also say the North’s
need for money is behind them,
and they’re trying to figure out
how strong a hand it has.

On one hand, North Korea
might now be in a defensive posi-
tion, feeling pressure from eco-
nomic penalties that the U.N. Secu-
rity Council and many countries
imposed in the wake of its weap-
ons tests earlier this year.

But another possibility is that
North Korea may be repeating a
pattern of provocation and negoti-
ation it has used to get money
since the collapse of its longtime
benefactor, the Soviet Union, 20
years ago. North Korea has often
used the start of a new presiden-

tial administration in the U.S. or
South Korea to launch a period of
bad behavior, followed by calls for
talks and the solicitation of re-
wards for ending the provoca-
tions.

An added complication is the
prospect that Kim Jong II’s health
is playing arole in North Korea’s ac-
tions. The North Korean leader is
widely believed to have suffered a
stroke a year ago; negotiations
over the country’s nuclear-weap-
ons program broke down shortly
thereafter.

In the succeeding months,
North Korea pursued an increas-
ingly hard-line stance toward the
international community, testing a
nuclear device and a string of long-
range missiles.

More recently, diplomats have
come to believe Mr. Kim is firmly
backin control of Pyongyang’s deci-
sion-making apparatus.

Some also say Mr. Kim is seek-
ing to rebuild Pyongyang’s rela-
tionship with the U.S.
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Iraqi officials showcase
new oil fields for auction

By CHIP CUMMINS
AND HASSAN HAFIDH

Iraqi officials, smarting from a
disappointing oil-license auction in
June, will showcase this week a sec-
ond set of fields that they hope will
garner more interest from interna-
tional companies.

While oil executives have wanted
to enter Irag’s giant and relatively
unexplored fields since the U.S.-led
invasion in 2003, they mostly
passed on the first opportunity ear-
lier this summer.

In late June, Iraqi officials at-
tempted to auction rights to boost
output at a number of fields that
were already producing. Oil compa-
nies complained the terms Iraq’s oil
ministry demanded were too tough,
and mostly walked away. Only one
field was awarded, to a consortium
headed by BP PLC and China Na-
tional Petroleum Co.

This time, Iraqi officials are dan-
gling the opportunity to work in un-
developed fields, a potentially more
attractive offer. Iraqgi officials said
Sunday that 45 companies have
prequalified to bid on the contracts.

Iraqi Oil Minister Hussain al-
Shahristani and other top oil offi-
cials plan to meet executives on
Tuesday in Istanbul, for a road show
of the fields expected to be part of
the auction. Iraqi officials have pre-
pared presentations on the fields
and are expected to meet prospec-
tive bidders. Mr. Shahristani plans
to hold a news conference in Istan-
bul after the event.

Contracts are expected to be
structured as 20-year deals, in
which companies agree to produce
oil from the fields in exchange for a
per-barrel fee. Those aren’t typi-
cally attractive terms for interna-
tional oil companies, which gener-
ally prefer to take ownership of
some of the oil they produce. But
Iraq’s parliament still hasn’t passed
a petroleum law that would estab-
lish the legal groundwork for such
deals.

In the next auctions, which the

On tap

Iraqi officials are previewing 10
groups of oil fields they would like to
bid out by the end of the year. Here
is a look at some of the biggest:

Estimated reserves, in billions of barrels

West Qurna-2 [ NG 13
Majnoun |GG 12.0
Halfaya [J 41

East Baghdad - 3.0-8.0

oil ministry said will take place be-
fore the end of the year, Baghdad is
offering a number of potentially gi-
ant, untapped fields.

A new challenge has emerged for
Iraqi oil officials: convincing execu-
tives that security has improved, de-
spite a spate of recent bombings, in-
cluding attacks in Baghdad that left
more than 100 dead last week.

“The security issue was a major
factor in why we demanded a higher
compensation threshold for our
work” in the first round, said an exec-
utive from a large international oil
company. “And the ministry was
deaf to this.”

Iraqi officials said Sunday that in
addition to providing details of the
10 new groups of fields on offer at
their Istanbul road show, they may
also shed light on what they plan to
do with the fields that weren’t
awarded in June.

—Spencer Swartz in London
contributed to this article.

CORRECTIONS &
AMPLIFICATIONS

Under a new pricing plan, Bats
Europe would give traders £4 for ev-
ery £100,000 of business they send
into the exchange’s system. A
Money & Investing article Thursday
incorrectly said the rebate would be
£4 for every £1,000.
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Afghan election results face challenges

Monitors and rivals
are reporting fraud;
‘success’ reconsidered

KABUL—Reports of fraud and in-
timidation from election-monitor-
ing groups are mounting, undermin-
ing the legitimacy of Afghanistan’s
presidential vote and posing a chal-
lenge for the U.S. and its Western al-
lies, who initially declared the vote a
success.

By Yaroslav Trofimov,
Matthew Rosenberg
and Anand Gopal

A linchpin of the international
community’s strategy here, Thurs-
day’s election was supposed to shore
up the credibility of the Western-
backed Afghan government threat-
ened by a spreading Taliban insur-
gency. Rolling back Taliban ad-
vances and reinvigorating Afghani-
stan’s development are the key goals
of President Barack Obama’s admin-
istration, which has poured tens of
thousands of additional U.S. troops
into the country in recent months.

But now, as rivals of President Ha-
mid Karzai allege widespread ballot-
stuffing in his favor, the poll may
have produced some unintended con-
sequences. Allegations of fraud
could end up eroding Afghanistan’s
stability, fracturing the part of the Af-
ghan society that is opposed to the
Taliban—and making it even more
difficult to contain the insurgency,
say those tracking the election.

“The Obama administration’s
policy hinges on whether a legiti-
mate leader emerges from this elec-
tion,” says Brian Katulis, a senior fel-
low at the Center for American
Progress, a Washington-based think
tank, who observed the Afghan vote.
“Without a legitimate civilian lead-
ership here yow’ll have a shaky foun-
dation for the whole policy.”

A partial preliminary vote count
is expected Tuesday at the earliest,
and it will be weeks before the final
result is known.

Both President Karzai and his
main rival, former foreign minister
Abdullah Abdullah, have staked con-
flicting claims of victory. Both main-
tain they have won an absolute ma-

Reuters

Afghans work amid stacks of ballot boxes at the Independent Election Commission in Kabul on Sunday.

jority of votes in an election con-
tested by dozens of candidates.

Afghanistan’s electoral commis-
sion, which Dr. Abdullah accuses of
siding with the incumbent, Presi-
dent Karzai, has refused to release
partial results. Should any of the can-
didates fail to win an outright major-
ity, a runoff is supposed to be held
sometime in October.

Shortly after Afghan polls closed
last week, President Obama hailed
“what appears to be a successful
election in Afghanistan despite the
Taliban’s effort to disrupt it.” How-
ever, international observers inside
Afghanistan have since provided a
much more guarded endorsement,
as reports of irregularities have ar-
rived from the field.

The National Democratic Insti-
tute, which had more than 100 observ-
ers in Afghanistan, has highlighted
“serious flaws” and said that only “as-
pects” of the election were in accor-
dance with democratic principles.

Democracy International, an-
other American observer group, cau-
tioned that it is too early to judge
whether the election is credible, and

urged Afghanistan’s electoral com-
mission to conduct a “fair and trans-
parent” vote count.

The Free and Fair Elections Foun-
dation of Afghanistan, or FEFA, anin-
dependent monitoring group that
dispatched nearly 7,000 observers to
the polls, has found many instances
of ballot-stuffing and of biased elec-
tion workers across the country, said
its director Jandad Spingar.

“Any attempts to deny the full ex-
tent of the flaws in this election would
only serve to further disenfranchise
the Afghan electorate,” cautioned
Rachel Reid, the Afghanistan-based
researcher for Human Rights Watch.

Senior U.S. officials acknowl-
edge that conspiracy theories are al-
ready swirling through the country.
“There are always rumors in Afghan-
istan,” Richard Holbrooke, the U.S.
special representative for Afghani-
stan and Pakistan, said over the
weekend in the Afghan city of Herat.
“We’ve had disputed elections in the
United States, and there may be
some questions here. That wouldn’t
surprise me at all.”

The criticism is prompting a

bout of soul-searching among West-
ern officials whose governments
provide the indispensable military
and financial backing to President
Karzai’s administration.

“It was unwise to say ‘this was a
good election’ hours after the voting
ended. We were short on facts and fig-
ures; there wasn’t enough information
about fraud,” said a senior Western of-
ficial who helped the Afghan govern-
ment organize the vote. “We still don’t
have these answers. So saying it was a
good, clean election, is premature.”

Complaints about electoral fraud
center on the insurgency-wracked
south and eastern parts of the coun-
try, where many polling stations
were empty because of Taliban at-
tacks and threats to punish anyone
who dared to vote. Daoud Ali Najafi,
the chief electoral officer of Afghani-
stan’s election commission, con-
firmed Sunday turnout was low in
these provinces “with high security
threats,” and said that a nationwide
estimate of 50% participation in the
election would be “optimistic.”

In the Wardak province south of
Kabul, officials said that nearly all

polling centers outside of district
capitals had to be closed due to the
violence. In Uruzgan province, only
six out of 36 female polling centers
opened, according to FEFA. The
group said its observers witnessed
the Taliban in the Kandahar prov-
ince cut off the fingers of two voters.
(Voters’ fingers in Afghanistan were
marked with indelible ink.)

All these areas are predomi-
nantly Pashtun, and have tradition-
ally been a stronghold of President
Karzai, an ethnic Pashtun himself.
Low turnout by the Pashtuns is likely
to bolster Dr. Abdullah, who is more
popular in the ethnic Tajik northern
and western parts of Afghanistan.

Dr. Abdullah said over the week-
end that Taliban violence—which
has driven voters and international
observers away from the polls in the
south—has made it easier to stuff
ballot boxes with fictitious votes in
favor of the incumbent. Dr. Abdullah
added in an interview that only “big
rigging” could prevent him from se-
curing an absolute majority.

Hamed Elmi, a Karzai spokesper-
son, denied these allegations and
said that the Abdullah campaign
was guilty of vote-rigging itself.

Yet, the findings of some indepen-
dent observers appear in line with
Dr. Abdullah’s claims. According toa
confidential report made by mem-
bers of one U.S. observer mission,
ballot boxes from Kandahar and the
Spin Boldak areas in the south—
some of the worst insurgency flash-
points—are arriving at the electoral
commission offices filled with 500
to 600 ballots each, indications of
an exceptionally high turnout that
doesn’t square with eyewitness ac-
counts of deserted polling stations.

Despite his complaints, Dr. Abdul-
lah said he still has faith in Afghani-
stan’s electoral process, which re-
quires the results to be vetted by the
Electoral Complaints Commission,
an independent body presided over
by a Canadian officer, Grant Kippen.

Mr. Kippen said Sunday his com-
mission received 225 complaints
about instances of voter intimida-
tion, violence, ballot-box tampering
and interference by Afghan election-
commission officials. Among these
complaints, 35 have been assigned a
“high priority” status, he said, be-
cause they were deemed “material to
the outcome of the election results.”

Killings roil Pakistan Taliban’s quest for new

BY ZAHID HUSSAIN

ISLAMABAD — The struggle
among the Pakistan Taliban’s leader-
ship intensified Sunday, as the mili-
tant group killed several people
close to slain commander Baitullah
Mehsud, Pakistani government offi-
cials said.

Among those killed, officials
said, were Mawlvi Ikramuddin, the
father-in-law of Mr. Mehsud, along
with Mr. Ikramuddin’s two sons and
a brother. Taliban militants accused
the slain individuals of tipping off
authorities about Mr. Mehsud’s
whereabouts.

“According to our information
they all have been killed,” Rehman
Malik, the federal interior minister,
told reporters Sunday. The Taliban
didn’t claim responsibility for the
deaths.

Several weeks ago, militants
killed a driver of Mr. Mehsud, appar-
ently following allegations that the
driver had spied for the govern-

ment. Also slain: Saadullah Mehsud,
a medic treating Baitullah Mehsud,
who suffered from a kidney ailment.

Baitullah Mehsud headed Te-
hrik-e-Taliban Pakistan, a disparate
alliance of tribal militant factions.
He was thought killed in South
Waziristan this month, when a mis-
sile fired by a U.S. drone struck the
house of Mr. Ikramuddin, the father
of his second wife. Mr. Mehsud’s
wife was also believed killed in that
attack.

Because the missile hit the house
shortly after Mr. Mehsud’s medic
had departed, the Taliban also ac-
cused the medic, Saadullah Mehsud,
of passing information to the author-
ities, according to a government offi-
cial.

The news of the killing of Mr. Ikra-
muddin and others came a day after
the Taliban announced it nominated
Hakimullah Mehsud to succeed Bait-
ullah Mehsud as chief of the TTP.

ATTP spokesman said a 42-mem-
ber Shura, or tribal council, has

elected Hakimullah Mehsud to suc-
ceed Baitullah Mehsud, who was de-
scribed as in failing health. Taliban
leaders insist that Baitullah Mehsud
is still alive.

Hakimullah Mehsud, thought to
be 29 years old, is known as a fero-
cious fighter. He was reportedly in-
volved in a shootout with his rival,
Wali Ur Rehman, during a Shura
meeting called earlier this month to
elect Baitullah Mehsud’s successor.
Mr. Rehman, a former spokesman
for Baitullah Mehsud, was believed
tohave been injured in the exchange
of gunfire.

Some Pakistan and U.S. officials
say they believe Hakimullah Meh-
sud may have died in the shootout.
“There’s no question,” said a senior
U.S. intelligence official in the re-
gion, “He’s dead. He was killed in the
shootout. We’ve got no reason to
doubt the [intelligence] we’re see-
ing.”

However, Pakistani journalists
who say they recognize the rebel

leader’s voice say they spoke to
Hakimullah Mehsud shortly after he
was rumored to have been killed. No
public evidence has emerged of his
death.

Since Baitullah Mehsud’s appar-
ent death, the TTP has struggled to
hold together its loosely grouped
militancy. As Baitullah Mehsud’s
deputy, Hakimullah Mehsud earned
a reputation as a ruthless enforcer
ofloyalty. Analysts said the election
of the young and impetuous militant
could accentuate divisions in the
group.

“Hakimullah seems to have over-
powered his rivals and managed to
get himself elected through intimi-
dation, but the tussle is far from
over,” said Mahmood Shah, a retired
army brigadier and a former secu-
rity chief in Pakistan’s tribal re-
gions. “His nomination could lead to
bloody clashes between the rival fac-
tions,” he added.

Hakimullah Mehsud’s men have
been blamed for attacking U.S. and

leadership

NATO supply convoys traveling
through northwestern Pakistan en
route to Afghanistan. He has also
claimed responsibility for the June
bombing of the Pearl Continental ho-
tel in Peshawar, and the deadly at-
tack on the Sri Lankan cricket team
in Lahore, Pakistan, earlier this
year.

Thereis a $120,000 reward for in-
formation leading to Hakimullah
Mehsud’s capture or death, accord-
ing to government officials.

A Pakistani security official said
the struggle is also about money.
The TTP controls millions of dollars,
and supports about 3,500 full-time
fighters. Part of the funds were man-
aged by the slain Mr. Ikramuddin.

The funds came from domestic
and foreign sources, a Pakistani se-
curity official said. In recent years,
militants have also filled their cof-
fers by robbing banks and kidnap-
ping rich businessmen for ransom.

—Matthew Rosenberg in Kabul
contributed to this article.
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GM chief Frederick ‘Fritz’ Henderson, above, backed a sale to Magna. But directors
said an offer from Belgium’s RHJ International should be taken more seriously.

Merkel hopes Opel deal

will be resolved soon

GM board withholds

its support for sale
to Magna-led group

A WSJ NEws Rounpup

German Chancellor Angela Mer-
kel said General Motors Corp.
needs to make a decision soon on
the future of its Adam Opel divi-
sion and that she hopes for
progress in the coming week.

GM executives on Friday pro-
posed amajority sale of Opel to Ca-
nadian auto supplier Magna Inter-
national Inc. but failed to win the
support of GM’s newly appointed
board, according to people famil-
iar with the board meeting.

The board expressed reserva-
tions over the German govern-
ment’s funding plan that would aid
Magna in its purchase of a major-
ity stake in GM’s European auto
business, these people said. Con-
tinued ties with Opel, long a cru-
cial player in GM’s product devel-
opment, is a critical cog in GM’s
plan to remain a global player.

“I very much regret that there
hasn’t been a final decision at
GM,” Ms. Merkel told ZDF televi-
sion. “This would be urgently nec-
essary for the employees and also
for the economic situation at
Opel.”

German Economics Minister
Karl-Theodor zu Guttenberg said
Saturday that talks will resume
this week with the U.S. and GM.

Chief Executive Frederick
“Fritz” Henderson and top lieuten-
ants had backed the Magna-led
consortium, but Chairman Edward
E. Whitacre Jr. and other board
members argued that a competing
offer from Belgian investment
group RHJ International SA
should be taken more seriously,
the people familiar with the board

meeting said.

Mr. Henderson’s management
team agreed to revisit the terms of
any deal for Opel, including RHJ’s
bid, the people said. The split be-
tween the executives and GM’s
board highlights the greater scru-
tiny being employed by GM’s direc-
tors, which had been considered a
rubber stamp for GM’s manage-
ment prior toits June 1 bankruptcy
filing.

The board is looking for more
clarity on what the auto maker’s
strategy will be once control of
Opel is ceded, the people familiar
with the board meeting said. The
board also wants specific details
of Germany’s commitment to fi-
nancing Opel once it is separated
from GM, they said.

GM and its European operation
released statements saying a deci-
sion hasn’t been made on Opel.
Magna declined to comment.

The Magna-led consortium,
which includes Russian savings
bank OAO Sberbank, received back-
ing from German politicians, who
see the bid as more likely to keep
jobs in Germany.

“All factual matters between
GM and Magna were cleared up,
and there is no justification for a
postponement of the decision,” Ro-
land Koch, state premier of the cen-
tral German state of Hesse, where
Opel is based, said in a prepared
statement.

German authorities would pro-
vide as much as €4.5 billion, or
about $6.5 billion, in guarantees to
fund any deal.

GM’s European operations in-
curred a first-quarter loss of $2 bil-
lion and are being overseen by an
independent trust with €1.5 billion
in German government loans. A fi-
nal decision on any sale will be
taken by the trust in coordination
with European and U.S. authori-
ties.

‘Zombie credits’ rise in Europe

BY CATHERINE CRAIG

The rise of “zombie cred-
its”—highly leveraged companies
left to operate in default by lend-
ers—is raising concerns among ana-
lysts about the risk of another liquid-
ity crisis when those loans come due.

In previous downturns, Euro-
pean banks were more likely to en-
force lending terms, known as cove-
nants, and forced leveraged-buyout
companies to repay debt early, in
some cases through a break-up of
the business. Lenders wrote off debt
in exchange for an equity stake or a
fresh investment from a new or ex-
isting investor. This time, a shortage
of inexpensive third-party capital
and the potential for big losses
when writing off debt is putting
lenders off.

Instead, many are preferring to
“waive covenants” and allow bor-
rowers to continue operating with
debt they can’t service. “This is a big
worry because no one has full trans-
parency on lenders’ exposures,”
said Neel Sachdev, a partner special-
izing in leveraged finance at law
firm Kirkland & Ellis.

“Zombie credits occur where the
business is operating in default, but
the lenders are not enforcing cove-
nants,” Mr. Sachdev said. “At cove-
nant-waiver meetings, it’s as
though there’s a massive elephant
in the room and everyone’s ignoring
it because they don’t want to ad-
dress the real issue of repairing com-
pany balance sheets.”

Banks have no incentive to act be-
cause the only options are to either
demand payment and make the com-
pany insolvent or to write down the
value of the debt and crystallize
their loss, he said.

Moreover, Basel Il regulations re-
quire banks to hold capital based on

the level of risk they ascribe to the
loans they make. So declaring the
loans less safe means banks must
hold larger amounts of capital as se-
curity against them.

But by not restructuring the
loans, banks may be putting off prob-
lems that could resurface simulta-
neously in a few years, analysts say.

“Most LBOs arranged in 2006
and 2007 at the peak of the market
have loans which mature in 2013 to
2015,” said Ed Eyerman, managing
director for European leveraged fi-
nance at Fitch Ratings. “Alot of busi-
nesses are generating just enough
operating profits to meet interest
payments at the moment. But they
won’t have enough to pay off their
debt when it comes due, so they will
have to refinance.”

Unlike the 2001-2002 downturn,
when junior forms of debt typically
suffered the most, the risk is grow-
ing this time that senior lenders,
who take priority over other lenders
when it comes to repayment, will
lose part of their principal.

According to Fitch’s estimates,
recovery rates, or how much value
can be salvaged from companies
overloaded by debt, have fallen for
the last nine quarters as the value of
companies has fallen. The percent-
age of all senior debt rated by the
agency that stood to lose at least
30% of its principal rose to 53% by
June, it said.

Rising default rates among busi-
nesses frequently aren’t being ad-
dressed through restructurings,
weakening businesses’ ability to
grow and eventually meet loan re-
payments.

The percentage of triple-C rated
leveraged buyouts, or businesses
that are most likely to default on
their loan interest and repayment
obligations over the next 12 to 18

months, rose from 8% to 20% be-
tween December and July, accord-
ing to Fitch, which covers about 75%
of the European LBO market.

The figure rises to 37% if busi-
nesses rated single-B-minus, where
the risk of default is present but a
limited margin of safety remains,
are included. This is equal to about
105 companies, valued at approxi-
mately €65 billion ($92.67 billion).

Jon Moulton, founder of U.K. pri-
vate-equity group Alchemy Part-
ners LLP, said accounting methods
introduced since the 1990s have al-
tered the way most European banks
value their leveraged-loan portfo-
lios, in a way that discourages them
from restructuring the businesses.

In the 1990s, bank loans gener-
ally were held at “net realizable
value,” or the amount they would
fetch in the prevailing market. That
meant that restructurings resulted
in a relatively small amount of pain
for the banks in accounting terms,
Mr. Moulton said.

Today, loans could legitimately
be held on a bank’s books “at cost,”
or their original value. Mr. Moulton
said the difference between the real-
izable value of LBO loans held by Eu-
ropean banks and their book value
could be anything from £10 billion
($16.51 billion) to £30 billion.

As long as interest rates remain
low, businesses can continue to oper-
ate and service their debts with rela-
tively small amounts of cash, he
said. Banks can keep businesses
afloat by writing off small amounts
of debt and waiving financial cove-
nants.

The problem will come as inter-
est rates start to rise, he said. Busi-
nesses already weakened by stifled
commercial activity will face cash-
flow crises.

—From Financial News

Criticism mounts of Iran cabinet picks

BY FARNAZ FASSIHI

Iranian President Mahmoud Ah-
madinejad is facing criticism of his
cabinet nominees both at home and
abroad, as the political turmoil in
the country deepens less than a
month into his second term.

Mr. Ahmadinejad introduced 21
cabinet nominees last week and, as
the law stipulates, submitted the list
to Parliament for a vote of confidence.
Parliament said Sunday that it would
review and vote on the cabinet over a
three-day period starting Aug. 30.

The names drew harsh criticism,
even from his allies, as soon as they
surfaced. Some lawmakers said
they were reluctant to approve the
candidates because many lacked the
appropriate skills and experience.

“It appears his choices for a cabi-
net are even weaker than the previ-
ous government. We are not obliged
to vote for the president’s list,”
cleric and lawmaker Mehdi Pour
Fatemi told a semiofficial parliamen-
tary news agency.

Mr. Ahmadinejad’s pick of three
women ministers—for the health, ed-
ucation and welfare, and social secu-
rity portfolios—scandalized clerics
in the holy city of Qum, who warned
that there are limits to women’s abili-
ties. Women activists questioned
the hard-line president’s motives
and charged that these female candi-
dates would only push his agenda.

His choice for defense minister,
Gen. Ahmad Vahidi, drew interna-
tional condemnation. Mr. VahidlI,
who served as the commander in
chief of the Quds Force unit of Iran’s

Revolutionary Guards, is one of five
prominent Iranians wanted by Inter-
pol for the bombing of a Jewish cul-
tural center in Argentina in 1994.
The attack killed 85 people.

Alaeddin Boroujerdi, an ally of the
president who heads an influential
committee in Parliament, told Iran’s
official news agency IRNA on Sunday
that international pressure and accu-
sations linking Mr. Vahidi to the Ar-
gentina attack would have no bearing
on Parliament’s decision to approve
his nomination. Mr. Boroujerdi re-
jected accusations that Mr. Vahidi
was involved in the bombing.

The choices for key ministries
such as interior, intelligence, cul-
ture, oil and foreign drew criticism
even from members of the presi-
dent’s own party, who said the picks
indicated that Mr. Ahamdinejad
wants ministers who completely sub-
mit to him, according agencies.

“The president wants to be the
ruler in sensitive ministries. So he
has introduced people whose major
quality is that they are ‘yes-men,” ”
conservative lawmaker Ali Motahari
told Mehr News Agency on Friday.

Mr. Ahmadinejad’s re-election in
June has been shadowed by allega-
tions of fraud. He now faces the
most formidable grass-roots opposi-
tion movement the Islamic Repub-
lic’s regime has yet seen.

Public anger has risen amid re-
ports on opposition Web sites and in
letters written by opposition lead-
ers Mir Hossein Mousavi and Mahdi
Karroubi of human-rights abuses at
the hands of the government, includ-
ing torture, rape, murder and mass

burials of opponents allegedly killed
by the government, either during
protests or while in prison.

The government at first denied
the accusations, but the widespread
reports eventually forced Parlia-
ment to name a committee to investi-
gate the charges.

According to reformist Web site
nooroznews.ir, citing cemetery
workers and some alleged victims’
families, 44 unidentified corpses
were buried on July 12 and 15 amid
heavy security in unmarked graves
in Tehran’s Beheshte Zahra ceme-
tery. The government has denied
that, but as outrage mounts, lawmak-
ers have asked for evidence to be
submitted to them for investigation.

Mr. Ahmadinejad took the un-
usual step of appearing live on state-
owned televisionlast Thursday to de-
fend his cabinet choices in a lengthy
broadcast. As the screen showed pic-
tures of each proposed cabinet mem-
ber with bullet points listing his or
her qualifications, the president reit-
erated the nominee’s devout reli-
gious credentials and commitment
to the Islamic Revolution.

On Saturday, Mr. Ahmadinejad
didn’t attend a meeting of the Expedi-
ency Council, a political arbitration
body. His absence suggests arift with
the high-powered clerics on the coun-
cil. The council is headed by one of
Mr. Ahmadinejad’s harshest critics,
former President Ali Akbar Hashemi
Rafsanjani, who stunned opposition
supporters when he called for unity
and harmony after the disputed June
presidential election and urged Irani-
ans to follow the orders of Supreme
Leader Ayatollah Ali Khamenei.
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Toxic assets vex Natixis and its parent

Expected large second-quarter loss should make disposition of problem investments a priority, analysts say

BY JETHRO MULLEN

PARIS—As toxic assets likely will
force French bank Natixis SA to re-
port a second-quarter loss, analysts
say Chief Executive Laurent Mi-
gnon’s first earnings report on
Thursday would be an ideal time to
announce measures to purge them
from the balance sheet.

If he fails to do so, the bank will
keep struggling to stanch losses
that have driven it into the red in
five of the last six quarters, making
it one of the French banks hardest
hit by the global financial crisis.

“The magnitude of Natixis’ toxic
and risky assets and the change of
management at both Natixis and
[parent bank] BPCE represent the
opportunity to rid the group of its
biggest risks,” Credit Suisse ana-
lysts said in a note to investors.

There are a few ways Natixis could
do that. One would be to carve out the
most noxious elements and transfer
them to BPCE, France’s second-larg-
est retail bank and the owner of
71.54% of Natixis. A second way would
be to entrust the handling of some of
the assets to external managers.

Some analysts have suggested
Natixis could go further by seeking
government help in a move reminis-
cent of the clean-up of the bad loans
at Crédit Lyonnais SA 15 years ago.
Analysts at Société Générale called it

“an ideal solution.” However, the
French government appears reluc-
tant to step in after already having
pumped more than €7 billion ($10.04
billion) into BPCE and Natixis.

The most dangerous course would
be for Natixis to soldier on without
tackling the assets, analysts warn.

BPCE said in a filing with the
French financial market regulator
earlier this month that it may con-
sider transferring some Natixis as-
sets. ABPCE spokesman and a Natixis
spokeswoman declined to elaborate
on the subject ahead of the banks’
joint press conference Thursday.

At the end of March, Natixis val-
ued risk-weighted assetsin a special
portfolio of its least-appealing activ-
ities at €33.7 billion. The portfolio is
intended to manage and sell off
many of the synthetic products that
became notorious during the finan-
cial crisis, including collateralized
debt obligations, residential mort-
gage-backed securities, and com-
plex derivatives.

Shifting the assets to BPCE, either
by selling them at a discount or hav-
ing BPCE guarantee them, would cost
Natixis in the short-term, but leave it
adequately capitalized for the future,
the Credit Suisse analysts say.

That would allow Natixis to con-
centrate on developing its core
businesses as determined by Mr.
Mignon’s strategic review, which

he is to announce Thursday.

His strategy for the healthier
part of the bank is likely to involve a
closer integration of Natixis’s activi-
ties with those of BPCE, a focus on
businesses offering steady returns
without excessive risk-taking, and
further restructuring and cost cut-
ting, analysts at Keefe, Bruyette &
Woods said in a note to investors.

Natixis is expected to announce a
net loss of €446 million for the sec-
ond quarter, compared with a €69
million profit a year earlier, accord-
ing to a poll of four analysts by Dow
Jones Newswires.

The bank is the result of a 2006
merger of the investment-banking
operations of Caisse d’Epargne and
Banque Populaire with the intent of
creating a European giant.

The French government has
taken a deeper role in running
Natixis and BPCE than it has with
other French banks. Francois Perol,
previously an advisor to President
Nicolas Sarkozy, was parachuted in
to handle the merger of Banque Pop-
ulaire and Caisse d’Epargne into
BPCE. He is now CEO of BPCE and
chairman of Natixis. Mr. Mignon
took up his post at Natixis in May.

The government holds 19.84% of
BPCE’s capital, has two representa-
tives on the bank’s supervisory
board and in addition named two in-
dependent board members.

Agence France-Presse

The entrance of the Natixis
headquarters in Paris
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P& G to sell preseription-drug arm

BY JEFFREY MCCRACKEN

Specialty drug maker Warner
Chilcott Ltd. is expected to an-
nounce as early as Monday the acqui-
sition of Procter & Gamble Co.’s pre-
scription-drug business for more
than $3 billion, say people familiar
with the matter, a sign that the mar-
ket for loans on more highly levered
deals may be loosening.

Six banks, led by J.P. Morgan
Chase & Co. and Bank of America
Corp. and including Credit Suisse
Group AG, Citigroup Inc., Barclays
PLC and Morgan Stanley, are ex-
pected to put up as much as $4 bil-
lion in financing for the transaction.
Roughly $3 billion will go toward
the acquisition, with the remainder
refinancing $1 billion in existing
Warner Chilcott debt.

This would be the fourth-larg-
est “leveraged loan” of 2009 in the
U.S. and the largest globally for an
acquisition, according to data pro-
vided by Dealogic. The last lever-
aged loan of this size for a deal in
the U.S. was in April 2008, when
Mars Inc. announced its planned
purchased of Wrigley.

A leveraged loan is typically de-
fined as a loan made to a borrower
with a credit rating below invest-
ment grade or that already carries a
good amount of debt.

The dealis one of the larger trans-
actions in a weak summer market
for acquisitions. But perhaps its big-
gest impact will be on the dormant
markets for deal financing, which
have beenlargely shut since the mid-
September 2008 collapse of Leh-
man Brothers Holdings Inc. Financ-
ing for deals have lately been mostly
limited to big companies with
strong credit ratings.

None of the banks wanted to un-
derwrite this deal alone, but “no
bank wanted to miss out,” said one
person familiar with the matter.

The banks are in part attracted
to the transaction because they are
able to demand higher underwriting
fees than during the last big deal-
making cycle in the middle of the de-
cade, said one person familiar with
the deal.

Warner Chilcott is able to absorb
those fees because interest rates re-
main historically low, which keeps
the company’s overall borrowing
costs down despite the banks’ addi-
tional charges.

Cerberus Capital Management
LP andrival drug-maker Forest Lab-
oratories Inc. also were interested
in the business, said the people fa-
miliar with the matter. But Warner
was able to produce the best bid for
the Ohio-based unit, which will be
run as a wholly owned subsidiary of
New Jersey-based Warner.

A key issue in the talks, said
these people, was a patent-dispute
lawsuit between P&G and generic-
drug maker Roxane Laboratories
Inc., an Ohio-based subsidiary of
Germany’s Boehringer Ingelheim.

P&G sued Roxane in October
2007 over the P&G drug Asacol, an
ulcerative colitis drug. The suit
came after Roxane earlier sought
approval from the U.S. Food and
Drug Administration to product a
generic version of Asacol. The suit
is pending.

P&G was confident in its defense
and has won similar cases in the past,
including one against Israeli drug
maker Teva Pharmaceutical Indus-
tries Inc. over Actonel, the osteoporo-
sis treatment for women that is the
division’s best-selling product.

Nonetheless, Warner Chilcott
and Forest wanted the matter set-
tled before inking a deal, said these
people, while Cerberus offered a
lower price but was willing to take
on the potential liability. The status
of the matter was unclear Sunday.

A P&G spokesman declined to
comment on the deal. The company
made clear last year it “would look
at all options” for the division, said
spokesman Tom Millikin.

The deal should boost the pro-
file of Warner Chilcott, which fo-
cuses on women’s health care and
dermatology products. Folding in
the division would triple Warner’s
revenue and give it access to drugs
that focus on a wide range of wom-
en’s health concerns.

The company recently reported
second-quarter profits of $56 mil-
lion on sales around $251 million. Its
shares trade around 2009 highs of
$16.

The P&G unit, which makes
roughly $800 million in operating
profit, was put on the auction block
late last year, in a sales process led
by Goldman Sachs Group Inc. It has
annual sales of about $2 billion.

P&G has struggled for years to
gain afoothold in the pharmaceuti-
cal industry, having aborted a
2000 plan to swallow drug makers
Warner-Lambert Co. and Ameri-
can Home Products in a three-way
deal. The failed takeover eventu-
ally led to the ouster of P&G’s chief
executive at the time. By 2006, the
company announced plans to end
most of its in-house work on drug
discovery, investing instead in
forging pacts with small biotech
companies and universities.

—Ellen Byron
contributed to this article.

Chrysler deputy chief Press
will leave before year-end

By KATE LINEBAUGH

DETROIT—Chrysler Group LLC
Deputy Chief Executive Jim Press is
planning to leave the auto maker be-
fore the end of the year, according to
people who have been informed of
the plan, as Fiat SpA seeks to revive
the car company that two months
ago emerged from bankruptcy.

Mr. Press, a former star at Toy-
ota Motor Corp., was the only one
of Chrysler’s top execu-
tives retained after the
company’s bailout. He was
kept on as a special adviser
to Sergio Marchionne, who
now serves as CEO of
Chrysler and Fiat.

But Mr. Press has been
stripped of many of his re-
sponsibilities, and recent
missteps have strained his
relationship with Chrysler
dealers.

Mr. Press, 62 years old, is
expected to leave Chrysler by the
end of November, according to one of
the people informed of the plan.

“I don’t think anything has been
released about management
changes,” he said, declining further
comment. A Chrysler spokesman de-
clined to comment.

The departure comes two months
after Mr. Marchionne’s initial man-
agement shake-up, which created a
flatter structure of 23 executives,
including Mr. Press, reporting di-
rectly to him.

Inhis current position, Mr. Press—
unlike the three executives in charge
of the Chrysler, Dodge and Jeep
brands—doesn’t have any direct op-
erational control over departments

Jim Press

that Mr. Marchionne is concentrat-
ing on to lead the turnaround.

Mr. Press’s exit will end a tough
two-year run at Chrysler. Hired by
Chrysler’'s former owner Cerberus
Capital Management LP in Septem-
ber 2007, Mr. Press came in with
high expectations as one of the top
auto executives.

In his 37-year career at Toyota,
the Kansas native became a powerful
figure, exerting influence over all as-
pects of Toyota’s U.S. sales
unit and building a strong
reputation among auto
dealers. Eventually, he be-
came the first non-Japa-
nese elected to the compa-
ny’s board of directors.

At Chrysler, Mr. Press
started working to re-
vamp the way the com-
pany developed new mod-
els, but after only a few
months his relationship
with then-CEO Robert
Nardelli became strained, said peo-
ple familiar with the matter.

Mr. Presslost credibility among
dealers after he went out in Janu-
ary and February torally dealers to
order more cars and trucks, saying
that would help the company sur-
vive. Many did, but Chrysler still
filed for bankruptcy, leaving deal-
ers who loaded up their lots with
cars and trucks that became diffi-
cult to sell.

Mr. Press ran afoul of dealers
again in June when Chrysler
dropped 789 of them from its retail
network as part of its bankruptcy or-
ganization. At that time, he called
the dealership cuts the “most diffi-
cult business decision” of his career.
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Maersk swings to a loss

Shipping giant sees
sluggish rest of year
as freight rates drop

By OLA KINNANDER
AND ELIZABETH ADAMS

Container-shipping giant A.P.
Moller Maersk AS said Friday it ex-
pects weak business to continue the
rest of this year as it swung to afirst-
half loss on plunging freight rates.

Maersk, whose results are a key
indicator of the health of global
trade, said that although the world
economy appears to beimproving, a
pickup in the shipping sector will
lag behind any economic recovery
because freight rates will rise only
when ships are full again.

“But we feel relatively optimis-
tic for the group long term. When
markets return to normal we will
be among those making money,”
said Chief Executive Nils Smede-
gaard Andersen.

Still, the Denmark-based com-
pany warned about “considerable
uncertainty” for the rest of 2009, es-
pecially on container freight rates,
transported volumes, the dollar ex-
change rate and oil prices.

“That’s a pretty bleak and disap-
pointing comment from the manage-
ment,” said Jyske Bank analyst
Karsten Sloth. “That indicates there
will be a huge loss for the full year.”

World-trade flows plummeted
in the final months of last year, as de-
mand slowed and banks shied away
from financing cross-border trans-
actions. The collapse in trade hit the
world’s largest exporting econo-

mies, such as Japan and Germany,
particularly hard. Many container-
shipping operators took parts of
their fleets out of operation as
freight rates dropped.

But in recent months there have
been signs that the decline in trade
is coming to an end, and with trade
steadying, so are the big exporting
economies. The economies of Ger-
many and Japan grew in the second
quarter as exports revived.

Maersk, which also has an oil-
and-gas producing unit, recorded a
first-half loss of 3.67 billion Danish
kroner ($702.8 million), compared
with a profit of 11.59 billion kroner a
year earlier and analysts’ expecta-
tions of a 3.13 billion kroner loss.

Revenue for the six months fell
14% to 127.39 billion kroner from
148.37 billion kroner, as freight
rates fell 30% and volumes fell 7%.

Low tide

Global container volumes,
in millions of TEU*
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forecast
“Twenty-foot equivalent unit (TEU) is based

on 20-foot-long cargo container capacity.
Source: Drewry

The company also blamed lower oil

prices, with the average price of

Brent crude oil 52% lower than in

the first half of 2008.

Maersk also booked 1.25 billion
kroner in impairments.

—Paul Hannon

contributed to this article.

WE DELIVER
THE WORLD

Subscribe to The Wall Street Journal Europe Print
and Online for just €2.94 a week

The Journal Europe’s subscription package includes
delivery of the print edition every business day to your

home or office as well as full access to WS].com - the
world’s leading business news website. All for just €2.94

a week!

Read the Print edition every weekday and keep up with
the latest developments throughout the day on WS].com

on your desktop or your mobile.

You will also receive our quarterly lifestyle magazine
WS]J. and Special Reports throughout the year.

To subscribe visit www.services.wsje.com/AW09 or complete the form below

THE WALL STREET JOURNAL EUROPE.

THE SOl STIET AR

THE WALL STREET HMIRNAL
[iemet ) e

an Farspe hobd the linef =2

ey
wi e

1 e il Lmi 1 s  posi m

[] YES! Please start my subscription to The Wall Street Journal Europe with 12 months at the special low rate of
€153 a year - that’s up to 60% OFF the standard rate and just €2.94 a week! [0)33:415o0)0) 3V .85 (i 17:\

Title
Address

Full name

[Clcharge my Credit Card:

visa [] Amex [ Eurocard [] Mastercard []

Card Number:

Country

Zip

L ) ) fexpiry

Email

Signature

Date

Telephone

[1nvoice Me/My company

POST THIS COUPON TODAY The Wall Street Journal Europe, Stapleton House, 29-33 Scrutton Street, London, EC2A 4HU.
ORCALL +44 (0) 207 309 7799 OR VISIT www.services.wsje.com/AW09

We may provide your information to third parties, including companies outside of the EU, in order to fulfill your subscription request, process data and provide you with promotional information from WSJE,
its affiliates and other carefully selected companies. [ 11 do not wish to receive promotional materials from other carefully selected companies. (11 do not wish to receive promotional materials from WSJE or its
affiliates. Hand delivery subject to confirmation by local distributor. Offer only open to new subscribers. Please allow up to 2 weeks for delivery to commence.

© 2009 Dow Jones & Company Inc. All rights reserved

DOWJONES

A NEWS CORPORATION COMPANY

Sinopec profit
climbs sharply
as fuel prices rise

BY YVONNE LEE

HONG KONG—China Petroleum
& Chemical Corp., Asia’s largest re-
finer by capacity, said Sunday that
its first-half net profit more than
quadrupled, driven by higher fuel
prices amid China’s more market-
oriented fuel-pricing system.

The company, known as Sinopec,
also said it expects its net profit for the
first three quarters ending Sept. 30 to
rise at least 50% from a year earlier.

“Looking into the second half of
this year, the state will continue im-
plementing the proactive fiscal pol-
icy and relatively easy monetary pol-
icy, further improving and material-
izing the integrated economic stimu-
lus package, and increasing domes-
tic demand,” Chairman Su Shulin
said in a statement.

Sinopec spokesman Evan Jia
said the company would unveil its
2009-2011 development plan at a
news conference in Hong Kong on
Monday.

The oil company said its net
profit for the six months ended June
30 was 33.25 billion yuan (US$4.87
billion), up sharply from 7.68 billion
yuan a year earlier. That was higher
than the average of 26.5 billion yuan
forecast by seven analysts polled by
Dow Jones Newswires.

Revenue, though, fell 27% to 534
billion yuan amid lower contribu-
tions from the upstream explora-
tion-and-production segment.

Sinopec’s oil- and gas-producing
operation posted an operating
profit of 5.5 billion yuan, down from
27.1 billion yuan, because of lower
oil prices. Sinopec said the average
selling price of its crude oil fell 60%
to 1,699 yuan a ton.

The company’s refining busi-
ness, however, swung to an operat-
ing profit of 19.9 billion yuan, from
an operating loss of 46.55 billion
yuan, aided by Beijing’s move to
ease price controls.

The government adjusted domes-
tic fuel prices several times during
the first half. It cut gasoline and die-
sel prices by 3% in July, after raising
them 8%-10% in June in response to
arebound in crude-oil prices during
the second quarter.

Under China’s new resources pric-
ing system, introduced in January,
refiners are guaranteed a 5% profit
margin as long as the price of inter-
national crude is below $80 a barrel.

Benchmark crude-oil futures on
the New York Mercantile Exchange
started the second quarter around
$53 a barrel and ended the period at
$69 a barrel.

Mr. Su said Sinopec for now would
keep its full-year target of refining
184 million metric tons of crude oil,
of which it will refine 97.1 million tons
in the second half. Sinopec refined
86.9 million metric tons of crude oil
in the first half, up 1.8% from 85.35
million tons a year earlier.

It sold 57.71 million tons of fuel in
the domestic market during the first
half, down 8.4% from 63.02 million
tons, because of adrop in fuel demand.

Sinopec’s capital expenditure for
the first six months totaled 38.98 bil-
lion yuan, up 6.1% from 36.73 billion
yuan. Capex was about a third of the
full-year budget of 111.8 billion yuan
the company disclosed in March. Si-
nopec didn’t comment onits second-
half budget.

Sinopecis expected to posta70%
jump in net profit this year to 50.68
billion yuan from 29.77 billion yuan
last year, according to the average
estimate of 14 analysts polled by
Thomson Reuters.
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Air France-KLM shows turbulence

Carrier’s decision
to scrap bid for CSA

reflects its struggles

By DAVID PEARSON

PARIS—Air France-KLM SA’s de-
cision last week to walk away from a
potential takeover of Czech Airlines
JSC highlights the fragile financial
health of the Franco-Dutch airline
as it struggles with declining traffic
and shaves margins to attract pas-
sengers and cargo, analysts say.

The Franco-Dutch airline an-
nounced Wednesday it was no
longer interested in taking up the
Czech government’s 91.5% stake in
the carrier, known as CSA, a move
that industry analysts say could
have obliged Air France-KLM to pay
out about $270 million at a time
when it is reporting losses and
there’s no sign of an industry upturn
in the near term.

“When Air France-KLM entered
into the CSA privatization process,
it made perfect sense to be investi-

Low flying
Year-to-date
revenue passenger
kilometers®,
change from a
year ago

*Measures actual
passenger traffic
Source: International Air
Transport Association

gating that opportunity,” said An-
drew Lobbenberg, an airlines ana-
lyst at Royal Bank of Scotland Group
PLC. But the decision to walk away
from CSA “isn’t surprising,” he said,
giventhe deteriorationin the airline
industry’s business environment.
“Air France-KLM’s cash position
is under greater strain, and the rela-
tive strategic value of having cash in
your pocket has increased” since
the CSA privatization process began
in February, Mr. Lobbenberg said.
Explaining its decision over CSA,
Air France-KLM said Wednesday:

“The current economic environment
has significantly impacted the airline
business. Under such circumstances,
Air France-KLM believes that CSA
might focus on developing and imple-
menting a standalone recovery plan
aimed at restoring its profitability.”
Air France-KLM, Europe’s largest
airline, has issued a series of profit
warnings over the past year, and last
month surprised investors again by
releasing results for the three
months through June 30 that were
far worse than expected. The airline
posted a net loss of €426 million

($610 million), compared with a year-
earlier net profit of €168 million.

The lackluster earnings led to a
string of recommendation down-
grades as analysts penciled in pro-
jections for more red ink through
the 2010-2011 financial year.

Like its industry peers, the airline
is struggling with collapsing passen-
ger and cargo revenue, and most ana-
lysts don’t see a pickup in traffic be-
fore the second quarter of 2010, even
if economic activity starts to show
signs of reviving before then.

Airlines such as Air France-KLM
have had difficulty adapting their ca-
pacity to the sharp decline in traffic.
Its revenue is falling faster than it
can cut capacity, and it can’t reduce
operating overheads—particularly
labor costs—fast enough. The car-
rier is trying to reduce headcount by
3,000 through attrition this year. At
the same time, its net debt is rising.

Air France-KLM predicted last
month that its passenger revenue
will continue to deteriorate in the
quarter ending Sept. 30 and stabi-
lize over the next six months, pro-
vided the global economy starts re-
covering toward the end of the year.

Fraport cleared to expand Frankfurt airport

BY ALLISON CONNOLLY
AND NATALI SCHWAB

FRANKFURT—German airport
operator Fraport AG said a court
has cleared its €4 billion ($5.7 bil-
lion) plan to expand Frankfurt’s
main international airport, the final
step allowing a fourth runway and
third terminal to be built at Deut-
sche Lufthansa AG’s main hub.

The plan, which was approved by
the administrative court of the state
of Hesse, will allow Fraport to build
Runway Northwest, the new runway
it hopes to open in the winter of
2011. The new runway will allow 120
aircraft movements per hour and
the new terminal, with 75 new air-
craft positions, will have the capac-
ity to handle 25 million passengers.
The airport handled nearly 53.5 mil-
lion passengers in 2008.

The move comes as other large
European airports are also consid-

ering expansion plans, even though
the industry is undergoing one of
its worst-ever downturns as eco-
nomic woes have slashed passen-
ger numbers and cargo volumes.
With 40,462 takeoffs and landings,
Fraport recorded a 5.3% fall in air-
craft movements from a year ear-
lier in July.

In each case, expansion plans
have polarized opinion, with busi-
nesses saying expansion is key to
the growth of the economy, and lo-
cal and environmental campaigners
complaining about noise levels and
the environmental impact.

The U.K. government earlier this
year approved plans for a third run-
way at London’s Heathrow airport,
Frankfurt’s larger competitor as one
of Europe’s major hub airports. The
decision came after intense lobbying
by businesses and the airport opera-
tor BAA, who said Heathrow’s expan-
sion was key to maintaining the com-

petitiveness of the airport and to fu-
ture growth of the U.K. economy.
However, the U.K.’s main opposi-
tion party has pledged to reverse
the decision if it wins an election
that must be called by next May,
backing local residents and the envi-
ronmental campaigners. Under cur-
rent plans, Heathrow’s new runway
would start being built in 2015 and
is slated for completion in 2019.
The expansion in Frankfurt is
causing a battle over night flights.
The state of Hesse’s local zoning
authority recently reduced the num-
ber of flights allowed at Frankfurt air-
port between 11 p.m. and 5 a.m. to 17,
from about 40, and local campaign-
ers had called for an outright ban.
However, Fraport and Lufthansa,
who want more night flights al-
lowed, had asked the court to rule.
But the court effectively deflected a
decision, saying that the state of
Hesse must come up with new rules.

“Ultimately, the issue will pre-
sumably be decided at the highest
court level,” said Stefan Schulte,
Fraport’s executive board vice
chairman, who heads up the expan-
sion project.

“We regret that the court didn’t
listen to our argument,” a Lufthansa
spokesman said.

Lufthansa has said a ban or reduc-
tion in night flights will further hurt
its cargo operations, which have al-
ready seen volumes decline sharply
due to the downturn in world trade.
Airlines run most of their cargo oper-
ations overnight.

The Lufthansa spokesman said
that without night flights, Frankfurt
Airport would be cut off from global
cargo flight traffic and left on the
sidelines.

Lufthansa will wait for the court
to publish its written decision and
opinions before deciding how best
to proceed, the spokesman said.

U.K. car output drops, but sales incentives ease fall

BY STEVE MCGRATH

LONDON—The number of new
cars made in the U.K. dropped 17.9%
in July from a year earlier, though
the government’s scrapping incen-
tives have slowed the pace of de-
cline seen in recent months.

The U.K. produced 107,635 cars
in July, according to the Society of
Motor Manufacturers and Traders,
down from 131,079 cars a year ear-
lier—the shallowest decline in car

output since September oflast year.

“The slowdown in the rate of de-
cline of UK. car production reflects
the impact of the scrappage incen-
tive schemes in place across Eu-
rope,” said Paul Everitt, SMMT chief
executive.

The U.K.’s major automobile pro-
ducers—including the U.K. units of
global companies such as Toyota
Motor Corp., General Motors Co.,
Nissan Motor Co. and Honda Motor
Co.—have slashed production as the

industry has been hit by the worst
downturn since World War II.

However, production slowly has
been ramped up again in response
to scrapping programs put in place
in several European Union coun-
tries, including the U.K., in recent
months. The programs, which offer
consumers incentives for trading
in older cars for new cars that pro-
duce lower carbon-dioxide emis-
sions, have mostly boosted sales of
small cars.

U.K. car production is still down
45.8% from a year earlier for the
first seven months of 2009. The
number of cars produced for export—
the U.K. exports about 80% of the ve-
hicles it produces—is down 44.6%
and the number for domestic sale is
down 49.6%.

Showing the continued impact of
the economic downturn on the in-
dustry, production of commercial
vans was off 63.8% in the U.K. in July
from a year before.

BYD of China aims to sell electric car in U.S. next year

BY NORIHIKO SHIROUZU

XIAN, China—Chinese auto
maker BYD Co. is finalizing plans
for an all-electric battery car that
would be sold in the U.S. next year.

Chairman Wang Chuanfu Wang
said BYD aims to use money from a
planned new-share sale in China to

help pay for the U.S. push, as well as
for a second production line for au-
tomotive lithium-ion batteries near
its Shenzhen headquarters.

He said BYD wants to build up its
brand name in the U.S. by offering
one of its most advanced cars, the
five-seat e6, before eventually ex-
panding its offerings.

Mr. Wang said the company
plans to pick a specific region
within the U.S. and initially mar-
ket “a few hundred” e6s, priced at
slightly more than $40,000,
through a small number of dealers.
Mr. Wang said BYD hopes to enter
Europe with a similar strategy in
2011 or later.

BYD, which lists shares in Hong
Kong, plans to sell as many as 100
million new shares in mainland
China ahead of alisting on the Shen-
zhen Stock Exchange as early as
next year. The offering, which still
needs government approval, could
raise as much as $500 million based
on current prices.

GLOBAL
BUSINESS
BRIEFS

Sky Network Television Ltd.

Net profit declines 10%

amid drop in ad revenue

Sky Network Television Ltd.
said its full-year net profit fell 10%
because of a rise in costs and a de-
cline in advertising revenue, which
shows no signs of picking up. The
New Zealand-based company—half-
owned by News Corp., which also
owns The Wall Street Journal—said
net profit was 88.4 million New
Zealand dollars (US$60.3 million) in
the year ended June 30, compared
with NZ$97.7 million in the previous
year. Sky TV, which is the dominant
player in New Zealand’s pay-televi-
sion market, said advertising reve-
nue fell 13% to NZ$57.8 million, led
by pay-TV advertising sales, which
were down 4% over the year. Annual
revenue rose 5% to NZ$692 million.

Toyota Motor Corp.

Toyota Motor Corp. plans to in-
crease North American production
of four-cylinder engines by adding
capacity at its Huntsville, Ala.,
plant. The engines will be used in
Camry and RAV4 models that Toy-
ota assembles in Lafayette, Ind.,
and Woodstock, Ontario, respec-
tively. Four-cylinder engines for
those operations currently come
from Japan. The company expects
to hire at least 240workers and in-
vest about $147 million in the ex-
pansion plan. Production is set to
begin in the summer of 2011. The
move comes as slumping U.S. auto
sales have shown signs of life as
government incentives boosted de-
mand for fuel-efficient vehicles.
Declines narrowed for Toyota in
July. Toyota’s Huntsville plant cur-
rently builds six- and eight-cylin-
der engines.

Hyundai Motor Co.

The son of Hyundai Motor Co.
Chairman Chung Mong-koo was
promoted to vice chairman at the
auto maker as part of a strategy to
boost sales in overseas markets,
Hyundai said Friday. Chung Eui-
sun, formerly a president at Hyun-
dai Motor affiliate Kia Motors
Corp., succeeds Choi Jae-kook,
who retired earlier this year. Mr.
Chung, who is 38 years old and the
only son of the chairman, becomes
one of six vice chairmen at Hyun-
dai, South sKorea’s largest auto
maker. In his new post, Mr. Chung
will be in charge of sales and plan-
ning. Hyundai Motor owns 39% of
Kia and together the two compa-
nies form the world’s fifth-largest
car maker by sales.

Japan Airlines Corp.

Japan Airlines Corp. is looking
to revamp its unprofitable cargo
business by teaming up with ship-
ping company Nippon Yusen KK.
JAL and Nippon Yusen said Friday
they will begin talks to integrate
their air-cargo operations as de-
mand for such services dwindles
amid the economic slowdown. The
companies will discuss the estab-
lishment of a joint venture to
merge operations at subsidiaries
Japan Airlines International and
Nippon Cargo Airlines, aiming for
the entity to start business on
Aprill. The economic crisis has de-
pressed freight-service demand
since last autumn.

—Compiled from staff
and wire service reports.
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Fears of double dip drive U.S. officials

Stalled comeback in 1937 informs Obama administration’s debate on winding down Fed’s emergency measures

By MICHAEL M. PHILLIPS

WASHINGTON—A few months
ago, Obama administration officials
were sounding the alarm about an-
other 1929. These days, it’s 1937 that
has them in a sweat.

The Great Depression was
W-shaped. The stock-market col-

lapse led to a steep

THE economic decline.

——————— But by 1933, the

OUTLOOK economy had re-

bounded. Then a se-

ries of monetary and fiscal blunders

drove the country back into a deep
recession at the end of 1937.

That episode is at the heart of the
debate over how quickly the govern-
ment and the U.S. Federal Reserve
should unwind the emergency mea-
sures they have taken to fend off a
Depression-like contraction.

For the administration, the an-
swer is clear: Err on the side of con-
tinued expansionary policies.
“What you learned from that epi-
sodein1937isthatit’snot enoughto
be recovering,” says Christina
Romer, chairman of the president’s
Council of Economic Advisers and
an expert on the Great Depression.
“You don’t want to do anything
when you start recovering that nips
it off too soon.”

For fiscal conservatives, the an-
swer is equally clear: Start cutting
the federal deficit and slowing the
growth in the money supply now,
before the binge generates a burst
of inflation.

Ms. Romer is “sending the abso-
lutely wrong message—that we
can’t do anything to worry about in-
flation until the recovery is locked
inbecause of concern for unemploy-
ment,” says Allan H. Meltzer, a politi-
cal economist at Carnegie Mellon
University. “The reason economists
and central bankers have two eyes is
so they can do two things at once.”

The economy was recovering
briskly during Franklin D.
Roosevelt’s first term in the White
House. The jobless rate, which had
peaked at 25% in 1933, fell to 14% in
1937—not exactly cause for celebra-
tion but a relief nonetheless.

The comeback stalled in 1937.
Banks, nervous about the fragile re-
covery, were holding huge amounts
of cashinreserve at the Fed. Fearing
an inflationary surge should the
banks decide to lend that money out
to businesses and individuals, the
Fed—which had made the mistake
of tightening monetary policy soon
after the 1929 stock-market crash—
miscalculated again. The Fed ratch-
eted up banks’ reserve require-
ments three times, starting in 1936.
The banks reacted by cutting lend-
ing even further.

“There’s no doubt that [Fed Chair-
man Ben] Bernanke is heavily influ-
enced by these two mistakes of the
Fed during the Depression and is ab-
solutely intent on not repeating
them,” says Alex J. Pollock of the
American Enterprise Institute, a free-
market think tank in Washington.

Compounding the Fed’s errors,

History lessons

Economists are studying the double-dip contraction of the 1930s for
clues on the path forward now. Real U.S. GDP, change from a year earlier:
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the federal government tightened
fiscal policy. Congress approved a
big bonus for World War I veterans
in 1936, providing a spark of con-
sumer spending. But lawmakers al-
lowed the subsidy to lapse in 1937.
At the same time, the government
began collecting the first Social Se-
curity taxes, on top of income and
capital-gains tax increases that Mr.
Roosevelt approved in 1934-35.
Tightening the monetary and fis-
cal screws sent the economy into free
fall again—the second trough of the
W. Unemployment shot up to 19%,
prolonging the nation’s suffering.
Fast-forward to 2009. Most econ-
omists surveyed by The Wall Street
Journal this month believe that the

40 '45

recession is over. On average, they
expect to see a 2.4% increase in out-
put in the third quarter, at a season-
ally adjusted annual rate. Construc-
tion of new single-family homes has
started to climb. Auto sales are up.

But administration officials and
their allies fear a second dip if the
government pulls back the $787 bil-
lion stimulus or if the Fed clamps
down too soon.

“Ithinkit’s a fringe view to say we
should get rid of the stimulus,” says
Ms. Romer. Economists who say the
economy is on the upswing do so be-
cause they assume a continued fiscal
boost through 2010, she says.

“Even though the Fed is talking
about and obviously doing internal

planning for the exit strategy, no-
body should think it’s imminent,”
says Princeton University econo-
mist Alan Blinder, a former Fed vice
chairman and economic adviser to
the Clinton White House. “And it
shouldn’t be imminent; the Fed has
got to have its pedal to the metal for
some time yet.”

Mr. Meltzer says the risk lies
not in pulling back too soon but
dithering too long. And he would
scrap the stimulus program imme-
diately and replace it with cuts in
marginal tax rates for individuals
and businesses. “It’s certainly not
abadideato get rid of a policy that
isn’t working,” he says. “It takes
courage, but that’s what we pay
these people to do.” And, he says,
the Fed should now slow the
growth of the money supply.

Conservative voices in Con-
gress are sending the same mes-
sage. Last week, Sen. Jon Kyl, an
Arizona Republican, reiterated his
view that the rebounding econ-
omy renders further stimulus
spending superfluous.

This week the Obama administra-
tion and Congressional Budget Of-
fice are to release new federal defi-
cit forecasts. The White House pro-
jection is expected to be a record
$1.58 trillion for the year ending
Sept. 30, and the congressional fore-
cast could be even larger. Expect the
news to prompt an outcry from
those who believe that the inflation
ofthe1970s isnow a bigger risk than
the deflation of the 1930s.

Support voiced for Bernanke reappointment

By JON HILSENRATH

JACKSON HOLE, Wyo.—The pros-
pect of a second term for Federal Re-
serve Chairman Ben Bernanke
wasn’t discussed from the podium
at the U.S. central bank’s annual re-
treat here. But on the sidelines of
the meeting, many said Mr. Ber-
nanke should get to keep his job, and
believe he will.

With Mr. Bernanke’s term expir-
ing in January, President Barack
Obama must decide in the weeks
ahead whether to offer him a sec-
ond one. The vote of confidence at
the Jackson Hole meetings amounts
to a thumbs-up from his peers.

The economists and officials
from around the world who met in
the Grand Tetons are a naturally
sympathetic audience. “This is a
group of people who like the Fed,”
said Harvard economist Martin
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Feldstein, once mentioned as a po-
tential Fed chairman himself.

The group largely admires the ag-
gressive, outside-of-the-textbook
steps Mr. Bernanke took last fall af-
ter Lehman Brothers Holdings Inc.
collapsed. “Ben came to the Fed as
an expert’s expert on fundamental
monetary policy and went far be-
yond that with all of his creative pol-
icies,” Mr. Feldstein said.

Mr. Bernanke has widespread
support on Wall Street, too: 42 out
of 43 economists surveyed by The
Wall Street Journal this month
said he should be reappointed, and
betting markets give him strong
odds of getting a second term.

Still, he isn’t a shoo-in. Mr. Ber-
nanke faces significant criticism
on Capitol Hill, which could sway
Mr. Obama. Support for Mr. Ber-
nanke isn’t uniform among central-
banking insiders, either. Some con-
ference participants criticized Mr.
Bernanke for flooding the finan-
cial system with too much money,
which could cause inflation later.
Others worry he has jeopardized
the Fed’s independence by work-
ing so closely with the Treasury De-
partment to rescue firms includ-
ing American International Group
Inc. and Bear Stearns.

And European Central Bank
President Jean-Claude Trichet
took a subtle jab at the Fed Satur-
day, arguing that inflation expecta-
tions and inflation-adjusted inter-
est rates have been more stable in
Europe since the crisis started
than in the U.S.

But others among the Jackson
Hole crowd offered two reasons

Reuters

Federal Reserve Chairman Ben Bernanke leaves the Jackson Hole Economic
Symposium in Grand Teton National Park, Wyoming, on Saturday.

for backing another term for Mr.
Bernanke.

First, many said, Mr. Bernanke’s
aggressive efforts to revive mar-
kets and the economy after Leh-
man’s collapse helped to avert a
greater economic disaster. “We’ve
had an incredible display of pyro-
technics out of the Federal Re-
serve,” said Allen Sinai, a meeting
participant and founder of forecast-
ing firm Decision Economics Inc.

Second, said others, with the
economy still weak, markets frag-
ile and the Fed making compli-
cated choices about when and how
to pull back its stimulus, it would

be too disruptive to markets and to
the Fed to change leadership now.

“I can’t imagine that the presi-
dent wouldn’t reappoint Ben,”
said John Makin, a meeting partici-
pant and principal at money-man-
ager Caxton Associates. “Why
would you start with somebody
new who is unproven?”

But popular and congressional
resistance to Mr. Bernanke could
be an impediment to reappoint-
ment. “Ultimately, these aren’t de-
cisions made by economists.
They’re made by politicians,” said
Mr. Sinai.

Israel, Sweden
escalate dispute
over news article

ASSOCIATED PRESS

JERUSALEM—Israeli Prime Min-
ister Benjamin Netanyahu on Sun-
day called for the Swedish govern-
ment to condemn an article in a
Stockholm newspaper suggesting Is-
raeli troops harvested the organs of
Palestinians they killed.

An official present at the weekly
session of the Israeli cabinet said
Mr. Netanyahu told his ministers he
didn’t expect the Swedish govern-
ment to apologize for the article in
the tabloid Aftonbladet but he did ex-
pect it to take a stand.

Swedish Foreign Minister Carl
Bildt rejected Israeli calls for an offi-
cial condemnation.

The article implied without evi-
dence that there was a link between
charges of organ theft from Palestin-
ians and the recent arrest in the U.S.
of an American Jew suspected of il-
licit organ trafficking.

Finance Minister Yuval Steinitz
said if Sweden continued its refusal
to condemn the Aftonbladet story,
Israel might cancel a visit by Mr.
Bildt scheduled for next month.

“Whoever doesn’t distance him-
self from this kind of blood libel
might not be a welcome guest in Is-
rael at this time,” Mr. Steinitz told Is-
rael Radio. The Israeli Government
Press Office said it was delaying ap-
proval for an Aftonbladet correspon-
dent and photographer seeking per-
mission to enter the Gaza Strip by
the maximum 90 days allowed by
regulations.
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Russia’s p

Air of aggressiveness
holds country back;

the call of the West

BY RICHARD PIPES

Russia is obsessed with being
recognized as a “Great Power.”
She has felt as one since the 17th
century, after having conquered Si-
beria, but especially since her vic-
tory in World War Il over Germany
and the success in sending the
first human into space. It costs
nothing to defer to her claims to
such exalted status, to show her re-
spect, tolisten to her wishes. From
this point of view, the recent re-
marks about Russia by Vice Presi-
dent Joe Biden in an interview
with this newspaper were both gra-

tuitous and harmful. “Russia has .

to make some very difficult calcu-
lated decisions,” he said. “They
have a shrinking population base,
they have a withering economy,
they have a banking sector that is
not likely to be able to withstand
the next 15 years.”

These remarks are not inaccu-
rate, but stating them publicly
serves no purpose other than to hu-
miliate Russia. The trends the vice
president described will likely
make Russia more open to cooper-
ating with the West, Mr. Biden sug-
gested. It is significant that when
our secretary of state tried
promptly to repair the damage
which Mr. Biden’s words had
caused, Izvestiia, a leading Rus-
sian daily, proudly announced in a
headline, “Hillary Clinton acknowl-
edges Russia as a Great Power.”

Russia’s influence on world af-
fairs derives not from her eco-
nomic power or cultural authority
but her unique geopolitical loca-
tion. She is not only the world’s
largest state with the world’s long-
est frontier, but she dominates the
Eurasian land mass, touching di-
rectly on three major regions: Eu-
rope, the Middle East and the Far
East. This situation enables her to
exploit to her advantage crises that
occur in the most populous and
strategic areas of the globe. For
this reason, she is and will remain a
major player in world politics.

Opinion polls indicate that
most Russians regret the passing
of the Soviet Union and feel nostal-
gia for Stalin. Of course, they miss
not the repression of human rights
which occurred under Commu-
nism nor the miserable standards
of living but the status of their
country as a force to be reckoned
with: a country to be respected
and feared. Under present condi-
tions, the easiest way for them to
achieve this objective is to say
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Russian President Dmitry Medvedey, right, and Prime Minister Vladimir Putin mark the World War Il defeat of Nazi Germany.

“no” to the one undeniable super-
power, the United States. This ac-
counts for their refusal to deal
more effectively with Iran, for ex-
ample, or their outrage at Ameri-
ca’s proposal to install rocket de-
fenses in Poland and the Czech Re-
public. Their media delight in re-
porting any negative news about
the United States, especially the
dollar, which they predict will
soon be worthless (even as their
central bank holds $120 billion or
30% of its reserves in dollar-de-
nominated U.S. securities).

One unfortunate consequence
of the obsession with “great
power” status is that it leads Rus-
sians toneglect the internal condi-
tions in their country. And here
there is much to be done. To begin
with: the economy. The Russian ag-
gression against Georgia has cost
it dearly in terms of capital flight.
Due to the decline in the global
prices of energy, which constitute
around 70% of Russian exports, ex-
ports in the first half of 2009 have
fallen by 47%. The stock market,
which suffered a disastrous de-
cline in 2008, has recovered, and
the ruble has held steady, but the
hard currency reserves are melt-
ing and the future does not look
promising: The latest statistics in-
dicate that Russia’s GDP this year
will fall by 7%. It is this that has
prompted President Dmitry
Medvedev recently to demand
that Russia carry out a major re-
structuring of her economy and
end her heavy reliance on energy
exports. “Russia needs to move for-
ward,” he told a gathering of parlia-
mentary party leaders, “and this
movement so far does not exist.
We are marking time and this was
clearly demonstrated by the cri-
sis...as soon as the crisis occurred,
we collapsed. And we collapsed
more than many other countries.”

One of the major obstacles to
conducting business in Russia is
the all-pervasive corruption. Be-
cause the government plays such
an immense role in the country’s
economy, controlling some of its
most important sectors, little can
be done without bribing officials.
A recent survey by Russia’s Minis-
try of the Interior revealed, with-
out any apparent embarrassment,
that the average amount of a bribe
this year has nearly tripled com-
pared to the previous year,
amounting tomore than 27,000 ru-

bles or nearly $1,000. To make mat-
ters worse, businesses cannot rely
on courts to settle their claims and
disputes, and in extreme cases re-
sort to arbitration.

The political situation may ap-
pear to a foreigner inculcated with
Western values as incomprehensi-
ble. Democratic institutions, while
not totally suppressed, play little
role in the conduct of affairs de-
fined by the leading ideologist of
the regime as “sovereign democ-
racy.” Indeed, President Medvedev
has publicly declared his opposi-
tion to “parliamentary democ-
racy” on the grounds that it would
destroy Russia.

A single party, One Russia, virtu-
ally monopolizes power, assisted
by the Communists and a couple of
minor affiliates. Parliamentary
bodies duly pass all bills presented
to them by the government. Televi-
sion, the main source of news for
the vast country, is monopolized
by the state. One lonely radio sta-
tion and a few low-circulation
newspapers are allowed freedom
of expression in order to silence
dissident intellectuals. And yet,
the population at large seems not
to mind this political arrange-
ment-an acquiescence which runs
contrary to the Western belief that
all people crave the right to choose
and direct their government.

The solution of the puzzle lies in
the fact that during their
1,000-year old history of state-
hood, the Russians have virtually
never been given the opportunity
to elect their government or to in-
fluence its actions. As a result of
this experience, they have become
thoroughly depoliticized. They do
not see what positive influence the
government can have on their
lives: They believe that they have
to fend for themselves. Yes, they
will gladly accept social services if
offered, as they had been under the
Soviet government, but they do not
expect them. They hardly feel them-
selves to be citizens of a great
state, but confine their loyalties to
their immediate families and
friends and the locality which they
inhabit. From opinion polls it
emerges that they believe democ-
racy everywhere to be a sham, that
all governments are run by crooks
who use their power to enrich them-
selves. What they demand of the au-
thorities is that they maintain or-
der: when asked what is more im-

portant to them-"order” or “free-
dom”-the inhabitants of the prov-
ince of Voronezh overwhelmingly
expressed preference for “order.”
Indeed, they identify political free-
dom, i.e., democracy, with anarchy
and crime. Which explains why the
population at large, except for the
well-educated, urban minority, ex-
presses no dismay at the repres-
sion of its political rights.

One aspect of the “great power”
syndrome is imperialism. In 1991,
Russia lost her empire, the last re-
maining in the world, as all her colo-
nies, previously disguised as
“union republics” separated them-
selves to form sovereign states.
This imperial collapse was a trau-
matic experience to which most
Russians still cannot adjust them-
selves. The reason for this lies in
their history. England, France,
Spain and the other European impe-
rial powers formed their empires
overseas and did so after creating
national states: As a result, they
never confused their imperial pos-
sessions with the mother country.
Hence, the departure of the colo-
nies was for them relatively easy to
bear. Not so in the case of Russia.
Here, the conquest of the empire oc-
curred concurrently with the for-
mation of the nation-state: Further-
more, there was no ocean to sepa-
rate the colonies. As a result, the
loss of empire caused confusion in
the Russians’ sense of national
identity. They have great difficulty
acknowledging that the Ukraine,
the cradle of their state, is now a
sovereign republic and fantasize
about the day when it will reunite
with Mother Russia. They find it
only slightly less difficult to ac-
knowledge the sovereign status of
Georgia, a small state that has been
Russian for over two centuries.
The imperial complex underpins
much of Russia’s foreign policy.

These imperial ambitions have
received fresh expression from a
bill which President Medvedev has
submitted in mid-August to parlia-
ment. It would revise the existing
Law of Defense which authorizes
the Russian military to act only in
response to foreign aggression.
The new law would allow them to
act also “to return or prevent ag-
gression against another state”
and “to protect citizens of the Rus-
sian Federation abroad.” It is easy
to see how incidents could be pro-
voked under this law that would al-
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low Russian forces to intervene
outside their borders.

How does one deal with such a
difficult yet weighty neighbor, a
neighbor who can cause no end of
mischief if it becomes truly ob-
streperous? It seems to me that
foreign powers ought to treat Rus-
sia on two distinct levels: one,
which takes into consideration her
sensitivities; the other, which re-
sponds to her aggressiveness.

We are right in objecting stren-
uously to Russia treating her one-
time colonial possessions not as
sovereign countries but dependen-
cies lying in her “privileged zone
of influence.” Even so, we should
be aware of their sensitivity to in-
troducing Western military forces
so close to her borders. The Rus-
sian government and the majority
of its citizens regard NATO as a
hostile alliance. One should, there-
fore, be exceedingly careful in
avoiding any measures that would
convey the impression that we are
trying militarily to “encircle” the
Russian Federation. After all, we
Americans, with our Monroe Doc-
trine and violent reaction to Rus-
sian military penetration into
Cuba or any other region of the
American continent, should well
understand Moscow’s reaction to
NATO initiatives along its borders.

This said, a line must be drawn
between gentle manners and the
hard realities of politics. We should
not acquiesce in Russia treating
the countries of her “near abroad”
as satellites and we acted correctly
in protesting last year’s invasion of
Georgia. We should not allow Mos-
cow a veto over the projected instal-
lation of our anti-rocket defenses
in Poland the Czech Republic, done
with the consent of their govern-
ments and meant to protect us
against a future Iranian threat.
These interceptors and radar sys-
tems present not the slightest
threat to Russia, as confirmed pub-
licly by Russian general Vladimir
Dvorkin, an officer with long ser-
vice in his country’s strategic
forces. The only reason Moscow ob-
jectstothemisthat it considers Po-
land and the Czech Republic to lie
within its “sphere of influence.”

Today’s Russians are disori-
ented: they do not quite know who
they are and where they belong.
They are not European: This is at-
tested to by Russian citizens who,
when asked. “Do you feel Euro-
pean?” by a majority of 56% to 12%
respond “practically never.” Since
they are clearly not Asian either,
they find themselves in a psycho-
logical limbo, isolated from the
rest of the world and uncertain
what model to adopt for them-
selves. They try to make up for this
confusion with tough talk and
tough actions. For this reason, it is
incumbent on the Western powers
patiently to convince Russians
that they belong to the West and
should adopt Western institutions
and values: democracy, multi-
party system, rule of law, freedom
of speech and press, respect for
private property. This will be a
painful process, especially if the
Russian government refuses to co-
operate. But, in the long run, it is
the only way to curb Russia’s ag-
gressiveness and integrate her
into the global community.

—Richard Pipes is Frank B. Baird
Jr. professor of history, emeritus,
at Harvard University. In 1981 and
1982 he served as Director of East
European and Soviet Affairs in
President Ronald Reagan’s
National Security Council.
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Beijing

In end to tradition,
those with issues
first seek local redress

BY LORETTA CHAO

BEIJING—Authorities in China are
moving to snuff out petitioning, a cen-
turies-old form of protest that brings
thousands of aggrieved people to the
capital each year seeking justice.

The new rules come as authorities
are seeking to keep a lid on protests
ahead of the 60th anniversary of the
People’s Republic of China in October.
One official from the legislative af-
fairs committee said recently that an
“improvement” of the petitioning sit-
uation was needed to ensure “a har-
monious and stable social environ-
ment for the celebratory events of
the 60th anniversary of new China.”

The regulations haven’t been pub-
lished, but the party’s Political and
Legislative Affairs Committee
posted a notice on its Web site
Wednesday giving details: Petition-
ers should “not seek solutions by vis-
iting Beijing”; instead, they should
seek redress locally, and if the case is
rejected then central authorities may
initiate a review. But bringing cases
directly to the capital, the notice im-
plied, would be considered illegal.

“No illegal petitioning is al-
lowed, whether the cases are reason-
able or not,” the notice said, adding
that people who represent or insti-
gate others to appeal will get “criti-
cism and education.”

The new rules could end a form of
protest with a long history in China.
In imperial times, people with
wrongs sought redress at the emper-
or’s court, and Chinese history books
are filled with stories of upright Con-
fucian officials traveling thousands
of miles to the capital hoping to have
unjust opinions overturned.

The system of petitions was kept
on by the communists as an impor-
tant safety valve for a country with a
weak legal system. It isn’t just the
central government, but dozens of
government agencies and compa-
nies that have petition offices. Each
year, lines snake for blocks outside
the National Bureau of Letters and

puts

Associated Press

T

imits on petitioners

Calls in southern Beijing with peo-
ple from all corners of the country.
“Idon’tknowwhere else petition-
ers like us can go without going to a
national bureau,” said Jiang Rongsh-
eng, a petitioner from Anhui prov-
ince who hasbeen to the national pe-
titions office three times in the past
year to protest what he describes as
the seizing of land by local officials
without an offer of compensation.
Yang Dan, a petitioner from Hong-
gang village in Hubei province appeal-
ing the seizure of her house for a gov-
ernment project, said it is a good idea
to solve the problem locally. “But the
problem is that most local officials
are corrupt,” Ms. Yang said. “Who
will supervise the local officials?”
Specifically, the notice said top
province, city and county-level offi-
cials must designate at least one day
every month for receiving public vis-
its, with lower-ranking officials
available one day a week. Provisions
should also be made for public ap-
peals to be filed on the Internet.

Local authorities would have the
right to terminate cases they feel
have already been reasonably re-
solved after undergoing a “public
hearing, public questioning and pub-
lic reply.” Central government au-
thorities will inspect and review ter-
minated cases on a regular basis to
prevent local authorities from abus-
ing the system, and if any problems
are discovered “responsible people
will be held accountable,” it said.

In addition, the notice said there
willbe a60-day limit for resolving ap-
peals that, if enforced, would be an
improvement for petitioners who
say their complaints often go unan-
swered for months.

Still, the new measure is already
drawing criticism. This regulation
“won’t have good results,” said Li
Fangping, a human-rights lawyer in
Beijing who said it seems aimed at
preventing petitioners from taking
their cases to a higher authority.

—Ellen Zhu and Kersten Zhang
contributed to this article.

Associated Press

A petitioner wears a hat reading
‘Officials Corrupt, Changed Judiciary.’

Beijing frees jailed legal activist Xu Zhiyong

By SKy CANAVES

BEIJING—Chinese authorities un-
expectedly freed from jail a promi-
nent legal activist on Sunday after an
increasingly vocal campaign against
his detention by China’s growing
ranks of citizen activists.

Xu Zhiyong, a co-founder of the
now shuttered legal-research and
advocacy group, the Open Constitu-
tion Initiative, was taken from his
home by police before dawn on July
29 and formally arrested on accusa-
tions of tax evasion two weeks later.
The Beijing tax bureau had ordered
the OCI to pay 1.4 million yuan
(about $200,000) in back taxes on
contributions, including hefty fines,
a decision Mr. Xu was trying to ap-
peal before he was detained.

Human-rights groups and legal
experts said the tax charges were a
pretext for jailing Mr. Xu and shut-
ting down the group, which repre-
sented families of children sickened
during last year’s melamine-tainted-
milk scandal, and also advocated
against illegal detentions.
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Chinese lawyer and activist Xu
Zhiyong at a meeting in Beijing in July.

Mr. Xu said he didn’t know the rea-
son for his sudden release, but the pub-
lic campaign “definitely could have
had an influence.” Speaking by phone,

he said Zhuang Lu, another OCI staffer
detained around the same time, also
was released Sunday. Still, Mr. Xu said
he might yet face prosecution.

Chinese Internet censors blocked
Mr. Xu’s name from search engines in
mainland China. But activists man-
aged tolaunch a campaign, largely on-
line, to focus attention on the case.

The movement shows an “increas-
ing awareness of the important role
of law in society,” says Li Fangping,
one of Mr. Xu’s lawyers.

After the OCI’s Web site was shut
down, other members of the group,
a loose association of lawyers, aca-
demics and volunteers, relaunched
the site on a server outside main-
land China. Through Aug. 13, its on-
line campaign had raised almost
850,000 yuan from mainland citi-
zens to help pay the fines.

Another coalition, including blog-
gers and college students, started
an offshore Web site dedicated to
Mr. Xu’s defense, www.WeZhiyong.
org. Slogans on the site read, “Any-
one can be Xu Zhiyong” and “tens of
thousands of Zhiyongs are not in

jail, but they are on the road to jail.”

Joshua Rosenzweig, a senior re-
searcher with the U.S.-based human-
rights group Duihua Foundation, said
Mr. Xu’s release on bail indicated that
authorities were treating him differ-
ently from political dissidents, who
often are charged with more serious
crimes of subversion.

“It shows the difference between
this kind of case and a purely political
case,” Mr. Rosenzweig said. “Xu Zhiy-
ongisnot a dissident, unless you really
stretch the definition of dissident.”

He said the rare use of bail shows
authorities “might be wavering” over
Mr. Xu’s case, although he doesn’t rule
out tax evasion and other charges.

The campaign for Mr. Xu attracted
wide support. “Many people who sel-
dom talk about politics have come
out” in support of Mr. Xu, says Jean
Yim, a Ph.D. student in the sociology
department at the University of Hong
Kong. She and a friend organized a talk
on Mr. Xu in Hong Kong on Saturday,
which they made available to Internet
users in mainland China via Twitter,
and through video and audio files.

Loan explosion
in China misses
small companies

BY TERENCE POON

BEIJING—China’s small compa-
nies are struggling to raise capital
even as the government has engi-
neered a massive credit expansion,
raising questions about the durability
of the country’s economic recovery.

The first-half surge in bank lend-
ing mostly benefited big state-
owned enterprises, the agents of
Beijing’s economic-stimulus pro-
gram. Those firms are driving a
sharp acceleration in investment
and growth, buoying commodity ex-
porters like Australia and helping to
pull Asia’s economy out of a slump.

But it is the small and medium-
size enterprises—employers of
eight out of 10 workers in China—
that will need to pick up the slack
when the government eases back
on its stimulus measures. Small
companies could also play a cru-
cialrolein new sectors such as ser-
vices, which Beijing wants to grow
to boost domestic demand and
ease China’s reliance on exports
for economic growth.

“The private sector is the most
dynamic part of the economy and
it’s most likely to find new growth
sectors,” said Royal Bank of Scot-
land economist Ben Simpfendor-
fer. “It is now that these compa-
nies need to restructure and ex-
pand in new industries. ... They
need funds to do this.”

Government efforts, such as
prodding banks to lend more to
SMEs and letting microfinance
firms form, as well as the easing of
monetary policy late last year have
helped. SMEs received roughly one-
third of the 7.37 trillion yuan ($1.08
trillion) in new local-currency
loans in the first half of the year.

But SMEs generate nearly 60%
of Chinese economic output and
analysts say smaller companies
among SMEs likely had a harder
time borrowing funds. China clas-
sifies companies that employ as
many as 3,000 workers as SMEs.

“Banks are still stringent in as-
sessing loan applications, not just
for us, but also for others,” said Liu
Fangfang, assistant general man-
ager of Dalian Minyong Group Co.,
a supermarket and real-estate
firm in the northeastern port of
city of Dalian that employs around
700 people.

Recognizing these problems,
the State Council, China’s cabinet,
said Wednesday it will make it eas-
ier for small businesses to raise
money, and will use more public
funds to help them. It will encour-
age local governments to subsi-
dize institutions that lend more to
small companies, dropping the
usual reference to SMEs.

The State Council added it will
accelerate work to set up a Growth
Enterprise Market—a Nasdaq-
style stock market—and increase
fund raising through so-called bun-
dled bonds, which are single debt
issues from a group of SMEs.

Bundled bonds help SMEs get
around rules that restrict them to
selling such a small amount of
bonds that investors tend to shun
the offerings.

But regulatory obstacles and a
shortage of big financial institu-
tions catering to SMEs hobble ef-
forts to expand the bundled bonds,
showing how Beijing needs to fix
rules and build institutions to help
SMEs, and why analysts say it will
take time for China to ease the fi-
nancing difficulties.



