For information or to subscribe, visit www.services.wsje.com or call +44 (0) 207 309 7799 — Austria €3 - Belgium €3 - Croatia HRK 22 - Czech Republic Kc 110 - Denmark Dkr 25 - Finland €3.20 - France €3 - Germany €3

Greece €3 - Hungary Ft 650 - Ireland (Rep.) €3 - Italy €3 - Lebanon L£ 6000 - Luxembourg €3 - Netherlands €3 - Norway Nkr 29 - Poland ZI 12 - Portugal €3 - Slovakia €3.32/Sk 100 - Spain €3 - Sweden kr 29

Switzerland SF 5 - Syria S£ 210 - Turkey TL 4.5 - U.S. Military (Eur) $2.20 - United Kingdom £1.50

THE WALL STREET JOURNAL.

Leading the News: With oil field deal in hand, BP’s real work now starts in Iraq

THE WALL STREET JOURNAL.

VOL. XXVII NO. 104

DOWJONES
A

NEWS CORPORATION COMPANY

What’s

News

Ford Motor fared better than
its rivals as its June car sales

fell 11%. Chrysler, GM and Toy-
ota had declines of more than
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Bond-market finance takes hold

European companies follow American counterparts’ lead as banks curb lending in downturn

BY STEPHEN FIDLER
AND NEIL SHAH

LONDON—An unprece-
dented rise in European compa-
nies’ use of bond markets,
rather than banks, to raise
money could cool off in coming
months. But the shift toward
bond-market finance across
the continent may be here to
stay.

European companies have
historically relied on lending
from banks, rather than tap-
ping the bond markets as U.S.
companies tend to. Yet despite
the fact that European politi-

cians have loudly blamed “An-
glo-Saxon capitalism” for the
global financial crisis, compa-
nies across the continent have
this year raised billions of dol-
lars, American style, from the
bond markets.

Asbanks curblending in an
effort to strengthen their own
finances, the bond markets
have come to life like never be-
fore, providing companies
with a crucial lifeline amid a
sharp recession. So far this
year, with no help from govern-
ment guarantees, European
nonfinancial companies out-
side the U.K. have raised some

$318 billion from the bond
markets, up 45% from the
whole of 2008 and more than
any entire year on record, ac-
cording to data provider Dea-
logic Inc.

Although official data
show bank lending flattening
rather than tumbling through
the first quarter, companies
and bank regulators report
that banks are starting to re-
treat from lending as they re-
build their balance sheets.

One drawback with bond-
market financing is that the
market isn’t always open for
business. In fact, in the short

term, such a setback may be in
the cards. “The market has got-
tenalittle ahead of itself,” says
Stephen Dulake, a credit ana-
lyst at J.P. Morgan Chase. Ac-
cording to J.P. Morgan, 60% of
European credit investors
plan to reduce their exposure
or hold steady, even as more
than half expect to have more
money to manage.

Nigel Sillis, director of
fixed-income and currency re-
search at Baring Asset Man-
agement, says he remains “en-
thusiastic” about corporate
debt but has grown more wary
of where the market is headed.

U.K. seizes franchise that runs London-Edinburgh trains
o |

NEW DRIVER: Passengers walk past a National Express train at Waverley Station in Edinburgh, Scotland, on Wednesday. The
government takeover of the unprofitable company highlights the problems facing the country’s fragmented rail network. Page 4.

U.S.-Russia summit
gets a dose of reality

U.S. President Barack
Obama, heading to Moscow
for a summit with Russian
leaders on Monday, is hoping
that progress on a nuclear
arms-control accord and a
softened U.S. stance on mis-
sile defense and NATO expan-
sion could reduce bilateral
tensions over a host of issues.

By Jonathan Weisman
in Washington and
Gregory L. White and
Alan Cullison in Moscow

But a series of recent Rus-
sian actions have lowered ex-
pectations for the summit,
and decisions on the thorny
subjects of Iran, Georgia and
the U.S. plan to locate a mis-
sile-defense system in East-
ern Europe are likely to be left

for the future.

“We shouldn’t have exces-
sive hopes,” said a senior Rus-
sian diplomat in Moscow. “De-
spite all this constructive at-
mosphere, the deeper you get
into details, the more difficul-
ties you find.”

In the last few weeks, Rus-
siahas recognized the contro-
versial re-election of Iranian
President Mahmoud Ah-
madinejad, forced peacekeep-
ers out of Georgia, and sug-
gested that Mr. Obama could
realize his ambitious goals for
nuclear-weapons reduction
only if he pulls back on the
U.S.’s missile-defense plans.

“The president made very
clear he wanted to establish a
different kind of relationship
with Russia,” said National Se-

Please turn to page 31
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Cautious optimism

U.S. stocks surged in quarter,
but many investors are wary
Markets Review, page 21

Markets

4p.m. ET

PCT

CLOSE CHG

DJIA 8504.06  +0.68
Nasdaq 1845.72  +0.58
DJ Stoxx 600  209.46  +1.76
FTSE 100 4340.71  +2.15
DAX 4905.44 +2.01
CAC 40 3217.00 +2.44
Euro $1.4130 +0.73
Nymex crude  $69.31  -0.83

“We’re certainly a lot keener
on watching market develop-
ments,” he says. Bond inves-
tors are questioning economic
recovery, and worries about
the financial strength of com-
panies are beginning to revive.
Also, some of the bond buyers
in the recent rallies may have
been speculating on market
momentum rather than taking
long-term views, suggesting a
selloff is possible.

Nonetheless, many bank-
ers say they expect the trend
to continue in the long term.
Banks are likely to shrink their
balance sheets, a process that
will curb lending over an ex-
tended period. Bank regula-
tors are also determined for
banks to hold more capital
against their lending, thereby
driving up the price of loans
and increasing the attractive-
ness of bond finance. Until the
financial crisis, some bank
lending was also enabled by se-
curitization as banks shifted
their loans to investors in the
form of securities, but bank-
ers don’t expect that to revive
to anywhere near its pre-crisis
heights.

One other reason for the
shift to bonds was also respon-
sible 30 years ago for driving
U.S. companies into bond mar-
kets: Many banks now have a
worse credit rating than their
customers. “As aresult, compa-
nies that can bypass the banks
to access capital markets di-
rectly are doing so,” Mervyn
King, governor of the Bank of
England, said last month.

Going forward, continen-
tal European companies “will
have to become much more in-
terested in the capital markets

Please turn to page 31

Runs Oracle
10x Faster

The World’s Fastest
Database Machine

* Hardware by HP
« Software by Oracle

Copyright © 2009, Oracle. All rights reserved.

*But you have to be willing to
spend 50% less on hardware.

10x faster based on comparing Oracle data warehouses
on customer systems vs. HP Oracle Database Machines.
Potential savings based on cost/terabyte comparison with
selected competitor systems; Oracle Database and options
licenses not included. Actual results and savings may vary.

ORACLE




2 THURSDAY, JULY 2, 2009

THE WALL STREET JOURNAL.

LEADING THE NEWS

Oil grouping faces hurdles in Iraq

BP-led consortium
will help define

new partnerships

By GINA CHON
AND Guy CHAZAN

BAGHDAD—Now that a BP PLC-
led consortium has won the rights
torehabilitate one of the world’s big-
gest oil fields in Irag, the real work
for the British giant and its Chinese
partner is just beginning.

The project will be a test case for
how Western oil companies will be
received in Iraqg.

The BP consortium, which in-
cludes China National Petroleum
Co. as the minority partner, won a
fee-based contract to boost produc-
tion at Iraq’s Rumaila oil field.

Other major oil concerns, such as
Exxon Mobil Corp., ConocoPhillips
and Italy’s Eni SpA, walked away
from the bidding round this week,
saying the ministry’s terms—in

some cases payouts of as little as $2
per barrel of oil pumped—weren’t
acceptable.

Still, big oil companies, eager for
new frontiers, will likely remain in-
terested inIrag, home to some of the
world’s largest reserves. India’s
ONGC; China’s CNOOC and China Pe-
troleum & Chemical Corp., or Si-
nopec; Korea Gas Corp., or Kogas;
and Russia’s OAO Lukoil and OAO
Gazprom, all were involved in the
failed bids on Tuesday.

Iraqg’s cabinet officially approved
the BP-led offer on Wednesday. It re-
jected bids submitted for six other
fields, saying the bidders’ demands
for per-barrel payouts were too
high. An eighth contract—Man-
suriya gas field—in the volatile Diy-
ala region drew no bidders.

The oil ministry is considering
its next step, including whether to in-
clude the remaining fields in a sec-
ond bidding round later in the year.

The successful BP-CNPC bid has
cemented Beijing as a big player in
Iraq, following the Chinese compa-
ny’s $3 billion deal late last year to

develop a field in southern Iraq. De-
spite the terms, industry analysts
say the consortium can make a profit
in the deal, though the returns will
be far less than initially expected.

The prize for BPis arare opening
to pump crude in the Middle East,
where most of the world’s oil is con-
centrated and which is largely off-
limits to major oil concerns. A BP
spokesman declined to comment.

The project won’t have a big im-
pact on the value of BP’s global port-
folio, with the rates of return mar-
ginal and the upfront costs high,
said Alex Munton, an Iraq specialist
at oil consultancy Wood Mackenzie.

“But this is still a viable project
economically,” he said. “And where
else in the world can you access an
opportunity on this scale?”

BP’s Rumaila deal faces other big
uncertainties and challenges. Some
Iragi lawmakers are saying they
have legal authority to vet the con-
tract. The oil ministry maintains
BP’s contract needs approval only
from Iraq’s cabinet. Meanwhile,
Irag’s parliament hasn’t passed a pe-

troleum law laying out the legal
ground rules for foreign investment
in the country’s petroleum sector.
This week’s auction round was
meant to spearhead development
despite that stalled legislation.

Some executives have ques-
tioned whether contracts signed by
the current government will be hon-
ored by the new government, due to
take power after elections next year.
And it is unclear how BP and CNPC
will work with Iraq’s formidable
state-owned oil companies, which
now control almost every facet of
the oil-production process.

One of the prospective local part-
ners—the South Oil Co., based in
Basra in southern Irag—already has
signaled its reluctance to work with
the bid winners. “There are a lot of
unknowns about how things will run
on the ground,” said Nadia Salem,
Iraq legal team leader for Dubai-
based Al Tamimi & Company, which
advised some of the companies par-
ticipating in the bid round.

But Baghdad officials say Iraq—
suffering from a cash crunch due to

Oil auctions
Schedule for bid round
process by Iraqi oil ministry:

Feb. 18, 2008: Prequalification
deadline for bid round

April 14: Announcement
of 35 prequalified companies

June 30:

Formal announcement of round
October 13: London roadshow

End of October:

Data packages available
April 1, 2009:

Deadline for comments
from companies on contract

June 1: Deadline for payment of
participation fees

June 30: Bidding and
announcement of winner

July 15: Deadline for submission
of proposed development
approach by winning bidder

August: Contracts signed

faltering oil production and lower
global crude prices—has an interest
in making BP’s entry into Iraq
smooth.

Iranian hard-liners condemn opposition as ‘outlaws’

BY FARNAZ FASSIHI

BEIRUT—ASs elements of Iran’s gov-
ernment called for opposition leader
Mir Hossien Mousavi to be investi-
gated, Mr. Mousavi and former Presi-
dent Mohammad Khatami lashed
back, with Mr. Mousavi saying the gov-
ernment’s crackdown on demonstra-
tors was “tantamount to a coup.”

In a statement posted on his Web
site, Mr. Khatami accused Iran’s lead-
ership of a “velvet coup against the
people and democracy” and criti-
cized what he called “a poisonous se-
curity situation” in the wake of vio-
lent street protests.

Mr. Mousavi and Mr. Khatami ap-
peared to be responding to efforts of
President Mahmoud Ahmadinejad’s
government to cast its reformist op-

ponents as outlaws who are under-
mining the state.

Opposition leader Mir Hossein
Mousavi has been accused by some
hard-liners as fanning the flames of
unrest and blamed responsible for
blood spilled during clashes between
protestors and security forces.

On Wednesday, a student wing of
Basji—plainclothes militia responsi-
ble for crushing protesters with guns,
batons and chains—asked Tehran’s
chief prosecutor to investigate Mr.
Mousavi’s role in “destabilizing na-
tional security.” A conviction on the
charge carries a maximum 10 years in
prison and would bar Mr. Mousavi
from running for office again.

Mr. Mousavi struck back defi-
antly, announcing he plans to forma
political party with a group of like-

minded intellectuals. He said the
party would make public all the alle-
gations of vote fraud and pursue
their complaints legally through the
judiciary.

“They keep asking me to forgive
and forget. I will not compromise
nor negotiate over the vote and the
right of the public,” Mr. Mousavi
said in his statement, his ninth since
election unrest began, posted on his
personal Web site.

The post-election unrest over the
disputed presidential vote has cre-
ated the worst crisis in the Islamicre-
public’s 30-year history. As security
forces crushed the continuing street
protests, the regime began pursuing
the line that the turmoil was con-
ceived by reformers and funded by
Westerners—namely Americans
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and British. Purported confessions
are surfacing in state-media from de-
tained journalists and prominent re-
formers acknowledging their role in
orchestrating a “velvet revolution”
to topple the regime.

In waves of arrests, security
forces quietly rounded up hundreds
of reformers, journalists, human-
rights lawyers, students and activ-
ists. Iran also arrested nine local na-
tional staff of the British Embassy
over the weekend, creating a diplo-
matic uproar across the European
Union. All but one has been re-
leased.

“Despite the enemies’ both hid-
den and obvious plots to overthrow
the system with velvet revolutions,
they were defeated and did not
achieve their objective,” Mr. Ah-
madinejad said when election re-
sults were certified early this week
by the Guardian Council, a constitu-
tional supervisory board.

EU diplomats are likely to dis-
cuss on Friday a British proposal to
jointly recall their ambassadors
from Tehran to protest Iran’s arrest

of British Embassy employees, EU
diplomats said. Although it would
be temporary, the proposal is contro-
versial within the EU.

Some countries are concerned
that cutting diplomatic ties with
Iran would only serve to further iso-
late the regime at a time when the in-
ternational community is trying to
persuade Tehran to engage in talks
over its nuclear program, according
to an EU diplomat familiar with the
discussions.

—Marc Champion in Brussels
contributed to this article.

CORRECTIONS &
AMPLIFICATIONS

Chad Mirkin, winner of the 2009
Lemelson-MIT Prize, founded Nano-
sphere Inc., in which he owns a small
stake, and closely held NanoInk Inc.,
where he is also a shareholder. A
June 25 Marketplace article incor-
rectly said that Mr. Mirkin owned
the companies.

INDEX TO PEOPLE

This index lists the names of businesspeople and government regulators
who receive significant mention in today’s Journal.

For more people in the news, visit
CareerJournal.com/WhosNews

Adami, Norman
Aggarwal, Sandeep
Albrecht, Mark
Althoff, Eric ....
Armor, James .
Arora, Aditya ..

Belbin, Tanith ..... Johnson, Greg
Bellegarde, Roland Karsh, Andrew
Bischoff, Win ... Khurshid, Salman
Blank, Victor .. Koskinen, John

Boyton, Adam
Branson, Richard
Byrne, Karina
Chadha, Binky ...
Chan, Sherman

Cox, Philip ........... Ligety, Ted

Davies, Mervyn ..
DeGuerin, Dick

Dulake, Stephen
Gerstenschldger, Frank 19
Glazer, Lawrence
Goldstein, Tom

Nooyi, Indra

Herbert-Jones, Sian
Hester, Stephen
Hittner, David
Horowitz, Edward
Ikeda, Norito
Immelt, Jeffrey

Kramer, David J.
Kunze-Concewitz, Bob
Kuriyama, Gouichiro ........
Lauren, David
Leitch, Sandy

Madoff, Bernard
Madoff, Ruth ....
Meir, Edward ...
Meyer, Pearl
Mukerji, Ananda ..
Nguyen Thi Huyen

..... +32 Weiss, Andrew ..

..... b Wyman, Malcom
0'Toole, Ray
Patel, Jay .....

Portes, Richard
Prelle, Hermann ...
. Rashbass, Andrew
.28 Rose, Stuart
.23 Rosenberg, Jeffrey
.30 Rovelli, Dave ..
Rupp, Martina
.21 Sawiris, Naguib .
7 Sillis, Nigel
Smith, Stuart ...
Stanford, R. Allen
3] Stevens, Chip
: 3 Stirling, Trevor .
Tran Le Khanh ...
Trone, David ...
Turner, Steve ...
: Vaidya, Ashutosh
-19 Wale, Kevin
- 19 Wang, Simon .
.21 Weinberg, Carl ..

w7 \Weston, Craig ...
.9 Woolfolk, Michael

.4 Yashiro, Masamoto ...... 23
Yellen, Janet



THE WALL STREET JOURNAL.

THURSDAY, JULY 2, 2009 3

LEADING THE NEWS

Toyota has a lock on hybrid cars

Rivals left to license
the Prius patents or
to get around them

By JOHN MURPHY

The Obama administration’s
tough new fuel-efficiency standards
could pose problems for some car
makers, but Toyota Motor Corp. is
hoping to benefit.

The Japanese company is bet-
ting the rules will give an advantage
to its expanding lineup of hybrid ve-
hicles, and it also aims to boost reve-
nue by licensing to other car makers
the patents that protect its fuel-sav-
ing technologies.

Since it started developing the
gas-electric Prius more than a de-
cade ago, Toyota has kept its attor-
neys just as busy as its engineers,
meticulously filing for patents on
more than 2,000 systems and com-
ponents for its best-selling hybrid.
Its third-generation Prius, which hit
showrooms in May, alone accounts
for about half of those patents.

Toyota’s goal: to make it difficult
for other auto makers to develop
their own hybrids without seeking li-
censing from Toyota, as Ford Motor
Co. already did to make its Escape
hybrid and Nissan Motor Co. has for
its Altima hybrid.

“Our system is the best technol-
ogy for hybrids to get the best car-
bon-dioxide emissions and best fuel
economy. [Rivals] will not be able to
compete,” said Gouichiro Kuriyama,
amanager in Toyota’s product plan-
ning division.

Whether Toyota’s two-pronged
strategy will pay off is unclear.

Associated Press

Toyota has filed for more than 2,000 patents for its hybrid technologies. A shopper checks out the 2010 Prius in May.

While the Prius has won a strong fol-
lowing among environmental-
minded consumers, it will face
stiffer competition to win mass-mar-
ket appeal.

Almost all car companies are
working on more fuel-efficient gaso-
line engines that could boost miles-
per-gallon ratings enough to damp
interest in hybrids. Makers also
have diesel vehicles coming to the
U.S. that deliver nearly the same
fuel economy as the Prius.

“Toyota’s patent-filing strategy
has made it far too risky to copy the
Prius without Toyota’s blessing,”
said Justin Blows, a patent attorney

with Griffith Hack Patent and Trade
Mark Attorneys in Australia.

In a recent study of intellectual
property for hybrid vehicles, Mr.
Blows found that Toyota has about
2,100 patents, nearly double that of
its closest rival, Honda Motor Co.

Toyota, which isn’t known as a
particularly litigious company, de-
clined to say how many attorneys it
uses to file and defend its hybrid pat-
ents.

No lawsuits involving the pat-
ents have become public. Toyota
also won’t say how much revenue it
has received from licensing its pat-
ents, if any. Patent cross-licensing

may involve no exchange of money.

Instead of trying to catch up to
Toyota in hybrid vehicles, Nissan
has chosento pour its resourcesinto
developing a mass-produced elec-
tric car starting in 2010.

Ford, meantime, said it devel-
oped its own hybrid technology but
agreed to cross-license patents with
Toyota to prevent any legal issues.
Nomoney changed hands, Ford said.
Other car makers will likely need to
cross-license technology to develop
the fuel efficient vehicles they need
before the government deadline.

—Matthew Dolan
contributed to this article.

Ford fares better than rivals as U.S. sales fall

By JoHN KELL

The annualized rate of U.S. vehi-
cle sales likely remained at less than
10 million in June, though there are
signs of improved business at the re-
tail level and continuing gains in
other markets.

Ford Motor Co. beat expecta-
tions with an 11% year-on-year de-
cline, according to data released
Wednesday, while General Motors
Corp., Toyota Motor Corp. and
Chrysler LLC all lagged behind.

Executives noted a “softening”
in sales at the end of the month,
while Ford officials noted the emer-
gence of regional variations in U.S.
sales, with central regions outper-
forming relative weakness on both
coasts.

The declines at GM and Chrysler,
34% and 42% respectively, were

caused in part by tumbling fleet
sales as the companies tightened
their inventories and dealers re-
duced their stock of vehicles.

Fleet sales fell 49% and 95%, re-
spectively.

Still, Chrysler said its retail mar-
ket share rose by one percentage
point from a year earlier to 9%,
while GM said its retail sales in-
creased month to month for the
fourth consecutive month.

Ford’s market share rose three
percentage points from a year ear-
lier, while Toyota’s ongoing woes
meant it was outsold by Ford in the
U.S. for the third straight month and
put the company behind Ford on a
year-to-date basis.

The ongoing struggles in the U.S.
contrast with key markets showing
improvement, helped in part by
scrappage programs at a more ad-

vanced stage than in the U.S. France
logged a 7.1% increase in auto sales,
while Italy was up 12% and the rate
of decline in Japan abated. China
has also remained a source of rela-
tive strength for most manufactur-
ers.

Ford’s U.S. light-vehicle sales to-
taled 154,873, with Ford, Lincoln
and Mercury car sales down 11% and
sport-utility vehicles falling 20%,
less than previous months. Trucks
and vans declined just 6.9%, helping
Ford top GM in that segment.

June had 25 selling days, one
more than a year ago.

GM’s total was 176,571, with
trucks slumping 40% and cars down
24%. At the end of June, GM’s inven-
tories were down 26% to about
582,000 vehicles and down about
33% compared with January.

Toyota’s sales slid 32% to 131,654

as car sales slumped 36%. The Co-
rolla saw a 53% plunge, while Camry
sales dropped by 37%.

Honda Motor Co. reported a 30%
drop to 100,420, with cars slumping
41% and trucks off 4.9%.

“We are seeing signs of strength
in our light-truck segments with
solid gains for Honda’s Odyssey and
Pilot models this month,” said sales
executive John Mendel.

Chrysler’s 42% decline to 68,297
was led by a 48% drop for cars.
Chrysler, which didn’t produce any
vehicles for fleet sales in June, re-
ported it finished the month with
195,272 units in inventory, down
56% from a year ago and represent-
ing a 71-day supply.

Nissan Motor Co. posted a 23%
decline in sales to 58,298.

—Doug Cameron
contributed to this article.

GM sales show

the significance
of China’s market

By PATRICIA J1AYI HO

BEIJING—General Motors
Corp. on Wednesday said its first-
half sales in China rose 38% from a
year earlier to a record 814,442
units, underlining the importance
of the Chinese auto market to the
U.S. car maker as it works to
emerge from bankruptcy protec-
tion.

Sales of small autos helped
GM’s January-June period, and GM
China Group President Kevin Wale
said new models will boost second-
half sales.

The market has benefited from
Chinese-government stimulus poli-
cies and growing demand in rural
areas, Mr. Wale said. In January,
China halved the purchase tax on
small cars to 5% and also intro-
duced a subsidy program for rural
residents who scrap old vehicles
and buy new ones.

GM’s China sales in June
climbed 61.6% from a year earlier
t0 143,294 units, the company said,
but the increase was a slowdown
from May’s sales jump of 75% to
156,000 units.

The company’s sales rose 25%
in March and 50% in April and have
been outstripping China’s overall
auto sales.

First-half sales by GM’s com-
mercial-vehicle joint venture,
SAIC-GM-Wuling Automobile Co.,
rose 49.9% from a year earlier to
524,598 units, GM said.

The joint venture sold 295,789
Wuling Sunshine minivans, more
than all the models sold by GM’s
passenger-vehicle joint venture,
Shanghai General Motors Corp.
First-half sales by Shanghai GM to-
taled 288,843 units, an increase of
20.8% from a year earlier, the com-
pany said. Sales of the venture’s
best-selling Buick brand jumped
34% from a year earlier to 195,989
units.

GM owns 34% of SAIC-GM-Wul-
ing Auto. The company is
50%-owned by SAIC Motor Corp.
and 16% by Wuling Automobile Co.
Shanghai GM is a 50-50 a joint ven-
ture with SAIC.

Sales for China’s auto industry
overall rose 5% in March, 25% in
April and 34% in May, according to
the China Association of Automo-
bile Manufacturers. Data for June
aren’t available yet.

China’s auto sales in the Janu-
ary-May period increased 14%
from a year earlier to 4.96 million
units

GM has said it aims to double its
annual sales in China to two mil-
lion units in five years. It sold
1,094,561 units in 2008, an in-
crease of 6%.

European car sales get a lift from incentive efforts

By A.H. MOORADIAN
AND ALICE DORE

Car makers in Europe felt some-
thing of areprieve in June, as incen-
tives from governments and dealers
stemmed or reversed sales declines.

New-car registrations in France
rose to 235,407 in June from 219,754
ayear earlier, according to data pub-
lished Wednesday by the French Au-
tomobile Manufacturers Associa-
tion. The association said the gov-
ernment’s temporary cash incen-

tives for car owners to scrap their
old vehicles and buy new ones moti-
vated car buying. But discounting
by car makers and dealers also
played a prominent role. Incentives
accounted for 20% of French June
new-car registrations, according to
the association.

The rapid decline in Spanish car
registrations during recent months
also eased in June thanks to govern-
ment aid, Spanish car manufactur-
ers’ association Anfac said Wednes-
day. Car registrations fell 16% from a

year earlier in June after falling 39%
in May and 46% in April, according
to Anfac. The government subsidies
boosted individuals’ car registra-
tions 15% in June from a month ear-
lier, Anfac said. It was the first
month in more than two and a half
years whereregistrations by individ-
uals increased compared with the
previous month.

Italian car sales bounced higher
in June, rising 12.4% compared with
June 2008, as government pay-
ments to people who trade in old

cars for newer, less-polluting ones
kicked in, data showed Wednesday.
Overall, Italian new car registra-
tions in June increased 12.4% to
209,315 vehicles. That compares
with an 8.6% annual decline posted
in May.

Along with the car-sales incen-
tives, “the improvement of the econ-
omy, or at least expectations of im-
provement, could have played a fac-
tor” in June’s rebound, according to
Italian auto analysts Centro Studio
Promotor.
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National Express rail franchise seized

U.K. takes over London-to-Edinburgh route after operator says it is unable to shoulder further financial losses

BY STEVE MCGRATH

LONDON—The U.K. government
said it seized the unprofitable fran-
chise running passenger trains be-
tween London and Edinburgh be-
causerail and bus operator National
Express Group PLC wouldn’t sup-
port it financially, once again high-
lighting the problems facing Brit-
ain’s fragmented rail network.

The seizure came the same day
that the company’s chief executive
said he would step down to take a
jobinthe Middle East. The company
said the departure was unrelated to
the government seizure.

The U.K. Department for Trans-
port, which will take over operation
of the East Coast line between Lon-
don and Edinburgh, said it may also
have grounds to take control of Na-
tional Express’s franchises to oper-
ate trains in eastern England—in-
cluding the express-train service
from London to Stansted airport.

National Express said that all its
businesses are being hit by the reces-
sion, but indicated it aims to hold on
to its two other rail franchises,
which are profitable—the East An-
glia franchise, which includes the
route to Stansted, and the smaller
c2c commuter-route franchise.

The government seizure of the
East Coast franchise makes Na-
tional Express more vulnerable to a
takeover, analysts said.

The company—which also runs
bus services in the U.K., school
buses in the U.S. and Canada, and
bus and coach operations in Spain—
said Monday that it had turned
down a preliminary takeover ap-
proach from bigger rival FirstGroup
PLC, which runs four U.K. rail fran-
chises. FirstGroup also has a sub-
stantial U.S. business operating
school buses and Greyhound buses,
having acquired transport provider
Laidlaw International in 2007.

National Express said it rejected
the FirstGroup approach because it
was focused on “a number of initia-
tives” to strengthen the company.

FirstGroup said Monday that it
continued to believe that there is
“significant industrial and commer-

ciallogic” to a tie-up. FirstGroup de-
clined to comment on Wednesday.

Shore Capital analyst Greg
Johnson said the government sei-
zure made a new approach from
FirstGroup likely, adding that he
thinks the handing over of the East
Coast franchise will be considered a
default and would likely affect Na-
tional Express’s ability to hold on to
its other rail franchises.

The U.K.’s railway network has at-
tracted many critics since it was
privatized between 1994 and 1997,
under the last Conservative govern-
ment. The process was complicated,
with one company running the
tracks, others controlling the trains,
still others the communications net-
work and several operators running
the services. The industry has strug-
gled since privatization to meet the
huge amount of investment neces-
sary to bring tracks and trains up to
modern standards, even with sharp
increases in ticket prices over re-
cent years.

Train operators are awarded
fixed-term franchises to run ser-
vices. They enjoyed healthy profits
during the recent boom years, but as
the recession has hit, those profits
have fallen as passenger numbers
have declined. The East Coast fran-
chise, a high-speed rail link between
London and the east of Scotland, has
been particularly hard hit, with a sig-
nificant number of travelers trading
down from premium fares.

Former operator GNER was
forced to hand the East Coast fran-
chise back to the government in
2007 after the London bombings re-
sulted in decreased travel on the
line and power prices rose. Opera-
tors of other rail lines have in the
past been stripped of their fran-
chises for failing to meet perform-
ance targets.

National Express was criticized
when it won the East Coast tender
just before the credit crunch struck.
Critics said it had put forward a busi-
ness case that was based on overly
optimistic projections for growth in
passenger numbers and revenue.

“The government is not pre-
pared to renegotiate rail franchises
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Passengers walk past a National Express East Coast line train in Edinburgh,
Scotland. The recession has deepened losses on the London to Edinburgh route.

because I'm simply not prepared to
bail out companies that are unable
to meet their commitments,” said
U.K. Transport Secretary Andrew
Adonis.

Lord Adonis said the govern-
ment would create a publicly owned
company to take over the East Coast

franchise and would tender for a
new private operator from the end
of 2010. It wasn’t immediately clear
when the public company would
take control of the franchise, but Na-
tional Express said it would honor
its commitments until that time.
Virgin Rail Group, which is

owned by Richard Branson’s Virgin
Group Ltd. and travel operator
Stagecoach Group PLC, said it
would be interested in taking over
the franchise. Virgin Rail already
runs the West Coast franchise, the
high-speed rail link between Lon-
don and the west of Scotland that
has been dogged by technical prob-
lems in recent months after the
tracks were upgraded by Network
Rail to allow faster train speeds.

Lord Adonis also warned Na-
tional Express that it would struggle
to win any more rail franchises.

“A company which had defaulted
in the way National Express now in-
tends would not have prequalifed
for any previous franchises” from
the Department of Transport, Lord
Adonis said. “It is simply unaccept-
able to reap the benefits of con-
tracts when times are good, only to
walk away from them when times be-
come more challenging.”

National Express Chief Operat-
ing Officer Ray O’Toole said the com-
pany had sought legal advice and
had been told it shouldn’t lose its
other rail franchises as a result of
giving up the East Coast franchise.
The company also rejected the gov-
ernment’s claims that it had de-
faulted on the terms of its contract.

The company said it would book
a £20 million ($32.9 million) loss on
the franchise in the first half of the
year, but its financial liability re-
lated to the franchise is limited to
£72 million because it had set up a
special purpose vehicle, NXEC, to
run the franchise.

NXEC, a separate legal entity,
will likely later this year use up the
all the financial support that Na-
tional Express contracted to pro-
videit, National Express said. There-
fore, control over the franchise
would automatically pass back to
the government.

The loss to the government and
taxpayers is potentially much big-
ger. NXEC had promised to pay the
government about £1.4 billion over
the life of the franchise, which runs
until 2015.

—Kaveri Niththyananthan
contributed to this article.

BA is criticized by union
for failing to appear for talks

BY KAVERI NITHTHYANANTHAN

LONDON—Britain’s Unite union
criticized British Airways PLC for
failing to appear for negotiations,
saying the union could strike if the
carrier tries to impose permanent
wage freezes and changes to work
practices.

BA on Wednesday called for a
mediator to facilitate union talks,
saying it wasn’t able to reach an
agreement on concessions by the
airline’s Tuesday deadline.

Steve Turner, Unite’s national
secretary for aviation, said the air-
line failed to appear for a meeting
the union called for Wednesday. He
said he didn’t approve of using
state-funded ACAS as a mediator.

British Airways’ earnings are in
deep decline because of the rapid
rise in oil prices last year and a
steep drop this year in the number

of premium-class passengers. In re-
sponse, the airline has asked
unions to accept permanent
freezes in pay and changes to work
practices.

Mr. Turner said the union had of-
fered proposals for temporary
changes that would save millions of
pounds, but that BA is less willing
to come to a mutually acceptable
agreement.

The Unite union, which repre-
sents 27,000 of BA’s 40,000 employ-
ees, has balked at permanent con-
cessions. About 7,000 BA employ-
ees have volunteered to take un-
paid leave, some unpaid work and
to switch to part-time.

A BA spokesman said the airline
is willing to resume mediated talks
with the Unite and GMB unions.

Separately, Virgin Atlantic Air-
ways Ltd. said it plans to cut as
many as 600 jobs as it reduces win-

Reuters

BA is suffering from a drop in the
number of premium-class passengers.

ter capacity by 7% from last year.
The airline said the cuts will in-
clude pilots, cabin crew, and operat-
ing and administrative staff and
that it will attempt to avoid involun-
tary layoffs, in part by offering job
sharing and part-time work.

Limits on texting charges
crimp EU mobile operators

BY ELIZABETH BEWLEY
AND PEPPI KIVINIEMI

BRUSSELS—A European Union
law cutting mobile-telephone roam-
ing prices or text messages and In-
ternet use by more than 60% took ef-
fect Wednesday.

The law, approved by the Euro-
pean Parliament in April, slices the
cost of sending text messages
abroad from 28 European cents to 11
cents. The law also caps the whole-
sale price of downloading media on
mobile devices at €1 ($1.40) per
downloaded megabyte from the cur-
rent average price of €1.68 a mega-
byte.

Companies will likely follow the
new rules to keep their prices com-
petitive, but it is too soon to tell if
mobile companies have complied
with the new regulations, a spokes-
woman for the commission’s tele-

communications department said.

Several European mobile compa-
nies said that they were already in
compliance with the new price caps.
Vodafone Group PLC, Dutch KPN NV
and France Télécom SA all said they
had lowered their roaming tariffs in
accordance with the new law. How-
ever the commission continues to
be concerned about the lack of cross-
border traffic in Europe’s mobile
market and will “analyze the roam-
ing market again in 2010,” said Mar-
tin Selmayr, a spokesman for the
telecommunications department.

European mobile operators are
struggling with declining revenues
as increased regulation in already
mature markets is limiting the
money they make per call. The com-
mission has also asked operators to
end what it deems excessive
charges for passing on competitors’
calls on their own networks.
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Roche to ease drug access

Maker of Tamiflu
will lower the price
for poorer nations

BY JuLIA MENGEWEIN

ZURICH—Drug maker Roche
Holding AG on Wednesday said it
will cut the price of its Tamiflu anti-
viral drug for developing economies
by half and allow them to spread pay-
ments over several years.

Under the program, Roche will
produce and store Tamiflu pan-
demic stockpiles for specified devel-
oping countries, charging between
€5 and €6 ($7 to $8.40) for a pack of
10 Tamiflu capsules at the highest
dose of 75 milligram, said company
spokeswoman Martina Rupp. The
usual price for the drug, which is
used to treat the A/HIN1 swine-flu
virus, is about €12 a pack. Lower
doses are provided at a lower price.

The actual price will depend on
the storage and delivery services
provided by Roche, Ms. Rupp said,
adding that the company will fi-
nance the program alone. “This will
significantly cut into our profits in
those countries,” she said.

Some 70 countries, which are
members of the Global Alliance for
Vaccines and Immunization, can
take part in the program. India,
where a generic version of Tamiflu
is available, is excluded from the pro-
gram, Ms. Rupp said.

Roche won’t lower the price of
Tamiflu any further under the pro-

Bloomberg News

Roche will allow specified developing countries to spread payments over years for
Tamiflu anitviral capsules. About 70 countries can participate in the program.

gram, Ms. Rupp said. But the com-
pany is in talks with the World
Health Organization, the United Na-
tions, and other agencies to see if
they are willing to step in for coun-
tries that can’t afford the drug at
the cheaper prices, she added.

In 2008, Roche’s pharmaceutical
division generated total sales of
35.96 billion Swiss francs ($33.09
billion). The Latin American and
Asia-Pacific regions had shares of
6% and 5%, respectively.

The countries can exercise their
option to purchase the product at
any time, and Roche said it is confi-
dent it has the capacity to provide
what’s needed.

“In the May-to-September pe-

riod, we increased our capacity to
produce 110 million packs of Tami-
flu per year, and next year, this will
go up to 400 million,” Ms. Rupp
said.

Over the last five years, govern-
ments around the world have stock-
piled Tamiflu or Relenza, a similar
drug made by U.K.-based Glaxo-
SmithKline PLC, to prepare for a po-
tential pandemic outbreak. How-
ever, only 0.02% of all low-income
economies have a stockpile of Tami-
flu, Roche said.

Last month, WHO declared the
first flu pandemic in 41 years, even
as it stressed there are no signs the
HI1N1virus has turned more lethal as
it has spread across the globe.

No need to

BY JARED A. FAVOLE

WASHINGTON—Patients
should continue taking Sanofi-
Aventis SA’s diabetes drug, Lan-
tus, despite recent studies show-
ing the drug may be linked to can-
cer risks, the U.S. Food and Drug
Administration said Wednesday.

The FDA said it is reviewing the
safety of Lantus, an artificial form
of insulin that had sales of $3.45
billion in 2008, and is in talks with
Sanofi about whether any more
studies need to be done to deter-
mine the drug’s safety.

Studies published Friday in Dia-
betologia, the journal of the Euro-
pean Association for the Study of
Diabetes, showed a possible link
between Lantus and cancer. The

halt Lantus, FDA says

FDA criticized the studies in an
early communication warning
posted Wednesday on its Web site.
The agency said the duration of
follow-up for patients in the studies
was shorter than what is generally
considered necessary to evaluate
cancer risk from drug exposure.
“Further, inconsistencies in
findings within and across individ-
ual studies raise concerns as to
whether an association between
the use of insulin glargine and can-
cer truly exists,” the FDA said, us-
ing the scientific name for Lantus.
This is the FDA’s first comment
on the recent concerns about Lan-
tus, which have helped drive
Sanofi’s share price down more
than 10% over the past week.
A spokesman for Paris-based

Novartis vaccine gets scrutinized

BY JuLIA MENGEWEIN

ZURICH—In a setback for No-
vartis AG, the U.S. Food and Drug
Administration asked the Swiss
drug maker for more information
about its meningitis-vaccine candi-
date, Menveo, with respect to pa-
tients between ages 11 and 55.

“The FDA has requested addi-
tional information mainly on the
manufacturing of the drug, but it
didn’t ask about data on the safety
or efficacy of Menveo,” Novartis
spokesman Eric Althoff said.

Novartis now expects the drug
to be approved late in 2009 or
early in 2010, he said. Novartis
had expected to get approval for
the drug this year.

“While the financial impact is

small, the setback is nevertheless
a disappointment,” said Vontobel
analyst Andrew Weiss

Menveo has shown, in exten-
sive clinical trials, that it can pro-
tect against the four most com-
mon subgroups of meningitis. It is
seen as an important driver of No-
vartis’s future sales, with analysts
estimating a peak annual sales po-
tential of about $650 million.

New trials won’t be necessary
and Novartis expects to “fully re-
spond” to the FDA’s questions by
the end 0of 2009, the company said.
Earlier this year, Novartis said ap-
proval for Menveo as a treatment
for younger children will also be
delayed in the U.S., because the
FDA asked to test the drug on
1,500 more children.

Sanofi said the company is commit-
ted to working with the FDA, other
authorities and scientific experts
to clarify the situation surround-
ing its diabetes drug Lantus.
“Sanofi-Aventis has just seen the
early communication from the
FDA about the safety of Lantus,”
the spokesman said, adding that
the company is continuing to
stand behind the safety of the
drug.

Warnings sought
by U.S. on drugs
to halt smoking

U.S.regulators want strong warn-
ings added to two smoking-cessa-
tion drugs, Pfizer Inc.’s Chantix and
GlaxoSmithKline’s Zyban, amid con-
cerns the drugs can cause aggres-
sive behavior and suicidal thoughts.

Pfizer’s Chantix has been dogged
by concerns that the medicine is
linked to suicidal behavior, mood
swings, and most recently to a skin
allergy. Chantix brought in $489 mil-
lion in U.S. sales in 2008, down 30%
from $701 million in 2007.

The FDA said it wants “black
box” warnings, the agency’s stron-
gest, added to the labels of Zyban
and Chantix to alert people about
the mental-health risks associated
with the products.

Pfizer said it is working with the
FDA to update the label, which will
also include warnings about allergic
and serious skin reactions.

Glaxo couldn’t immediately be
reached for comment.

SABMiller to offer stake

in unit to black investors

BY RoBB M. STEWART
AND KATHY SANDLER

JOHANNESBURG—SABMiller
PLC said it plans to place a10% inter-
est in its South African business
with black investors in a six billion
rand ($778.2 million) deal that
would comply with a government-
led push to reverse the economic dis-
parity caused by apartheid.

The London-based brewer said
the transaction will target about
60,000 new shareholders among its
employees, beer and soft-drink re-
tailers and local communities.

By offering shares to people in its
distribution network, SABMiller may
help defend its dominant share of the
South African market and encourage
legalization of informal bars.

South Africa’s government man-
dates that all companies operating
in the country sell equity stakes to
black people, as well as change pro-
curement and hiring practices to
bring black people into the still
largely white-controlled economy.
Early black-empowerment projects
were criticized for benefiting only a
handful of investors, while other
deals have fared poorly in recent
months as the value of stock used to
finance programs has fallen and re-
quired additional funding.

Unlike some of those earlier
black-empowerment deals, which
are struggling as the recession has
eroded companies’ value, SABMill-
er’s deal won’t rely on external bank
funding. The company said it ex-
pects to pay the new shareholders a
dividend in the first year of the
deal’s 10-year term.

“The deal will be affordable and
easily accessible,” Chief Financial Of-
ficer Malcom Wyman said in a con-

ference call with reporters.

SABMiller said the transaction
will cost it about $220 million over
the 10-year term of the deal, based
on a complicated formula under
which the new shareholders will ulti-
mately swap shares in unit South Af-
rican Breweries Ltd. for shares in
the parent company.

The deal should be viewed posi-
tively, said Trevor Stirling, an ana-
lyst at Sanford Bernstein in London,
adding that the transaction will al-
low the company to comply with
South African legislation at a cost to
shareholders of less than 1% of mar-
ket capitalization.

SABMiller, the world’s second-
largest brewer after Anheuser-
Busch InBev NV, was founded in
1895 with the launch of Castle Lager,
which remains popular in South Af-
rica.

SABMiller executive Norman Ad-
ami said the transaction will leave
the company’s South African unit
with a shareholding of about 16%
among black investors in the coun-
try, including shares already held by
pension funds and institutions.

About 40% of the new shares
would be issued to employees, 40%
to retailers, including taverns and
the informal bars known as she-
beens. The remainder will go to ben-
eficiaries of a new trust to be set up
on behalf of historically disadvan-
taged communities.

Retailers would be able to par-
ticipate with a “relatively small”
cash payment that would be based
on a sliding scale, the company
said.

It said shareholders would be
asked to approve the transaction,
and it expects to distribute shares
during the first half of the year.

Valentino’s lenders seek
changes to avoid default

By SABRINA COHEN

ROME—Valentino Fashion
Group’s lenders are seeking to renego-
tiate the Italian luxury group’s debt
by the end of the summer amid fall-
ing sales across the luxury goods in-
dustry, according to people familiar
with the matter.

UniCredit SpA, Mediobanca SpA
and Citigroup Inc. are pressing Valen-
tino Fashion Group and its owner, the
U.K.-based private-equity fund Per-
mira, to agree to new lending terms
that will allow the Italian fashion com-
pany to avoid defaulting on debt pay-
ments in 2009.

Permira’s takeover of Valentino
Fashion Group in 2007 left the fash-
ion firm saddled with debt. At the
time, Permira bet that Valentino,
which had benefited from years of
strong growth in the luxury industry,
could quickly pay down the debt load.

A global downturn in spending on
luxury goods, however, has severely
weakened Valentino Fashion Group’s
sales, leaving the Italian company in
a financial bind. Today, Valentino
Fashion Group owes about €2.5 bil-
lion ($3.51 billion) in debt that is cur-
rently spread across seven loans pay-
able to banks, the people familiar
with the matter said.

Spokesmen for Valentino Fashion
Group and Citigroup declined to com-
ment on the matter.

For years, the Italian firm counted

on German fashion house Hugo Boss,
which s controlled by Valentino Fash-
ion Group, to generate a steady cash
flow, offsetting lackluster sales at the
group’s namesake Valentino brand.
Hugo Boss, which makes up about
75% of Valentino Fashion Group’s
sales, posted a 27% decline in net
profit in 2008.

Valentino Fashion Group joins a
growing number fashion companies
struggling to make their debt pay-
ments on time. IT Holding SpA,
owner of the Gianfranco Ferre label,
is currently under bankruptcy protec-
tion. The owners of Prada SpA, de-
signer Miuccia Prada and her hus-
band and Prada CEO Patrizio Bertelli,
are also in talks with banks to renego-
tiate debt at the fashion house’s hold-
ing company.

In March, Permira’s largest inves-
tor, SVG Capital PLC wrote down its
investment in Valentino by £92.2 mil-
lion ($151.7 million) to £78.6 million.
Permira wrote down its investment
in the fashion house by about 50% at
the end of 2008, according to a per-
son familiar with the matter.

Analysts said a further write-
down is likely. Permira’s €2.67 billion
buyout of Valentino in 2007, was the
biggest-ever luxury goods buyout by
a private-equity company and oc-
curred just before the credit crisis
erupted in the summer of that year.

—Sofia Celeste and Marietta
Cauchi contributed to this article.
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Pepsi CEO tours China to sample market

Nooyi considers
new business model
and more investment

BY GORDON FAIRCLOUGH
AND VALERIE BAUERLEIN

SHANGHAI—PepsiCo Inc. Chair-
man and CEO Indra Nooyi ducked
into a doorway on a small side street
here, dodging hanging laundry and
skirting parked bicycles. Cramming
into a small apartment that houses
four generations of a Chinese fam-
ily, she and a handful of fellow execu-
tives peppered them with questions
about China’s rapid economic devel-
opment, their shopping habits and
how they feel about Western
brands.

The visit, one sweltering morn-
ing last week, was part of a 10-day
“immersion” tour of China for Ms.
Nooyi, who is seeking to strengthen
the Purchase, N.Y., compa-
ny’s business in emerging
markets.

“Iwanted to look at how
people live, how they eat, §
what the growth possibili- *
ties are,” she said in an in-
terview in Beijing.

What she has seen has
persuaded her that Pepsi-
Co’s approach to the Chi-
nese market “is good, but
not good enough. The op-
portunities are so much big-
ger.” The company’s “model for
China has to be vastly different.”

Chinais a critical market for Pep-
siCo, its second-largest beverage
market after the U.S. and one of its

Indra Nooyi

fastest-growing snack food mar-
kets. As the recession has damped
salesinthe U.S., it isrelying increas-
ingly for growth on big emerging
markets such as China and
India. Pepsi said last No-
vember that it would invest
$1billion in China over four
years to build new facto-
ries, expand research and
development of products
tailored to local palates
and bolster the company’s
sales and distribution net-
work. Ms. Nooyi said she
now thinks an even greater
investment may be needed.

Ms. Nooyi made the trip
here because she believes her senior
management team needs more in-
depth knowledge of a market that
could one day be the company’s big-
gest. PepsiCo knows other big

emerging markets well: a native of
India, Ms. Nooyi is an expert on con-
sumers there. Mike White, chief of
PepsiCo’s international operations,
is a Russia expert. To prepare for the
visit—lengthier than most visits
CEOs make to their markets—Ms.
Nooyi spent several hours a week
over the past six months studying
Chinese history, geography and cul-
ture, sometimes in consultation
with former ambassador Henry Kiss-
inger, a PepsiCo consultant.

Pepsi is also out to make inroads
against rival Coca-Cola Co., which
was rebuffed by Chinese regulators
in March from acquiring a large Chi-
nese juice company, China Huiyuan
Juice Group Ltd, for $2.4 billion. The
two companies have bitterly fought
over the past few years to dominate
colasales. Coke, which used its spon-
sorship of the Beijing Olympics to
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promote its namesake brand to Chi-
nese consumers, has an edge over
Pepsi, with a 47.3% share of the cola
market in China, against Pepsi’s
44.5%, according to market re-
search firm Euromonitor Interna-
tional. But Pepsi disputes those per-
centages, saying data collected by
other researchers showits cola dom-
inates. Overall, Coke has a 15.3%
share of the Chinese beverage mar-
ket, while Pepsi has 6.2%, according
to Euromonitor.

Figuring out how to effectively
reach China’s diverging generations
is a central challenge, Ms. Nooyi
found. Many older Chinese grew up
without packaged goods, while
teens and young adults crave West-
ern brands and fast food.

“How we talk to them is a code
we have to crack,” she acknowl-
edged.

Last Tuesday, Ms. Nooyi visited
the home of a 32-year-old man, his
wife, child, parents-in-law and his
wife’s grandmother. The man, who
works for a British trading com-
pany, said he and his wife shop for
groceries at Carrefour and depart-
ment stores, where they buy pack-
aged goods. He eats in fast-food res-
taurants every day. But his
mother-in-law shops for meat, eggs
and vegetables at a traditional wet
market. His retired father-in-law,
who is 60 years old, said: “Young
people like to eat out. I prefer to eat
in the house.”

But Ms. Nooyi saw opportunities
for Pepsi too: the whole family likes
to munch on potato chips while
watching television.

Ms. Nooyi challenged her China
team to come up with ideas for prod-
ucts that cater to China’s large older
population. She also called for more
in-depth research into women who,
in China, are likely juggling work
and motherhood and making the key
day-to-day consumption decisions
for households. She says she is call-
ing on her executives to think “differ-
ently and disruptively,” encouraging
them to look beyond the company’s
traditional businesses in China.

Marks & Spencer
posts 1.4% drop
in store sales

Marks & Spencer Group PLC re-
ported a smaller-than-expected de-
cline in UK. sales for its fiscal first
quarter, thanks to warmer weather,
price reductions and a focus on less-
expensive product offerings.

Still, the U.K.’s biggest depart-
ment-store operator by sales and
stores remains cautious. In a state-
ment Wednesday, Chief Executive
and Chairman Stuart Rose said the
company is “cautious about the out-
look for the remainder of this and
next year and will continue to run
the business accordingly.”

M&S, a bellwether for the coun-
try’s consumer sentiment, said sales
from U.K. stores open at least a year
fell 1.4% in the quarter ended June 27
from a year earlier. That was an im-
provement compared with the 4.2%
drop in the fourth quarter of fiscal
2009, and better than market expec-
tations for a 2.5% decline.

The retailer’s U.K. food business
posted a 0.5% decline in same-store
sales, beating market expectations
for a 2.1% fall.The food division, how-
ever, still isn’t performing as well as
the supermarket sector as a whole.
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In India, a domestic call

In shift, outsourcers’
phone centers tap
their home market

BY NIRAJ SHETH

HUBLI, India—With the U.S.inre-
cession, India’s call centers have
opened a new outsourcing frontier:
India.

The shift is a sign of how India’s
flagship export industry is shifting
from providing services to the devel-
oped world to catering to its own,
quickly growing market. The Indian
economy grew 6.7% for the fiscal
year ended March 31.

While outsourcing revenue from
within India is still a tiny fraction of
the global market—$12 billion in
2008 out of $500 billion spent
world-wide—it is expected to hit
$95 billion by 2020, or nearly 15% of
the expected global market, accord-
ing to a recent McKinsey & Co. re-
port. The overall global market for
business process outsourcing will
reach $640 billion in the same time,
the report says.

Indian outsourcers capture con-
tracts from U.S. clients largely by
touting India’s low wages and big
cost savings. But at home, providing
those lower costs means setting up
offices in rural areas, where wages
and property costs are lower than in
its bigger cities.

“We cannot deliver and make
money in the same way we make
money for an international market,”
says Ananda Mukerji, chief execu-
tive of Firstsource Solutions Ltd., a
Mumbai-based outsourcer.

In April 2007, his company
opened a call center in Hubli, a city of
800,000 people 370 kilometers
northwest of Bangalore, India’s out-
sourcing capital. Hubli is best known
for its cotton and peanut farms.

Butitis also a place where wages
and rents are half of those in major
cities such as Mumbai. A call center
worker who gets roughly $500 a
month in Mumbai would earn $250
to $300 a month in Hubli.

Firstsource now has 450 work-
ers in Hubli, where it is the largest
private employer. It is one of the
company’s 15 outsourcing centers
for the domestic market. During the
past two years Firstsource has seen

the India share of its annual reve-
nue, which stood at $370 million in
the year ended March 31, jump to
13% from 1%.

Small towns such as Hubli have
fewer computer programmers
needed for high-tech outsourcing,
so the call centers tend to handle cus-
tomer queries and complaints, pro-
cessing bills paid over the phone or
reminding delinquent customers
they need to pay.

Outsourcing as a common busi-
ness practice has only recently
taken hold in India. “We have always
believed in focusing on our core ex-
pertise,” says a spokesman for Tata
Teleservices Ltd., one of the coun-
try’s largest telecommunications
companies. “Outsourcing of func-
tions like telecalling and billing
helps us focus on our core business.”

Sandeep Aggarwal, vice presi-
dent for sales at Mumbai-based call-
center operator Intelenet Global
Services, says even Indian compa-
nies in conservative industries such
as banking are turning to outsourc-
ing. Since 2007, Intelenet has hired
23% more people at call centers for
Indian clients, bringing the head-
count to 18,500.

India to boost corporate oversight

BY JACKIE RANGE

NEW DELHI—The Indian govern-
ment before the end of the year aims
to introduce a law designed to im-
prove company disclosure, tighten
accounting standards and clarify
the role of independent directors,
the nation’s new corporate affairs
minister said.

In an interview, Salman Khur-
shid said the measures should help
guard against corporate
frauds like that perpe-
trated at Hyderabad-based
Satyam Computer Services
Ltd. “If it had been passed
before Satyam, much of the
anguish of Satyam could
have been avoided,” Mr.
Khurshid said.

Corporate governance
in India has been under a
cloud ever since Satyam’s :
chairman in January admit-
ted to a huge fraud, includ-
ing faking a bank balance of
more than $1billion. After his revela-
tions, the government stepped in, re-
placing the board with high-profile
Indian businessmen who arranged
the sale of the company to Tech Ma-
hindra Ltd., owned by Mumbai-
based conglomerate Mahindra
Group with British telecommunica-
tions company BT Group PLC own-

Salman ‘
Khurshid

ing a 31% stake. Satyam has since
been renamed Mahindra Satyam.

Since the fraud, there have been
many calls for improved standards
of corporate governance here. In a
survey this year, consultants Bain &
Co. of Boston found that some In-
dian companies were below interna-
tional best practices. “The loose
standards in governance that led to
Satyam’s downfall could also trip up
other leading Indian companies,”
Bain said.

Keymeasuresin the gov-
ernment’s proposed legisla-
tion, which was put for-
ward in October 2008 but
hadn’t progressed very far,
include improving compa-
nies’ disclosure of informa-
tion, more rigorous ac-
counting standards ahead
of Indian accounting rules
converging with interna-
tional rules in 2011, and
tighter requirements and
more clarity on what’s
needed from independent directors.

One thorny issue is the role of in-
dependent directors. Since the Sa-
tyam fraud, a large number of inde-
pendent directors at Indian compa-
nies have resigned. According to Di-
rectors Database, a division of pri-
mary capital-market-data provider
Prime Database, 442 independent di-

rectors resigned between Jan. 11
and June 26 this year; in the same pe-
riod last year 298 had resigned.

Mr. Khurshid, 56 years old, said
the Indian government is worried
about the director exodus. He said
the new legislation will make it clear
what independent directors’ respon-
sibilities are. The government will
also protect independent directors
by making a clear distinction be-
tween civil and criminal infractions,
he said. In the past the edges be-
tween the two had been blurred, he
added, with people either getting
away without punishment or becom-
ing embroiled in criminal cases.

Indian investors have been call-
ing for improvements to the audit re-
gime. Mr. Khurshid said his ministry
was waiting for a report on Satyam
from the governing body that regu-
lates accountants. After that he ex-
pects some recommendations.

The Ministry of Corporate Af-
fairs is responsible for regulating
companies and promoting corpo-
rate governance. Before becoming
minister of state for minority and
corporate affairs following the re-
election of the United Progressive
Alliance government in May, Mr.
Khurshid had already served as a
minister and deputy minister. He
also is a lawyer qualified to practice
before India’s Supreme Court.

Sodexo SA

Sodexo sales rose,
affirms profit target

Catering and services company
Sodexo SA said Wednesday revenue
for its fiscal third quarter rose 11%
and confirmed its full-year targets,
as acquisitions and its contracts in
the healthcare and education sec-
tors helped offset slowing business
in North America and Western Eu-
rope. Revenue rose to €3.77 billion
($5.29 billion) for the three months
ended May 31 from €3.4 billion a year
earlier. Sodexo continues to suffer as
companies reduce headcount, halt
discretionary spending and shut
down factories, said Chief Operating
Officer Sian Herbert-Jones. Sodexo,
which in April bought the India-
based Radhakrishna Hospitality Ser-
vices Group, expects revenue growth
excluding future acqusitions of be-
tween 2% and 5% for the year, and tar-
gets operating profit of between
€730 million and €760 million.

Deutsche Lufthansa AG

The European Commission said
Wednesday that it will start an in-
depth anti-trust probe into Deut-
sche Lufthansa AG’s planned take-
over of Austrian flag carrier Aus-
trian Airlines AG. The commission
deepened the probe amid worries
that, unchecked, the merger could
lead to higher fares and reduced
choice to consumers on certain
routes. The commission said that in
the “absence of appropriate reme-
dies,” it had “serious doubts”
whether the deal could be allowed.
The commission now has up to 90
days to decide whether to allow or
block the deal. “Lufthansa remains
confident to receive the necessary
approvals with justifiable reme-
dies,” Lufthansa said.

International Power PLC

International Power PLC said it
agreed to sell its Czech business in
a deal valued at 17.7 billion korun
($957 million) as it restructures its
portfolio. Shares in International
Power were up 4.6%, one of the big-
gest risers on the FTSE 100. The
sale will likely help alleviate mar-
ket concerns over the company’s
need to refinance more than £700
million ($1.15 billion) in debt, due
next year. The U.K.-based company,
which operates power plants world-
wide, said it was selling the unit to
Czech-Slovak investment firm J&T
Group. As part of the deal, the
buyer will also take on 4.8 billion
korun in debt from International
Power. “The attractive sale price,
combined with the limited scope to
materially expand our business in
the Czech Republic, means that
this transaction represents excel-
lent value,” said International Pow-
er’s chief executive, Philip Cox.

Diageo PLC

Diageo PLC said it is shutting
down a nearly 200-year-old distill-
ery and packaging plant, resulting
intheloss 0of 900 jobs, to cut costs at
its Scottish operations. The
U.K.-based drinks company, whose
brands include Guinness and
Johnnie Walker, said the restructur-
ing will trim costs by about £40 mil-
lion ($65.8 million) from 2012. Dia-
geo said the job cuts will be partly
offset by the creation of about 400
new jobs through the expansion of
another Scottish packing plant. The
£120 million restructuring plan
comes on top of a £200 million pro-
gram announced in February, which
the company expects will cut costs
by £100 million in the financial year
ending in June 2010.

Anheuser-Busch InBev NV

Anheuser-Busch InBev NV said
Wednesday it will sell three bever-
age-can manufacturing plants and
a metal-lid plant to Ball Corp. for
$577 million in cash. Ball, of Colo-
rado, will continue supplying
metal cans to the Belgium-based
brewer under a long-term supply
contract as part of the deal, An-
heuser said. The plants—located in
Wisconsin, Ohio, Georgia and Flor-
ida— represent 40% of the capac-
ity of the brewer’s can-making sub-
sidiary. The plants being sold
mainly make containers for soft
drinks and thus aren’t part of An-
heuser’s core beer business. The
brewer said it has no plans to sell
Metal Container’s seven remaining
plants. The deal is likely to close at
the end of the year or the begin-
ning of 2010, Anheuser said.

ING Groep NV

Dutch financial-services com-
pany ING Groep NV said Wednes-
day it will cut 10% of the work force
at its insurance business in the
Netherlands over the next three
years as part of a growth and cost-
savings plan that involves merging
its three Dutch insurance brands.
ING said 800 jobs will be cut under
the plan, which should have a posi-
tive impact from 2010 and lead to
annual cost savings of €100 million
($140.3 million) before tax from
2013. The existing Nationale Neder-
landen, RVS and ING insurance
brands will be combined into one or-
ganization under the Nationale
Nederlanden brand at a cost of
€165 million over the next four
years. In May ING posted a first-
quarter net loss of €793 million.

Cemex SAB

Struggling to emerge from under
amountain of corporate debt, Mexi-
co’s giant building products con-
glomerate Cemex SAB has begun
meeting with banks in New York and
Madrid this week to renegotiate
some $14.5 billion in bank debt, out
of a total of $18 billion the multina-
tional must pay through 2011.
Among the 14 creditor banks that Ce-
mex is discussing an extended pay-
ment plan are New York-based Citi-
group Inc., Banco Bilbao Vizcaya Ar-
gentaria SA and Banco Santander
SA of Spain and the U.K.s Royal
Bank of Scotland. The world’s third-
largest cement producer by volume,
Cemex acquired smaller cement
makers on six continents through-
out the past two decades, but miscal-
culated in 2007 by adding billions to
its debt just as construction activity
world-wide slowed drastically. With
sales of cement dropping, the com-
panyis looking at $4.1billion in debt
coming due this year, and $10.4 bil-
lion over the next two years.

—Compiled from staff
and wire service reports.
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High court highlights

Voting Rights Act

Left intact a provision designed to end the disenfranchisement

of black citizens.

Northwest Austin Municipal Utility District No. One v. Holder

DNA evidence

Ruled that convicts don’t have a right to test DNA evidence

in hopes of proving their innnocence.

District Attorney’s Office for Third Judicial Dist. v. Oshorne

Judicial recusal

Ruled that a state judge shouldn’t have participated in decisions involving
a company whose chief executive had been a political contributor.

Caperton v. A.T. Massey Coal Co.

Expletives on TV

Gave tentative approval to government regulation of the use

of even a single curse word on live TV.
FCC v. Fox Television Stations Inc.

Medical liability

Upheld a jury award to a musician who lost her arm because
of a botched injection of antinausea medication.

Wyeth v. Levine

Tobacco makers

Ruled that Maine consumers can sue Philip Morris over the advertising
of light and low-tar cigarettes, which were alleged to be deceptive.

Altria Group Inc. v. Good

Photos: Associated Press; U.S. Supreme Court
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Election spending on top court’s agenda

U.S. justices to consider broader questions believed settled by a decision upholding campaign-finance limits

By JESS BRAVIN

WASHINGTON—The most impor-
tant case of the U.S. Supreme Court’s
just-ended term may be a test of re-
strictions on corporate and union cam-
paign spending that the justices de-
cided not to decide—at least not yet.

The case, Citizens United v. Fed-
eral Elections Commission, was ex-
pected to focus on narrow issues un-
der the McCain-Feingold campaign-
finance law—in particular, whether
alaw drafted with broadcast adver-
tisements in mind also applied to
video-on-demand services.

But the justices signaled they
could be ready to address broader
questions believed settled by a 2003
decision upholding McCain-Fein-
gold, which, among other things,
limits political spending by corpora-
tions and unions. The bill takes its
name from its primary co-sponsors,
Sens. John McCain (R., Ariz.) and
Russell Feingold (D., Wis.).

The court’s conservative major-
ity has chipped away at McCain-
Feingold in recent years. Now, the
court has asked for a fresh round of

arguments on Sept. 9, in an unusual
summer session, on the question of
whether it is constitutional to limit
corporate political spending.

“The court is reaching out to de-
cide the foundational question
about the rights of corporations in
political campaigns,” said Nathaniel
Persily, a professor at Columbia Law
School. “It’s the last step in several
incremental moves the Roberts
Court has made to strike down the
pillars of campaign-finance law.”

Since the court largely upheld
McCain-Feingold in 2003, Justice
Sandra Day O’Connor, who voted
with the majority in that opinion,
hasretired and been replaced by Jus-
tice Samuel Alito, who has voted to
limit certain aspects of McCain-Fein-
gold in prior cases.

The McCain-Feingold restrictions
haven’t dried up corporate political
spending, but have channeled it into
indirect activities, such as sponsoring
parties at political conventions.

The court remains divided into
four-justice camps of reliable lib-
erals and solid conservatives,
with Justice Anthony Kennedy usu-

ally holding the deciding vote.

Justice Kennedy’s moderating in-
fluence may haveled the court to take
a narrow view of a case challenging
an aspect of the Voting Rights Act of
1965. The plaintiffsinthe casebuilt an
argument for striking down the act’s
Section5,which givesthefederalgov-
ernment oversight of state and local
government election procedures in
much of the South and some other ar-
eas of the country where minorities
once faced barriers to voting.

By an 8-1 vote, the court upheld
the broader provision authorizing
such supervision, but made it easier
for local governments to escape fed-
eral oversight if they could show
clean records on racial bias.

On Monday, in a 5-4 decision,
the court ruled that the city of New
Haven, Conn., violated the rights of
white firefighters by junking test re-
sults because no blacks scored high
enough to guarantee promotion.
But the court left intact the con-
cept of “disparate impact” on mi-
norities giving rise to a civil-rights
complaint, rather thanruling it un-
constitutional. Justice Kennedy

wrote the majority opinion.

In two cases that scrambled the
ideological lines, the court disap-
pointed business by limiting federal
pre-emption, or the displacement of
state authority by a federal statute.

In March, the court found that
pharmaceutical manufacturers
aren’t shielded from liability for de-
fective products simply because
their medicines are regulated by the
Food and Drug Administration. Con-
servative Justice Clarence Thomas
joined Justice Kennedy and the four
liberals in the 6-3 vote.

On Monday, the court ruled 5-4
that the federal Office of the Comp-
troller of the Currency went too far
when it blocked state authorities
from suing to enforce valid state con-
sumer protection laws against na-
tional banks. Conservative Justice
Antonin Scalia wrote the majority
opinion, joined by the four liberals.

The decisionwith the broadestim-
plications may be the most unlikely:
Ashcroft v.Igbal, in which former im-
migration detainee Javaid Igbal al-
leged he was abused at the behest of
senior officials including former At-

torney General John Ashcroft. The
central issue was whether the allega-
tionsin Mr. Igbal’s suit were plausible
enough for the case to proceed.

In a 5-4 ruling, Justice Kennedy,
joined by the four other conserva-
tives, wrote that the tougherrequire-
ments for getting into court applied
broadly, meaning that plaintiffs
have to make a “plausible” claim
based on more specific allegations.

“It’s going tobe the most cited Su-
preme Court case in a decade,” says
Tom Goldstein, an attorney at Akin
Gump Strauss Hauer & Feld LLP and
founder of Scotusblog, a Web site fo-
cused on the Supreme Court. “Fifty
percent of the motions filed to dis-
miss will cite Igbal.”

Reaction divided along predict-
able lines.

“It raises the pleading standard
in a way that turns the clock back 60
years,” says the ACLU’s Mr. Shapiro.

Richard Samp of the conservative
Washington Legal Foundation wel-
comed the change. “The court is sort
of fed up with excesses inthe tort sys-
tem and is looking for ways to try to
eliminate frivolouslawsuits,” he said.

U.S. manufacturing activity contracting at a slower pace

By KELLY EVANS

Declines in U.S. manufacturing
activity slowed last month, raising
the likelihood that the sector—and
perhaps the U.S. economy—could
see some growth in the second half
of this year. But separate reports
showed the labor market remains
weak, a key obstacle to recovery.

Rising production and a shal-
lower drop in employment helped

push the Institute for Supply Man-
agement’s index of manufacturing
activity to 44.8 in June from 42.8 in
May. It was the sixth straight
monthly increase, though activity
still remains below the 50 level that
signals overall growth in the sector.
The sector is a small part of over-
all employment and gross domestic
product, but it serves as a barometer
of the nation’s business climate.
Separately, a June employment re-

port from payroll company Auto-
matic Data Processing Inc. showed
that the U.S. shed 473,000 private-
sector jobs last month—the smallest
decline since October, but a higher
number than expected and a sign that
the government’s official estimate,
which is released Thursday, could
dash hopes for notable improvement
in labor-market conditions.
Meanwhile, the housing market
continues to show signs of recovery.

Pending home sales, an index of
contracts signed that is typically re-
leased about a month before re-
ported sales, rose slightly in May,
the National Association of Realtors
said. The index gained 0.1 point to a
seasonally adjusted 90.7, its highest
level since September. Pending sales
rose in the Northeast and West, and
dipped in the Midwest and South.
An index level of 100 represents
contract activity in 2001, the first

year the data were collected.

Also Wednesday, the Commerce
Department said U.S. spending on
construction declined in May, fall-
ing 0.9% to $964 billion at a season-
ally adjusted annual rate. The drop
was led by a 3.5% decline in residen-
tial construction spending to $247.4
billion. While residential spending
levels are down a third from a year
ago, the declines are shallower than
in the first quarter.
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U.K. and EU notch gains

Manufacturing data
suggest slower pace
for euro-zone recovery

BY ILONA BILLINGTON
AND NicHOLAS WINNING

LONDON—The U.K. received a
shot of promising economic data
Wednesday, while revised figures
for the euro zone suggest the conti-
nent’s recovery may be proceeding
at a slower pace.

The purchasing managers’ index
for the U.K. manufacturing sector
rose to 47 in June from 45.4 in May,
Markit Economics and the Char-
tered Institute of Purchasing and
Supply reported. The move lifted
the indicator to a13-month high and
closer to 50—the level that indi-
cates business activity has ceased
contracting. Readings above 50 indi-
cate economic expansion.

“Add in the likelihood of in-
creases in both the construction and
service sector PMIs on Thursday
and Friday, and it looks as though
we could see positive [gross domes-
tic product] in the third quarter of
this year,” said James Knightley,
U.K. economist at ING.

Nevertheless, some analysts
noted that the U.K. economy re-
corded its sharpest decline in more

Turning a corner
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than 50 years in the first quarter
and still faces a lingering credit
crunch, rising unemployment and a
depressed housing market.

In the euro zone, the revised fig-
ures for the manufacturing PMI
showed recovery proceeding at a
slower pace, rising to a reading of
42.6 in June from 40.7 in May, but
still far from the 50 threshold.

“Pressures to cut employment
also clearlyremainintense across the
region, as firms struggle in the face of
falling demand,” said Chris William-
son, chief economist at Markit.

Jean-Claude Trichet, president
of the European Central Bank, said
last month the ECB doesn’t expect
the euro zone to return to growth un-

til the middle of 2010. The region’s
largest economies show different
paces of recovery, with Germany
and Italy recording sharp down-
turns in manufacturing while France
inched closer to stabilization.

Datareleased Wednesday by Ger-
many’s statistics office showed re-
tail sales in Europe’s biggest econ-
omy edged up for the third consecu-
tive month in May, but only slightly,
with rising unemployment damping
the scope for further improvement.
Retail sales rose a real 0.4% in May
from April, but were down 2.9%
from a year ago.

German retail industry group
HDE Wednesday said it is cutting
its forecast for nominal retail
sales this year to a 2% drop, after
predicting earlier that sales would
stay flat or decline 1%. Weak de-
mand in Germany’s machinery sec-
tor also foretells more dreary
months. Orders for German ma-
chinery and plant equipment fell
47% in the three-month period
through May from the same period
a year ago, the sector’s industry
lobby, known by its German acro-
nym VDMA, said Wednesday.

VDMA said the data indicate that
total output in the important, ex-
port-driving industrial sector will
be 20% lower in 2009 than last year.

—Nina Koeppen and
Roman Kessler in Frankfurt
contributed to this article.

Merkel’s tax cut splits

BY ANDREA THOMAS

BERLIN—Fault lines in Chancel-
lor Angela Merkel’s coalition govern-
ment are opening over her pledge to
cut taxes following the September
general elections, but the dispute be-
tween her and her own economic ad-
visers hasn’t hurt her standing in
the polls.

A fresh Forsa Institute poll pub-
lished jointly Wednesday by Stern
Magazine and RTL TV, showed the
conservative parties that Ms. Merkel
heads—the Christian Democratic
Union and its Bavarian sister party,
the Christian Social Union—are in-
creasing their lead. They got 36% of
the vote while her coalition partner,
the center-left Social Democrats, got
only 21%, down from the 34.3% they
held when they first formed a govern-
ment with Ms. Merkel in 2005.

The poll suggest Ms. Merkel
could jettison the Social Democrats
and form a 51% majority with the pro-
business Free Democratic Party,
which also is proposing to cut taxes.

The Social Democrats are lead-
ing a charge to debunk Ms. Merkel’s
tax pledge, claiming that tax cuts
are unrealistic and unfundable in a
recession and instead proposing a
new tax on higher incomes.

On Tuesday, Peter Struck, parlia-
mentary floor leader of the Social
Democrats, accused the conserva-
tive parties and Free Democrats of
deceiving voters.

“Those who are today promising
tax cuts to people are deceiving them
against better knowledge,” he told
his party’s parliamentarians on Tues-
day. A party spokesman confirmed
his remarks Wednesday. Ms. Mer-
kel’s finance minister, Peer Stein-
briick has said no government can
cut taxes in the current environment.

The big DGB trade union is also
coming out against the proposed tax
cuts. “I think this is impossible and I
believe that the people know this and
they actually believe they will have
to pay the bill eventually,” said the
union’s chairman, Michael Sommer.

One of the Merkel government’s

coalition

top economic advisers said last
week that tax hikes are inevitable af-
ter the election to close fiscal gaps.

“Since it is unlikely that there
will be enough room to cut subsi-
dies, it will probably have to come to
taxincreases,” said Wolfgang Franz,
head of the ZEW research institute
and chairman of the government’s
economic advisory panel.

In its medium-term budget plans
for the years running through to
2013, the government foresees amas-
sive expansion in new debt to bal-
ance its books. It says the next gov-
ernment will have to cut spending or
raise taxes by an additional €4.9 bil-
lion ($6.87 billion) in 2011, €11.1 bil-
lion in 2012 and €18.5 billion in 2013
to keep up with Germany’s new debt
rule that requires the government to
gradually reduce borrowing.

Ms. Merkel hasn’t divulged which
taxes would be cut, how they would
be financed or exactly when they
would implemented. Wednesday’s
poll showed only 5% believe she can
pull off tax cuts in a recession.

Albanian election result in dispute

ASSOCIATED PRESS

TIRANA, Albania—The govern-
ing Democratic Party claimed on
Wednesday that it won weekend par-
liamentary elections, but the opposi-
tion Socialists disputed that, and
election officials said it was too
early to tell.

Near-complete results showed
Prime Minister Sali Berisha’s Demo-
crats were ahead by just over one
percentage point, but it was unclear
whether Mr. Berisha had secured
enough seats in parliament to gov-
ern alone.

Democratic Party spokeswoman
Majlinda Bregu said Mr. Berisha won
71 of the house’s 140 seats and could

govern without forming a coalition.

However, election commission
spokesman Leonard Olli declined to
confirm the Democrats’ claim they
had secured 71 seats. “We have not
brought out the final results,” he said.

Unofficial calculations show the
Democrats to have won 70 of Parlia-
ment’s 140 seats—one short of the
71theyneed to govern without form-
ing a coalition.

Ensuring a fair and peaceful bal-
lot Sunday was seen as a crucial test
for Albania’s ambitions to join the
European Union, and international
monitors said that despite some vio-
lations, the voting was calm.

The two main parties ran on simi-

lar platforms, pledging to lift Alba-
nia out of poverty and secure EU
membership.

Albania became a member of the
North Atlantic Treaty Organization
member on April 1 and is seeking to
join the 27-nation EU. But election
monitors from the Organization for
Security and Cooperation in Europe
said that while there were improve-
ments and fewer irregularities, vio-
lations persisted.

An OSCE statement Monday said
that observers “noted procedural vi-
olations,” including widespread
“family voting,” in which one per-
son casts ballots for all the members
of a family.

Vietnam key indicators
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Vietnam’s lending push
raises fears of a bubble

By JAMES HoOKwAY
AND PATRICK BARTA

HANOI—Vietnam boasts one of
the developing world’s most resil-
ient economies this year, but econo-
mists fear the success masks serious
problems, as loose state-directed
lending risks pushing Vietnam into
a new speculative bubble.

Those concerns were high-
lighted Tuesday, when Fitch Ratings
downgraded Vietnam’s local cur-
rency rating, citing “a steady deteri-
oration in the country’s fiscal posi-
tion” and a banking system that’s
“vulnerable to potential systemic
stress” as the government floods
the economy with credit.

Similar worries affect the U.S.
and China, which are under pressure
to prepare to pull in the reins of gov-
ernment stimulus. But the fears are
especially pronounced in Vietnam,
one of the most-closely watched
emerging economies and an increas-
ingly important magnet for foreign
direct investment. Much of its econ-
omy is dominated by state enter-
prises that have a history of making
ill-advised investments outside
their core businesses, which have
contributed to past speculative be-
havior and bouts of overheating.

Since the onset of the global eco-
nomic crisis, state banks have
poured at least $19 billion in loans
into the economy, equivalent to
about one-fifth of the country’s an-
nual gross domestic product, accord-
ing to the government. The money is
a key plank of a stimulus program in
which the state provides interest-
rate subsidies to banks so they can
make more loans to help state enter-
prises and exporters.

The measures appear to be pay-
ing off in the short term, with the In-
ternational Monetary Fund forecast-
ing growth of 3.3% this year, while
neighbors such as Thailand and Ma-
laysia face steep contractions.

On Wednesday, the government
said GDP expanded 3.9% in the first
half of the year compared with a
year earlier, with growth accelerat-
ing to 4.5% in the second quarter
from 3.1% during the first quarter.
Vietnam’s economy expanded 6.2%
in 2008 and 8.5% in 2007.

Stock market prices are sharply
higher, with Vietnam’s benchmark in-
dex up 86% since the beginning of
March. Residential property prices
are climbing in many parts of Hanoi,
the capital, and Ho Chi Minh City, the
center of commerce and home to the
stock exchange, economists say.

Providing lots of credit is “a good
strategy. Our stimulus measures
force banks to lend productively,”
says Le Xuan Nghia, vice chairman
of the National Financial Supervi-
sory Commission, one of the coun-
try’s main financial regulators.

But with so much money being fun-
neled into the economy, many people
on the street fear a return of inflation,
which accelerated to 28% in mid-2008
before easing to 5.6% in May.

Many Vietnamese are respond-
ing by investing whatever cash they
can scrape together as fears about
inflation revive. Nguyen Thi Huyen,
a broker for the Van Khe New Urban
City project, a development in the
Hanoi suburbs, says she is putting to-
gether 10 or more deals a month, up
from just two or three this time last
year. Some units have changed
hands five times or more and prices
have risen six-fold since the project
was launched at the peak of Viet-
nam’s boom in 2007, she says. Buy-
ers are “worrying about inflation
and want to invest their money
somewhere safe,” Ms. Huyen says.

Some economists in Vietnam fear
the country’s politicians are so en-
meshed in their growth-oriented
five-year economic plans that they
won’t be willing to turn off the stimu-
lus tap until inflation has already
reared its head again. In April, the
government extended by two years a
lending-stimulus program that pays
four percentage points of interest on
any loans by Vietnamese banks to
the business sector, encouraging
banks to lend more aggressively.

“They are trying to turn back the
clock to 2006 and 2007, when the
name of the game was exporting as
much as possible to profligate Amer-
icans. But Americans might not re-
sume spending again in the same
way,” says an economist with close
knowledge of government thinking.

While the “government’s been
successful at stabilizing the econ-
omy” in recent months, officials
“need to consider the longer-term
risks, such as excess liquidity in the
banking system and its potential to
spark inflation,” says Tran Le Khanh,
chief investment officer at Pruden-
tial PLC’s Vietnam fund business.

The World Bank cautioned in are-
port last month that Vietham might
want to focus on helping people who
have lost their jobs in the downturn.
“It might be good to pause and re-
flect whether sustaining economic
activity should remain the single pri-
ority,” the World Bank said.

Other analysts worry the lending
spree could escalate bad debt prob-
lems. Vietnam says nonperforming
loans stand at 2.6%, up from 2.2% at
the end of last year. But Vietnam
doesn’t calculate bad-debt rates ac-
cording to international standards.
Fitch Ratings recently estimated the
correct figure may have been as high
as 13% of total loans at the end of
2008. In its ratings downgrade Tues-
day, it said the country’s loan-sub-
sidy program “is almost certain to
make matters worse.”
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Supporters of Honduras’s interim president, Roberto Micheletti, rallied Tuesday in
Tegucigalpa. They aim to keep the ousted president from returning to power.

OAS weighs suspension
of Honduras due to coup

U.S. is supporting
diplomatic solution
for ousted president

BY NicHOLAS CASEY
AND JAY SOLOMON

TEGUCIGALPA, Honduras—Ten-
sion between Honduras and the in-
ternational community rose on
Wednesday as the Organization of
American States threatened to sus-
pend the country if it didn’t rein-
state President Manuel Zelaya, who
was ousted in a coup Sunday.

Honduras’s provisional govern-
ment, however, remained defiant.

U.S. officials are hopeful for a dip-
lomatic solution. Washington has
played a key role so far in isolating
the interim Honduran government.
Two senior U.S. officials met late on
Tuesday with Mr. Zelaya, a leftist
and frequent critic of U.S. policies,
and assured him that Washington
was committed to seeing him back
in power, according to an American
official briefed on the diplomacy.

As a gesture of his willingness to
negotiate, Mr. Zelaya put off plans
to return to Honduras on Thurs-
day—a trip that was shaping up as a
showdown—until the weekend, to
let diplomacy work.

He also pledged he wouldn’t seek
re-election when his term ends in
January. Honduras’s military
launched the coup amid concerns
that Mr. Zelaya was seeking to
amend the Honduran constitution
to extend his rule indefinitely.

The provisional government of
this tiny Central American nation
said there was “no chance” of Mr. Ze-
laya being able to serve out the re-
maining months of his term. Even
members of Mr. Zelaya’s Liberal
Party said they were willing to burn
bridges with the OAS.

“We’re willing to take any conse-
quences from the OAS,” said Martha
Lorena Alvarado, a congresswoman
who is attempting to become the
new government’s vice minister of
foreign affairs.

In a statement Wednesday, the
OASreiterated that it condemns “ve-
hemently the coup d’état staged
against the constitutionally estab-
lished Government of Honduras,” de-
nounced Mr. Zelaya’s expulsion and
called the current government “an
unconstitutional alteration of the
democratic order.”

The OAS, an organization that in-
cludes the 35 independent states in
the Western hemisphere, said that if
Mr. Zelaya wasn’t returned to power

within three days, it would “invoke
Article 21 of the Inter-American
Democratic Charter to suspend Hon-
duras’ membership.”

The organization said it would
press for sanctions against Hondu-
ras through the World Bank, Interna-
tional Monetary Fund and Inter-
American Development Bank.

In a key next step, OAS Secretary
General José Miguel Insulza is seek-
ing to meet in a third country with a
delegation of Honduras’s coup lead-
ers to demand Mr. Zelaya’s reinstate-
ment, according to a U.S. official.

The U.S. official said the Obama
administration would welcome a
scenario whereby Mr. Zelaya re-
turned to power but didn’t take part
in a future election. This would re-
store Honduras’s political process,
said the official, while damping po-
litical polarization.

The provisional
government has
accused Mr. Zelaya
of drug ties.

“That scenario would fit the
bill,” the U.S. official said. It remains
to be seen if Honduras’s provisional
government would accept that. Al-
most everyone in Honduras’s politi-
cal establishment insists that Mr. Ze-
laya’s ouster wasn’t a coup and was
done legally after the president vio-
lated the Constitution in trying to
seek re-election. They say his ouster
protects democracy rather than un-
dermines it.

Honduran lawyer Octavio
Sanchez, a former culture minister
and presidential adviser, said that
article 239 of Honduras’s Constitu-
tion calls for a president to be
stripped of power immediately for
any attempted reform of certain
Constitutional articles, including
one barring re-election.

“Tam extremely proud of my com-
patriots,” Mr. Sanchez wrote in an
email to The Wall Street Journal. “Fi-
nally, we have decided to stand up
and become a country of laws.”

Adding to the hurdles for a diplo-
matic solution, the provisional gov-
ernment has since accused Mr. Ze-
laya of drug ties, claiming he al-
lowed tons of cocaine to be flown
into Honduras on its way to the U.S.
The U.S. Drug Enforcement Adminis-
tration has said it has no comment
on the allegations.

—Paul Kiernan and David Luhnow
contributed to this article.





