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France’s car makers are step-
ping up production of some
models to meet rising de-
mand reflecting government
incentives to scrap old vehi-
cles. But analysts say the gains
may be temporary. Page 5

M Advisers started lining up
bankruptcy loans for GM and
Chrysler, in case the firms
need it, while Ford reached a
tentative deal on unionized
retiree health benefits. Page 4

M Steven Rattner, co-founder
of a private-equity firm, will
join the U.S. Treasury as an
adviser on the auto industry.

W U.S. stocks fell sharply
amid concerns about the
economy. European shares
also ended lower. Page 16

M A large hedge-fund group
is set to propose controver-
sial measures in a bid to fend
off a requlatory crackdown
on the industry. Page 2

H The ECB's Trichet threw
his weight behind European
proposals for greater global-
market regulation. Page 2

B OPEC is trying to boost
the price of oil by implement-
ing production cuts, but its
efforts are being stymied by
large inventories. Pages 3, 17

M The attorney general of
New York asked a judge to
order former-Merrill CEO
Thain to give more details
about 2008 bonuses. Page 16

M Dubai stocks rose after the
emirate’s government initi-
ated a $20 billion bond pro-
gram, half of which was taken
up by the U.AEE. Page 20

H Spain’s justice minister re-
signed amid an uproar over his
contacts with a judge conduct-
ing a corruption probe that
has implicated the opposition.
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M France and Italy plan to
sign an accord on nuclear-en-
ergy cooperation Tuesday.

M A Taliban commander an-

nounced a unilateral cease-fire
against government forces in
a northwest Pakistan district.

M Denmark seized control of
Fionia Bank in a deal that will
take away shareholder con-
trol and split the bank until a
sale can be realized. Page 15

M Thailand’s economy con-
tracted in the fourth quarter,
joining a slump in other parts
of Southeast Asia. Page 8

M A Guantanamo prisoner
who claims he was tortured at
a covert CIA site returned to
Britain a free man after al-
most seven years in captivity.

EDITORIALGSOPINION
Berlin’s best bet

Germany must step up
to prevent a euro-zone
collapse. Page 10
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HALL MONITORS: A piece is auctioned at the Grand Palais in Paris during the auction of hundreds of
art treasures amassed by late fashion king Yves Saint Laurent and his companion, Pierre Berge. Page 6

U.S. backs banks
amid Citigroup talks

WASHINGTON—U.S. offi-
cials sought to quell fears
about the viability of major
banks, as the government
held talks with Citigroup Inc.
that could result in Washing-

By Damian Paletta and
Monica Langley in
Washington and David
Enrich in New York

ton substantially expanding
its ownership of the strug-
gling financial institution.
In a statement Monday,
the Obama administration
and U.S. bank regulators said
the government “stands
firmly behind the banking sys-
tem during this period of fi-
nancial strain to ensure it will
be able to perform its key
function of providing credit

to households and busi-
nesses.”

The statement tried to re-
assure the public that major
“stress tests” that will be per-
formed on roughly 20 U.S.
banks will be part of an effort
to shore up the companies,
countering speculation that
the tests could ultimately
lead some of the banks to be
shut down or nationalized.
Regulators said the U.S. gov-
ernment’s  “capital-assis-
tance program” comes with
the “strong presumption”
that “banks should remain in
private hands.”

U.S. share prices initially
rose on the statement, but
then resumed a broad market
decline as investors sought
more details on the govern-

Please turn to page 27
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Rock the industry
Azoff’s move to concentrate
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DJIA 7114.78 -3.41
Nasdaq 1387.72 -3.71
DJ Stoxx 600  175.29 -0.93
FTSE 100 3850.73 -0.99
DAX 3936.45 -1.95
CAC 40 2727.87 -0.82
Euro $1.2743  +0.95
Nymex crude ~ $38.44  -3.97
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Stanford link

shocks

at U.S.

By CASSELL BRYAN-Low

In 2004, Austrian soccer
player Andreas Lipa and his
British wife, Sarah Adams-
Lipa, plunked down a
$62,000 deposit on a new lux-
ury vacation home in an Or-
lando, Fla., resort called
Tierra Del Sol. With the four-
bedroom house still unfin-
ished by last year, the couple
filed suit in U.S. federal court
to reclaim their deposit.

Now, the Lipas—and some
other buyers of properties at
Tierra Del Sol who are in the
same situation—may have an-
other reason to worry. A finan-
cial backer of the company de-
veloping the Florida resort is
R. Allen Stanford, the Texas
financier whom the Securi-
ties and Exchange Commis-
sion accused in civil charges
of an $8 billion fraud. Last
year, one of Mr. Stanford’s
companies provided a $17.5
million loan to the developer
of the resort.

The SEC’s allegations
aren’t related to Mr. Stan-
ford’s role as a backer of
American Leisure Group
Ltd., the company developing
the Florida resort. But the
SEC has frozen assets of three
of Mr. Stanford’s companies,
including Stanford Interna-
tional Bank.

Mr. Stanford’s legal prob-
lems are fueling concern that
the Lipas and other property

buyers
resort

buyers at Tierra Del Sol may
never win the recourse they
believe is due.

“It makes me even more
concerned” about not being
able to recover the deposit,
says Ms. Lipa, 36 years old,
who teaches business Eng-
lish. Now, “I feel like there
isn’t any hope.”

The SEC case against Mr.
Stanford will “make it more
difficult for the developer to
continue the project if it were
relying on funds” from inves-
tors such as Mr. Stanford,
says Philip Calandrino, an Or-
lando attorney representing
an Irish man who also is suing
the resort.

Representatives for Amer-
ican Leisure Group didn’t re-
spond to requests for com-
ment. Mr. Stanford has yet to
respond to the SEC charges.
A lawyer for Mr. Stanford
couldn’t be reached.

The situation shows how
the alleged fraud by Mr. Stan-
ford may have implications
for people beyond the finan-
cier’s individual banking cus-
tomers. There are at least 10
suits similar to the Lipas’s
case pending against Tierra
Del Sol or related entities in
U.S. federal or state courts.
Many of the suits are filed by
British or Irish residents, to
whom the properties were
heavily marketed.

Kevin Burke, a UK. lawyer
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Trichet backs regulation

ECB chief says crisis
is cause for extension
of ‘regulatory net’

European Central Bank President
Jean-Claude Trichet threw his weight
behind European proposals for
greater global-market regulation, set-
ting the stage for debate at an April
meeting of world leaders in London.

By Joellen Perry in Frankfurt
and Gabriele Parussini
and Geraldine Amiel in Paris

“The current crisis is a loud and
clear call to extend regulation and
oversight to all systemically impor-
tant institutions—notably hedge
funds and credit-rating agencies,”
Mr. Trichet said at a conference of
European securities regulators in
Paris.

The call was Mr. Trichet’s stron-
gest yet for more-stringent over-
sight of the lightly regulated hedge-
fund industry. Previously, Mr.
Trichet had supported an industry-
led “code of conduct” for hedge
funds.

Mr. Trichet’s call followed a

weekend meeting of European lead-
ersinBerlin. There, European policy
makers agreed to push for greater
global financial-market regulation
when leaders of the world’s 20 ma-
jor economies meet in London on
April 2.

“The outcome of this debate
should be an international agree-
ment about the key features of the
new regulatory paradigm,” Mr.
Trichet said. “The ultimate aim
must be to extend the regulatory net

ING names new financial officer

BY ROBERTA B. COwAN

AMSTERDAM—Dutch bank and
insurer ING Groep NV on Monday
named HSBC Holdings PLC execu-
tive Patrick Flynn as its new chief fi-
nancial officer.

Mr. Flynn, finance chief of HSBC’s
global insurance business, will suc-
ceed John Hele, who announced his
resignation in October just days af-
ter the Dutch state agreed to inject
€10 billion ($12.84 billion) into the

bank. Messrs. Flynn and Hele
couldn’t be reached for comment.

ING’s supervisory board will
nominate Mr. Flynn to the compa-
ny’s executive board at the annual
general meeting April 27.

When ING announced additional
state aid last month, with the Dutch
government agreeing to a backup fa-
cility covering 80% of its Alt-A mort-
gage securities, Chief Executive
Michel Tilmant also resigned. He
was succeeded by Jan Hommen.

Jean-Claude Trichet, at a
Paris conference Monday,
urged more regulation of
hedge funds,
credit-rating agencies

and other ‘systemically
important’ institutions.

to cover all instruments, institu-
tions and markets that are either
systemically important or which
play a key role for the functioning of
markets.”

Noting a severely strained finan-
cial system is “spilling over into the
real economy,” Mr. Trichet high-
lighted signs that credit flows to the
16-nation euro zone have been fall-
ing recently as companies postpone
investments and cut back on borrow-
ing. He said the process of selling as-
sets to reduce debt across the bank-
ing system needed to be monitored
closely.

“If such behavior became wide-
spread across the banking system, it
would undermine the raison d’étre
of the system as a whole,” Mr.
Trichet said. He also continued his
campaign to garner the ECB a bigger
role for supervising big, cross-bor-
der banks in the euro zone.

Some European policy makers
have been cool to the idea of the ECB
gaining supervisory powers. A U.K.
Treasury spokesman said this
month that the U.K. “would not sup-
port arole for the ECB” in euro-zone
banking supervision.
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As tougher rules loom,
hedge funds to offer plan

By CASSELL BRYAN-Low

LONDON—One of the world’s
largest hedge-fund organizations
is set to propose measures aimed
at pushing money managers to
open up, in what is likely to be a
controversial effort to fend off a
regulatory crackdown on the indus-
try.

The Alternative Investment
Management Association, a U.K.
trade group with members in
many countries, including the U.S.,
said it plans to propose as early as
Tuesday that hedge-fund man-
agers agree to changes that many
U.S. funds have resisted. The mea-
sures include registering with reg-
ulators and having regular contact
with authorities about their busi-
nesses.

The move comes as policy mak-
ers around the globe are gearing
up to reform financial regulation
in ways that are almost certain to
be more onerous for hedge funds.
On Monday, European Central
Bank President Jean-Claude
Trichet called the crisis a “loud
and clear call” to extend regula-
tion to hedge funds and other “sys-
temically important” institutions.
Over the weekend, European lead-
ers agreed that hedge funds must
beregulated as they prepared a po-
sition for a Group of 20 summit on
financial reform in London in
April.

Many hedge-fund managers
have been reluctant to agree to vol-

untary standards or provide more
information, amid concerns that
compliance could be costly or dis-
close too much about their strate-
gies. In the U.K., an effort to set up
aHedge Fund Standards Board has
attracted only a small number of
the estimated 400 or so funds oper-
ating in the country.

Andrew Baker, the trade
group’s chief executive, said the
British model of registration and
oversight should be applied to the
U.S.—a suggestion he acknowl-
edges likely will be controversial
among U.S. members.

In the UK., investment profes-
sionals and others who work at
hedge funds must obtain authoriza-
tion from regulators by proving
that they have adequate qualifica-
tions. The Financial Services Au-
thority, the U.K. regulator, also has
a group of specialists who are in
regular contact with the roughly
40 largest hedge funds.

U.S. regulators, by contrast,
don’t have a similar dedicated
hedge-fund group. In 2006, a U.S.
court stymied an effort by regula-
tors to force hedge-fund advisers
to register with the Securities and
Exchange Commission. Some U.S.
lawmakers are seeking to revive
the registration requirement,
among other measures.

A representative for the U.S.
hedge-fund industry’s biggest lob-
bying group, the Managed Funds
Association, wasn’t available to
comment.

CORRECTIONS & AMPLIFICATIONS

Roel Jansen is senior investment
manager at ING Investment Manage-
ment. An International Investor arti-
cle on Monday about a Chinese com-
pany’s bond buyback offer incor-
rectly gave his title as credit analyst.

Johnson & Johnson Chief Execu-
tive William Weldon’s 2008 perform-
ance bonus was $3.7 million, an in-
crease of $200,000 from 2007. A Glo-
bal Business Brief Monday incor-

rectly said he received a $200,000 de-
crease to $3.5 million. General Coun-
sel Russell Deyo received a $1 million
bonus in 2008, not $1.5 million as
stated in the article.

Areva SA posted a net profit of
€760 million ($975.6 million) in the
first half of 2008. An article about
the French nuclear-power company
on Monday’s leading the News page
incorrectly said €760 billion.
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who receive significant mention in today’s Journal.

For more people in the news, visit
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OPEC weighs cutting back on oil output

Member countries
seek price boost
as market shrinks

BY SPENCER SWARTZ

LONDON—Falling oil prices are
putting pressure on the Organiza-
tion of Petroleum Exporting Coun-
tries to cut production next month.

Once teeming with petrodollars
from the oil boom that started in
2002 and fizzled last year, a number
of OPEC members, including An-
gola, Ecuador, Iran and Kuwait will
cut government spending this year
to compensate for shrinking oil in-
come. Nigeria narrowly avoided cut-
ting its 2009 budget, but its presi-
dent, Umaru Yar’Adua, told govern-
ment workers they’ll see smaller
paychecks this year.

Venezuela hasn’t paid hundreds
of millions of dollars to a number of
foreign oil-service companies, caus-
ing some firms, including Oklahoma-
based Helmerich & Payne to halt
some operations. With no work to
be done in certain locations, state-
run Petroleos de Venezuela SA has
been forced to layoff an untold num-
ber of its oil workers.

Plummeting revenue
OPEC’s receipts from oil exports

$800 bl|||0n ............................................

1980 ‘85 ‘90

‘95 2000 ‘05 ‘10

Notes: Adjusted for inflation; Figures before 1994

don't include Angola or Ecuador
Source: U.S. Energy Information Agency

In an attempt to boost prices,
OPEC has cut production over the
past two months by about 3 million
barrels a day—at a nominal cost in
revenue of roughly $7.4 billion. But
shrinking oil demand world-wide
has pushed down prices about 70%
since their peak in July. And global
crude demand is expected to fall 1%
this year, the steepest drop in al-
most three decades.

The group may pledge another
production cut of as much 1 million
barrels a day when it meets March
15 in Vienna, according to a senior
OPEC delegate.

“We will take whatever action is
necessary to stabilize the market,”
the delegate said.

That could be a ploy just to talk
up oil prices, but OPEC members’
need for higher prices is real. Oil
prices below $50 a barrel over the
past few months threaten OPEC
states’ financial stability and their
development projects, such as
power plants, to meet the demands
of their growing populations.

Ministers are girding for lean
times. “Inlate 2008, I think OPEC ex-
pected things to get better by sum-
mer [2009], but that may not be the
case. This year will be difficult for
OPEC,” Abdullah Bin Hamad Al At-
tiyah, oil minister of Qatar, said in a
telephone interview.

The Iranian government, ex-
pected to shave its 2009 budget by
about 3% compared with its 2008
budget, is set to raise gasoline

prices again in March by several
cents to make up for falling oil in-
come and to help plug a budget defi-
cit that may top $50 billion this
year.

The increase is unlikely to sit
well with Iranians used to having
among the world’s cheapest gas and
with inflation already above 20% in
the country. Some OPEC states are
weathering weaker crude prices
and the financial downturn reason-
ably well, for now.

Saudi Arabia, the world’s biggest
crude exporter, has amassed foreign-
exchange reserves and other assets

during the oil-price boom. But eco-
nomic activity is slowing rapidly in
the kingdom and other Gulf states;
governments are having to run bud-
get deficits to pay for social pro-
grams and a slew of development
projects has been put on hold.

James Reeve, a senior economist
at Samba Financial Group, a top
bank in the kingdom, says almost $8
billion in projects, such as new petro-
chemical and power plants, have
been canceled and another $31 bil-
lion have been put on hold in Saudi
Arabia alone.

For the Gulf area as a whole, just

over $200 billion in development
projects—sources of jobs and in-
come for governments—have been
put on hold, he says.

The International Monetary
Fund recently axed its 2009 eco-
nomic growth outlook for the six
Gulf Arab oil-exporting nations to
3.5% from 6.8% last year.

Other problems are lurking. Pro-
duction cuts at oil wells are also
hurting natural-gas output, since
they share production wells. This
could lead to bigger problems down
the road for power, plastics and fer-
tilizer production if the number of

well shut-ins grows.

There is also the question of
whether any announcements for
more production cuts will have cred-
ibility with oil traders. OPEC mem-
bers, which pump four in 10 barrels
consumed globally daily, have com-
plied with about 75% of the 4.2 mil-
lion barrels a day in cuts already an-
nounced, according to various ana-
lyst estimates.

Full compliance will be required
before the market believes OPEC
members will take another chop at
production at the cost of more oil in-
come.
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Bankruptey loans sought for car makers

Chapter 11 contingency financing of at least $40 billion is needed if other options don’t pan out for GM, Chrysler

BY JEFFREY MCCRACKEN
AND JOHN D. STOLL

Outside advisers to the U.S. Trea-
sury have started lining up the largest
bankruptcy loan ever, talking with
banks and other lenders about at least
$40 billion in financing for General
Motors Corp. and Chrysler LLC, in
case the two auto makers need it, said
several people familiar with the mat-
ter.

While acknowledging the grim-
ness of the task, administration offi-
cials involved in the auto talks said
they are trying to find a way torestruc-
ture the two companies without re-
sorting to bankruptcy proceedings.
They stressed the latest efforts were
“due diligence” on the part of the gov-
ernment advisers, and that bank-
ruptcy financing may not be neces-
sary.

Still, people involved in talks with
senior Obama administration offi-
cials said that the administration be-
lieves that the option of Chapter 11 fil-
ings by the two auto makers needs to
be seriously considered.

“Everything is on the table right
now,” a person involved in the matter
said, adding that President Barack
Obama doesn’t want to see more mas-
sive job losses in the auto industry.
His administration also doesn’t want
to anger the United Auto Workers by
appearing to push for bankruptcy,
this person added.

The initial discussions call for pri-
vate banks to provide the financing—
known as a debtor-in-possession, or
DIP, loan—with the government guar-
anteeing or backstopping the loan. In
this scenario, some of the financing
would be used to pay back the $17.4 bil-
lion the government lent GM and
Chrysler late last year.

Treasury advisers are handling
the effort and keeping GM and
Chrysler informed of the steps
through back-door channels, said the
people familiar with the matter. The
interplay between the government,
auto makers and the markets is prov-
ing to be complicated.

Lenders are reluctant to commit
funding to GM or Chrysler for several
reasons—mostly concern they won’t
get all their money back. Recently, the
government advisers have begun ag-
gressively courting big lenders Citi-
group Inc. and J.P. Morgan Chase &
Co.—themselves government-aid re-
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cipients—to participate in any bank-
ruptcey financing, said people familiar
with the matter.

The government advisers also are
looking at ways the Treasury could
“prime” other banks making DIP
loans, so the government could be
paid back before private creditors.
Banks are deeply resistant to such
steps. Both GM and Chrysler insist
they can avoid bankruptcy, warning
that option could cost the govern-
ment as much as $125 billion in rescue
financing. Bankruptcy experts say the
sum isn’t likely to be that high.

Even so, the estimated total of $40
billion in DIP financing GM and
Chrysler would need would be five
times as large as the previous record
for such financing, which is used to
fund day-to-day operations while com-
panies sort out their debt. To fill such
a large hole, Treasury’s advisers are
trying to corral as many as 70 lenders
to participate in what is now infor-
mally called the “bank steering com-
mittee.”

The advisers are sounding out
banks about loan terms based on a
government backstop, figuring out
what interest rate the private market
would accept and what covenants or
restrictions lenders would expect.

At anews conference last Tuesday,
GM Chairman and Chief Executive

Forks in the road | GM has presented four restructuring options to the government.

scenario  Qut-of-court

bridge loans

Government would pump
as much as $30 billion in
bridge loans into GM and
enforce strict
restructuring
timetables, including

Prepackaged
bankruptcy

GM would agree on
critical elements of
restructuring, including
bond exchange and labor
deal, before filing for
bankruptcy protection.

Cram-down
bankruptcy

GM would take more
aggressive action,
forcing a larger
conversion of debt to
equity and potentially
forcing unilateral labor

Traditional
Chapter 11

This option allows GM
to take the most
comprehensive action,
including substantial
asset dispositions and
balance-sheet makeover

debt-reduction and changes

labor-concession

demands
FINANCING At least
15 $27 billion $45 billion $46 billion-$55 billion ~ $71 billion-$86 billion
vovus.  $6 billion $9 billion $11 billion-$15 billion ~ $15 billion-$17 billion
TIME TO At least
o e 24 months 60-65 days 90 days 18-24 months

PLAN

Worker installing a tire at the GM auto assembly plant in Arlington, Texas, earlier this month.

Rick Wagoner, once a fierce opponent
of even talking about a bankruptcy fil-
ing in public, said GM could engage in
talks soon with the government on
how to fund a stay in bankruptcy
court. “We haven’t had extensive dis-
cussions yet with the government on
DIP financing,” he said.

DIP loans are usually viewed as
among the safest loans be-
cause those lenders typi-
cally get paid before other
creditors. However, that cor-
ner of the lending market
froze up late last year and
has only recently begun to
thaw.

Interest rates for bank-
ruptcy financing have
spiked in recent months,
more than doubling from a
year ago. In 2006 and 2007,
the rate on the average DIP
loan was the London interbank of-
fered rate plus about 4 to 4.5 percent-
age points. Last year, the rate on the
average DIP loan jumped to Libor plus
6.1 points, and rose throughout the
year. A backstop by the federal govern-
ment, however, probably would make
such a loan less expensive.

Bankruptcy experts say that ab-
sent government support, lenders
wouldn’t step in to aid GM and
Chrysler, given the proposed size of

Rick Wagoner

the loan and the tightness of credit
markets. Most likely, the bankruptcy
loan would roll up—or pay off—the
$17.4 billion the government has so
far lent the two auto makers. It might
also pay off some other debt, includ-
ing a senior bank facility.

Advising the Treasury on the GM-
Chrysler situation are law firms Cad-
walader, Wickersham &
Taft LLP and Sonnenschein
Nath & Rosenthal LLP, and
the New York investment-

banking firm of Rothschild
¢ Inc.

Cadwalader attorneys,
who are in charge of advis-
ing the government on DIP
lending and other matters,
declined to comment. A
spokeswoman for Sonnen-
schein declined to comment.
Rothschild didn’t return
phone calls seeking comment.

In early January, Cadwalader bank-
ruptcy attorney Deryck Palmer
helpedline up $8 billion in DIP financ-
ing for chemical company Lydondell
Basell, the current record for such a
loan.

So far, GM has received $13.4 bil-
lionin federal loans, The viability plan
it submitted to the government last
week said the company needs a total
of $30 billion in aid, or $16.6 billion

Source: GM's recovery plan

more than it has already gotten. GM
also said it needs atleast $7.7 billion in
loans from the Department of Energy
to develop fuel-efficient technology.
Chrysler has received $4 billion in
government loans and said it needs $5
billion more. It said it would need $24
billion in financing if the company
were to seek bankruptcy protection.
GM said it might need as much as
$100 billion in financing from the gov-
ernment if it were to go through the
conventional bankruptcy process.
GM’s $100 billion estimate stems
from the belief that it would suffer
“catastrophic revenue reduction im-
pact” in a prolonged conventional
Chapter 11 process, as it would expect
to sustain as much as an 80% decline
in sales after a bankruptcy filing. GM
would need financing not only so it
could weather the storm, but also to
help its suppliers and dealers survive.
Mr. Wagoner, the GM CEO, said the
bankruptcy scenarios are “risky” and
“costly,” and would only be pursued as
a last resort. “We haven’t had exten-
sive discussions yet with the govern-
ment on DIP financing,” he said. “They
asked us to put together and address
thetopic. We’ve done thatin [GM’s via-
bility plan], so I suspect we may enter
into those discussions.”
—Neil King Jr.
contributed to this article.

Ford reaches deal with

By JEFF BENNETT

Ford Motor Co. said Monday it
has reached a tentative deal over
unionized retiree health benefits,
increasing the chances that Gen-
eral Motors Corp. and Chrysler
LLC can secure their own conces-
sions.

United Auto Workers President
Ron Gettelfinger announced the re-
vised pact following other changes
to work rules reached with the
three Detroit auto makers last
week.

Ford, which faces $13.6 billion
in legacy health costs, said up to
half of its future payments to a re-
tiree fund could be made in stock
rather than cash under the terms
of the pact.

The proposed terms mirror

those contained in the federal loan
guarantees extended to GM and
Chrysler, which the auto makers
have to meet by March 31. Ford has
not sought U.S. government aid.

All three U.S. auto makers
reached deals in 2007 to transfer
legacy health costs into trust funds
known as Voluntary Employee Ben-
eficiary Associations, or Vebas,
which they have funded with cash.
Those payments have added to a li-
quidity drain that has weakened
their competitive position versus
overseas auto makers.

“We will consider each payment
when it is due and use our discre-
tion in determining whether cash
or stock makes sense at the time,
balancing our liquidity needs and
preserving shareholder value,”
Ford said Monday.

UAW on retiree health benefits

GM and Chrysler were not imme-
diately available for comment.

Renegotiating the health-care
obligations due to UAW members
and their spouses is a key part of
the restructuring plans presented
by GM and Chrysler to the U.S. gov-
ernment last week as part of sur-
vival strategies aimed at keeping
both out of bankruptcy protection.

The pact will likely set a bench-
mark for talks with GM — which
owes $20 billion to its Veba — and
Chrysler. The UAW will provide fur-
ther details on the Ford plan to lo-
cal leaders this week. It is also sub-
ject tomember and court approval.

GM bondholders will be scruti- -

nizing any deal reached with the
UAW after some complained last
week that they were being asked
for an overly large sacrifice.

Associated Press

Ford has been cutting jobs around the world, including at this factory in Southampton,
UK, but the legacy health costsin the U.S. have been a major burden.
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Auto demand climbs in France

Analysts fear gains,
fueled by incentives,
will prove temporary

By DAVID PEARSON

PARIS—In the face of the worst
auto-industry downturn in decades,
France’s car makers are stepping up
production of some models to meet
rising demand reflecting govern-
ment incentives to scrap old vehicles.

But while the increased de-
mand is good news for car makers,
it could prove to be little more
than a short-term spike as motor-
ists simply buy now rather than
later. Also, the growing demand is
for small cars, which typically
have lower profit margins for man-
ufacturers, and production re-
mains significantly below year-
ago levels.

French auto maker PSA Peu-
geot-Citroén SA has told the 6,000
employees at its plant at Poissy,
outside Paris, that production of
the Peugeot 207 minicar—France’s
hottest-selling car in January—
will be raised to 900 a day by April
1 from 550 at present.

The company has abandoned
plans to cut the third shift at
Poissy and has to bring in some
400 assembly-line workers from
two other plants to make up for the
depleted head count.

French car makers slammed the
brakes on production at the end of
last year, when sales nose-dived as
fearful consumers cut back amid re-
ports of collapsing economic activity.

But the introduction of cash incen-
tives of up to €2,500, or about $3,200,
for car owners in France, Germany, It-
aly and Spain to scrap older vehicles
and buy cleaner, fuel-efficient models
seems to be having the desired effect
of reviving demand, executives said.

Associated Press

Renault is seeing good sales of low-budget cars made by Romanian subsidiary Dacia. Cars rolled off a Dacia line Monday.

German car maker Opel, a unit of
General Motors Corp., Monday said
itis having its best sales month in Ger-
many in the past five years. The com-
pany expects to sell more than
40,000 vehicles in the country in Feb-
ruary, partly thanks to the govern-
ment incentives.

Peugeot-Citroén’s order intake
from Germany is running nearly 40%
above the company’s sales projection
drafted before the incentives were in-
troduced in December, a spokesman
said, and these orders will feed into
production in coming weeks.

French rival Renault SA also is
gearing up production to meet de-
mand for small cars such as its
Twingo, Clio and Modus models, and
is seeing good sales of the Sandero
and Logan low-budget cars made by
Romanian subsidiary Dacia.

Orders for Renault’s small cars in
Germany have doubled thanks to the
incentive there, while orders for Da-
cia’s Sanderos and Logans have risen
sixfold, a Renault spokesman said.

Eric Nicolas, executive vice presi-
dent for finance and administration
at Nissan Motor Co.’s European oper-
ations, said last week that the compa-
ny’s German subsidiary has passed
on an urgent order for 2,000 Nissan
Micra minicars that are made in
Northeast England. Renault owns a
44% stake in Nissan.

Deutsche Bank analysts estimate
that the German plan will likely in-
crease 2009 sales by between
300,000 and 400,000 vehicles, while
France’s €1,000 offer will add be-
tween 100,000 and 200,000 cars. Ita-
ly’s incentive of up to €700 could
boost sales by 100,000.

Francois Roudier, spokesman
for the French auto makers associa-
tion, said the French incentives are
generating between 700 and 1,000
car sales daily. Customers have to
wait two months for Clios they
have ordered.

Auto-industry executives in the
U.K. are clamoring for the introduc-
tion of a similar plan to boost Brit-
ish car sales. Car production in the
U.K. slumped 58% in January from a
year earlier.

Industry analysts point out,
however, that previous experience
has shown that government-initi-
ated incentives offer only short-
term relief, as they simply bring
forward sales that would have hap-
pened anyway.

—ETrin Fines in Frankfurt
contributed to this article.

Japan aspires to be tourist mecca for wealthy

By MiHo INADA

TOKYO—Japan’s newly formed
tourism agency has an ambitious
goal: branding the country as a pre-
mier travel destination for the
world’s wealthy.

Japan formed the agency in Octo-
ber as part of a big push to nurture
——————— its tourism indus-

ADVERTISING try. A few weeks
— later, it invited 23
travel agencies from various coun-
tries to a conference called the Ja-
pan Luxury Travel Forum, promot-
ing its most extravagant hotels and
exclusive getaway spots, which gov-
ernment officials are hoping will en-
tice the more affluent traveler.

The event featured a trip, spon-
sored by two dozen Japanese compa-
nies, such as Japan Airlines, that in-
cluded a visit to Kanazawa, a small,
historic city in northern Japan that
is famous for its castle and hot
springs. The group also saw a dem-
onstration of the Japanese art of
makie, or gold lacquer, which has
been handed down from generation
to generation for 1,300 years.

In another move to reach out to
the affluent, the Japan Tourism
Agency plans to place ads in luxury
travel magazines and on high-end
travel Web sites like Virtuoso.com.

The efforts are part of the na-
tion’s campaign to boost its overall
number of foreign tourists. Since

Japan’s Ministry of Economy, Trade and Industry

A celebration of cracking open the lid of a sake cask during Japan Night’ at the
Luxury Travel Market in Cannes, France, in December 2007.

2003, Japan has spent 3 billion yen
($32 million) a year to advertise Ja-
pan’s wide-ranging attractions. The
investment paid off until recently,
with the number of foreign visitors
reaching 8.4 million in 2008, up
roughly 75% from 2000.

But the global economic down-
turn, combined with last year’s
sharp rise in the yen, which makes
prices in Japan more expensive for

foreigners, put a damper on the
growth trend.

“We felt we should target people
whose plans aren’t affected by the
economic situation,” who are likely
to be more affluent travelers, says
Daisuke Idesawa, an official of the
Japan Tourism Agency’s division
that promotes international tour-
ism. “Up until now, we’ve been focus-
ing on increasing the number.”

Amid a resurgence in foreign in-
terest in Japanese food and culture
in recent years, officials bet that
more-affluent travelers would visit
Japan if they stepped up promotion.

But challenges remain. Takeharu
Jofuku, a government official in
charge of last year’s travel forum,
says wealthy travelers tend to be at-
tracted not only to exclusive spots
but also to “extraordinary” experi-
ences, such as a tea ceremony by a
Japanese tea master. “They find
valuein something thatisimpossible
for ordinary people to do,” he says.

But Japan’s tourism industry,
which has long been used to orga-
nizing big group tours, isn’t ade-
quately equippedto catertosuchre-
quests, he says. Language may also
be a problem. Even the most up-
scale Japanese-style inns, called ry-
okan, rarely have English-speaking
staff on hand.

Still, some in the industry say
that if the effort is successful, tour-
ism may help revive local economies
that have been hit hard by Japan’s re-
cession and have few other indus-
tries to rely on. What’s more, if
wealthy foreigners start flocking to
the country’s more exclusive areas,
trend-conscious Japanese, who are
“poor at finding Japan’s beauty on
their own,” may follow suit, says
Fumiko Kinoshita, who specializes
in promoting regional tourism at
Japanese ad agency Hakuhodo Inc.

Honda selects
company veteran
as chief executive

BY JOHN MURPHY
AND YOSHIO TAKAHASHI

TOKYO—Honda Motor Co.
tapped Takanobu Ito, a senior man-
aging director with a long career in
research and development, to be
president and chief executive as Ja-
pan’s second-largest auto maker
looks for new, younger leadership to
lift it out of a global sales slump.

Mr. Ito, 55 years old, will succeed
president and CEO Takeo Fukui, 64,
who will step down after six years at
the helm. Mr. Fukui will continue as
an adviser and member of the
board, Honda said Monday. The
change will take effect at the compa-
ny’s annual meeting in June, pend-
ing approval by the board.

Mr. Ito will lead the company dur-
ing a tumultuous time in the global
auto industry as top car makers
scramble to slash production, lay off
workers and make other cost cuts as
sales in the U.S., Europe, Japan and
other key markets crumble.

Mr. Ito said he is clearly aware of
the challenges before him. “It’s go-
ing to be tough,” he said.

Still, Honda has fared better
than its main rivals, Toyota Motor
Corp. and Nissan Motor Co., which
are projecting huge net losses for
the fiscal year ending in March.
Thanks to strong sales of its motor-
cycles in Asia and South America,
Honda expects to post a modest net
profit of 80 billion yen ($860 mil-
lion) for the period, down 87% from
last year.

Honda follows Toyota and
Mazda Motor Corp. in handing over
management responsibilities to
new top executives in hopes of bold
overhauls to weather the tough busi-
ness environment.

Toyota last month said it ap-
pointed Akio Toyoda, grandson of
the company’s founder, as presi-
dent. On Monday, Toyota made
more management announcements,
including the retirement of Mitsuo
Kinoshita, an executive vice presi-
dent. Mr. Kinoshita, 63, was the pri-
mary architect of Toyota’s global ex-
pansion and once considered a can-
didate for the top job. Mazda in No-
vember tapped Takashi Yamauchi
as its president and chief executive.

Mr. Fukui—who oversaw Hon-
da’s pushinto emerging markets, in-
vestment in the jet-airplane busi-
ness and the development of the
new Honda Insight hybrid car—was
looking for a new, younger leader
for the company as the car industry
enters a slump, a Honda spokesman
said. Mr. Ito long has been viewed as
one of Honda’s rising stars.

Asked at anews conference Mon-
day to describe his successor, Mr.
Fukui said, “I would say ‘tough,” in a
word.”

After beginning his career as an
engineer focusing on chassis de-
sign in 1978, Mr. Ito was in charge
of developing the aluminum body
frame of the NSX sports car and
worked on several compact sedans
during the 1990s. From 1998 to
2000, he was executive vice presi-
dent of Honda’s research-and-de-
velopment operations in the U.S.,
where he helped develop the up-
scale Acura brand’s first sport-util-
ity vehicle, the MDX.

He also took charge of research-
and-development operations in Ja-
pan and in 2005 became general
manager of a Honda factory in Ja-
pan. In 2007, he was named Honda’s
chief operating officer of automo-
bile operations.
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Judge clears art auction

Ruling will allow
Chinese bronzes
in Saint Laurent sale

ASSOCIATED PRESS

PARIS—A French judge Monday
refused to halt the sale of disputed
Chinese bronze fountainheads head-
ing for Christie’s auction block as
part of fashion designer Yves Saint
Laurent’s estate.

Thejudgehasordered anassocia-
tion that sought to prevent the sale
to pay €1,000 ($1,284) in fines each
to the auction house and to the firm
of Pierre Berge, thelongtime partner
of the French fashion icon, who died
of brain cancer last June at age 71.

The bronze heads of a rabbit and
arat disappeared from the summer
Imperial Palace on the outskirts of
Beijing when French and British
forces sacked it at the close of the
second Opium War in 1860.

The dispute has cast ashadowover
the three-day auction of 733 works of
art collected over half a century by
Messrs. Saint Laurent and Berge.

Lawyers for a China-linked
group, APACE, sought to block the
sale of the bronzes—not the entire
auction. The group acknowledges
Mr. Saint Laurent acquired the
bronzes legally, but says they
should be returned to China or at
least displayed in a museum.

Jean-Paul Chazal, a lawyer for
Christie’s, said he was “entirely satis-
fied” by the ruling.

The fountainheads date to the
early Qing Dynasty, established by in-
vading Manchu tribesmen in 1644.
The Christie’s catalog says they

Associated Press

A Chinese bronze rabbit head, right, and bronze rat head are part of the Yves
Saint Laurent and Pierre Berge art collection being auctioned in Paris this week.

were made for the Zodiac fountain of
the summer Imperial Palace. They
are expected to sell for up to €10 mil-
lioneach, according to news reports.

Mr. Berge said Fridayhehadnoin-
tention of “giving these heads to the
Chinese government....Rather, I
would recommend that the Chinese,
instead of getting worked up over the
heads, worry about human rights.”

Beyond the bronzes, the auction
will be closely watched in the art
world amid worries the financial cri-
sis is cutting into the market. The
sale is expected to gross €200 mil-
lion-€300 million.

Highlights include Piet Mondri-
an’s 1922 painting, “Composition in
Blue, Red, Yellow and Black,” whose
squares of saturated colors inspired
Mr. Saint Laurent’s renowned 1965

shift dress, and a wooden sculpture
by Romanian artist Constantin Bran-
cusi expected to sell for €15 mil-
lion-€20 million.

The highest price is expected to
g0 to a 1914-1915 Picasso painting
called “Instruments de musique sur
un gueridon,” (Musical Instruments
on a Table) from his cubist period.
The canvas is the last large-format
painting from the period still in pri-
vatehands, Christie’s said. The Picas-
so’s estimated worth is €25 mil-
lion-€30 million.

Other lots include sculptures
from ancient Egypt and Rome, ivory
crucifixes and silver German beer
steins that covered every available
surface of Mr. Saint Laurent’s
homes. Also on sale is his Art Deco
furniture and his bed.

U.S. inoculates vaceine makers

BY AVERY JOHNSON

One of the little-noticed reasons
Wyeth was attractive enough to com-
mand a $68 billion price in Pfizer
Inc.’s planned takeover sits in a build-
ing near the White House in Washing-
ton. That is where a special “vaccines
court” hears cases brought by par-
ents who claim their children have
been harmed by routine vaccinations.

The court—and the law that estab-
lished it more than two decades ago—
buffer Wyeth and other makers of
childhood-disease vaccines from
much of the litigation risk that dogs
traditional pill manufacturers and is
an important reason why the vaccine
business has been transformed from a
risky, low-profit venture in the 1970s
to one of the pharmaceutical indus-
try’s most attractive product lines.

Thelegal shield, known as the Na-
tional Childhood Vaccine Injury Com-
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Vaccine court victories

The court has paid damages on 2,260 cases in two decades
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Source: Health Resources and Services Administration

pensation Program, was put into
placein 1986 to encourage the devel-
opment of vaccines, a mainstay of
the U.S.’s public-health policy. Law-
suits against vaccine makers in the
1970s and 1980s had caused dozens
of companies to get out of the low-
profit business, creating a public-
health scare. The strategy worked,
and vaccines have driven reductions
of major childhood diseases.

Vaccines have also become big
business. They are poised to gener-
ate $21.5 billion in annual sales for
their makers by 2012, according to
France’s Sanofi-Aventis SA, a lead-
ing producer of inoculations.

At a time when pharmaceutical
companies are being battered by ge-
neric competition, vaccines offer an
appealing alternative because they
are biologic products that can’t yet be
copied. Another big draw is the partial
protection from liability risk offered

Total payments
$100 miIIion ............................................

Fiscal 2000 ‘05 ‘08

by the vaccines court, officially known
as the Office of Special Masters at the
U.S. Court of Federal Claims.

Such immunity makes a product
like Wyeth’s Prevnar attractive. De-
signed to protect children against
pneumoccocal disease, Prevnar had
sales of $2.7 billion last year that are
projected to grow to $5.5 billion in
2015, according to Sanford C. Bern-
stein & Co. Pfizer spokesman Ray
Kerins acknowledges Wyeth’s
strength in vaccines was an important
factor behind Pfizer’s interest but says
the deal made sense for other reasons.

Vaccines’ transformation into alu-
crative business has some observers
questioning whether the shield lawis
still appropriate. Critics say the vac-
cine court’s ruling this month that
routine childhood immunizations
aren’t linked to autism underscored
the limited recourse families have in
claiming injury from vaccines.

Acciona SA
Endesa stake sale will cut

its debt load to $7.6 billion

Spanish energy and infrastruc-
ture company Acciona SA said its to-
tal debt after selling its 25% stake in
Endesa SA will fall to €5.92 billion
($7.6 billion) from €17.54 billion at the
end of the third quarter. That is equiv-
alent to 4.1 times its estimated 2009
earnings before interest, taxes, depre-
ciation and amortization, or Ebitda,
after the disposal of the Endesa
stake, said Juan Muro-Lara, manag-
ing director for corporate develop-
ment. At the end of the third quarter,
Acciona’s debt was equivalent to 6.1
times estimated 2009 Ebitda, includ-
ing the Endesa assets. Acciona on Sat-
urday announced a deal to sell its
Endesa stake to Italy’s Enel SpA for
€11.11 billion in cash and assets. Ac-
ciona has no plans to further reduce
its debt after the Endesa deal, he said.

Campbell Soup Co.

Campbell Soup Co. reported a
15% decline in fiscal second-quarter
profit, hurt by the stronger dollar
and retailers’ inventory cutbacks.
The maker of Pepperidge Farm cook-
ies and V-8 juice, in addition to its
namesake soups, said overall vol-
ume in the quarter ended Feb. 1 fell
3%. Consumer-staples companies
like Campbell have been holding up
better than the makers of more dis-
cretionary products, as budget-
stressed consumers in the U.S. cook
at home more often. For its latest
quarter, the company reported net
income of $233 million, or 64 cents a
share, down from $274 million, or 71
cents a share, a year earlier. Sales
dropped 4.3% to $2.12 billion.

Fresnillo PLC

Mexican silver miner Fresnillo
PLCreported an 11% drop in 2008 net
profit, hit by higher taxes. London-
listed Fresnillo said net profit fell to
$128 million from $143.5 million a
year earlier, as income-tax expenses
rose 53% to $114.6 million. Revenue
increased 11% to $720.5 million,
buoyed by precious-metal prices. Af-
ter the earnings release, shares in the
miner closed down 5.6% at 390 pence
($5.63) in London. Fresnillo said it
will rein in some project and explora-
tion costs during 2009 but would re-
main on the lookout for acquisitions
in a distressed sector. In December,
Fresnillo offered about $178.8 mil-
lion to acquire the 80% of MAG Silver
Corp. that it doesn’t already own, but
that deal stalled when MAG with-
drew from a valuation process.

Actelion Ltd.

Swiss drug maker Actelion Ltd.
said Monday it broadened its portfo-
lio to treat pulmonary hypertension
with the acquisition of a new, intrave-
nous formulation from U.S.-based
GeneraMedix Inc. Financial details
weren’t released. Actelion, which gen-
erates the bulk of its revenue with Tra-
cleer, a pill against pulmonary hyper-
tension, said it will be responsible for
development, registration and mar-
keting of the formulation epopros-
tenol sodium, starting with the U.S.
market. The GeneraMedix formula-
tionis applied intravenously and pro-
tected by patent applications. Pulmo-
nary hypertensionis arare blood-ves-
sel disorder of the lung. Actelion also
offers the pulmonary-hypertension
drug Ventavis, which patients inhale.

Cosco Corp.

China-based shipbuilder Cosco
Corp. said it swung to anetlossin the
fourth quarter and warned of a chal-
lenging year ahead. Singapore-listed

Cosco reported a net loss of 23.9 mil-
lion Singapore dollars (US$15.6 mil-
lion) because of provisions and de-
lays in payments from several ship-
owners. The company had a year-ear-
lier profit of S$116.5 million. Reve-
nue fell 15% to $S$723.5 million from
S$846.6 million a year earlier. A slow-
ing economy and the financial crisis
have forced many Cosco customers
to cancel shipbuilding contracts or
to delay delivery. The company said
it made provisions of S$61.3 million
for impairments.

Anheuser-Busch InBev

Private-equity firm KPS Capital
Partners LP agreed to buy Labatt
USA, a unit of brewing giant An-
heuser-Busch InBev, as part of a
foray into the beer industry. New
York-based KPS also said it has ac-
quired High Falls Brewing Co. and
formed a new company, North Ameri-
can Breweries Inc., to serve as a plat-
form for investments. Labatt USA,
which imports Labatt Blue and other
brands made in Canada by Anheuser-
Busch InBev, has been on the block be-
cause the U.S. Justice Department re-
quired InBev to sell the Buffalo, N.Y.,
division to complete its purchase of
Anheuser-Busch last year. Financial
terms of the deals weren’t disclosed.

Fairfax Media Ltd.

Fairfax Media Ltd. booked a fiscal
first-halfnetloss of 365.3 million Aus-
tralian dollars (US$234.2 million) as
the Australian publishing and broad-
casting company joined many of its
international peers to write down as-
sets. The result for the six months
ended Dec. 28, which compares with
a net profit of A$196.0 million a year
earlier, includes a non-cash impair-
ment charge of A$447.5 million as
the group wrote down the carrying
values of its mastheads, licenses and
goodwill across all its businesses.
The result also included A$62.4 mil-
lion in restructuring and redundancy
charges after it laid off workers. Earn-
ings were also weighed down by a
slump in advertising. Revenue was
flat at A$1.44 billion.

Virgin Blue Holdings Ltd.

Australian airline Virgin Blue
Holdings Ltd. fell into the red in the
fiscal first half due to losses from de-
rivatives and hedging instruments, as
well as startup costs from its new in-
ternational long-haul airline. The Bris-
bane-based airline posted a net loss
of 1014 million Australian dollars
(US$65 million) in the six months
ended Dec. 31, compared with a net
profit of A$113.3 million a year ago.
Virgin Blue lost A$81 million after tax
on its fuel-price hedging. While jet
fuel prices fell sharply, the company’s
fuel bill rose 44% to A$400 million in
the first half largely due to hedging at
higher prices and a weaker Australian
dollar. The carrier said interim reve-
nue rose 12% to A$1.35 billion as the
airline carried 13% more passengers.

Citigroup Inc.

Citigroup Inc. said Monday it ap-
pointed Farhan Faruqui as its head
of global banking, Asia Pacific, the
bank’s most senior Asian appoint-
ment since it merged corporate and
investment-banking operations in
theregion. Mr. Faruqui was formerly
head of Citigroup’s Asia Pacific Cor-
porate & Commercial Bank. He will
remain in Hong Kong and will report
to the co-heads of global banking, Al-
berto Verme and Raymond McGuire,
as well as to Ajay Banga, Citigroup’s
Asia Pacific chief executive.

—Compiled from staff
and wire service reports.
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U.S. wrestles with federal role in economy

Nation isn’t any closer to deciding how big a part the government should play, even after last year’s election

BY GERALD F. SEIB

Obama delivers his inaugural speech
over the proceedings: What’s the
In fact, this is the megaquestion
the lawmakers the
M tion beyond them,
the election of 2008 to resolve this
Avenue this week and you can see
within them as well:
sion over whether to nationalize big
to take that step, even though the
lysts think some form of nationaliza-
government’s stake in Citigroup
M Republican governors are splin-
nomic activity in their states. The Re-
fornia and Florida, are in favor of the
in fact, give their states a boost.
Texas, along with colleagues from
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U.S. President Barack Obama, right, and Vice President Joe Biden at the National Governors Association meeting Monday.

smaller states, is leading the charge
against it, arguing that the stimulus
programs’ expansion of government
will hurt them in the long run.

M The budget plan Mr. Obama
will outline Tuesday, and then de-
liver to Congress Thursday, will re-
flect the struggle over govern-
ment’s role. It will, for example, envi-
sion a wider reach in health care by
seeking to draw more citizens into
the Medicare program. But it also
will put off for later any real effort to
address liberals’ desire for a
broader government-guaranteed
plan for universal health coverage.

Inreality, of course, the economic
crisis already is expanding govern-
ment’s role in the economy. The feds

now hold a controlling interest in in-
surance giant AIG and could hold a
stake as big as 40% in Citigroup be-
fore the week is out.

The government also holds the
fate of General Motors and
Chrysler in its hands. Thanks to the
financial-industry bailout and fiscal
stimulus, government spending will
account for about a quarter of the
country’s gross domestic product
this year, a post-World War II high.
Anditisn’t over;in their private mo-
ments, most officials acknowledge
the administration within the year
may seek more funds to stabilize the
financial industry, and perhaps
more stimulus money.

Sotherealissue isn’t whether the

government’s role in the economy
should be growing—it is and will con-
tinue—but rather how big and long-
lasting that growth should be.

This question brings to the sur-
face the most basic philosophical di-
vides between the parties, and
within the nation. One might have ex-
pected last fall’s vote to put to rest,
at least temporarily, the dispute
over the government’s role. But it
didn’t really do so. The 2008 presi-
dential campaign, though momen-
tous, wasn’t a particularly ideologi-
cal one. Moreover, today’s problems
are so deep that they challenge the
previously held economic philoso-
phies of both parties anyway.

So the debate is going on now, in

real time, and with live ammunition.
Former House Speaker Newt Ging-
rich, emerging as a leader of the Re-
publican attack against Democrats’
economic strategy, argues that “the
left is making an extraordinary gam-
ble that they can actually make gov-
ernment-led economic growth hap-
pen,” and predicts “a raw power
struggle” over how government and
the economy should interact.
That’s why the argument over
therecently passed economic stimu-
lus was so pointed and divisive.
Many of us in the fourth estate
wrote loosely of “solid” Republican
opposition to the stimulus plan, and
“solid” Democratic support for it.
Yet the picture is far more compli-
cated than that. Not only are Republi-
can governors proving to be deeply di-
vided about the value of the stimulus
package, so too are core Republican
constituencies. The U.S. Chamber of
Commerce and the National Associa-
tion of Manufacturers—basic compo-
nents of the Republican coalition—
both were vocal advocates of stimu-
lus. Chamber President Thomas
Donohue declared that “the govern-
ment is the only game in town capa-
ble of jump-starting the economy.”
At the same time, a small group
of House Democrats opposed the
stimulus plan. Most came from the
so-called Blue Dog coalition within
the House, made up of Democrats fix-
ated on fighting federal deficits.
This week, the Obama budget
plan will call for reinstituting and
making stricter “pay-as-you-go” bud-
get rules, which require future spend-
ing to be offset by either mandatory
spending cuts elsewhere or tax in-
creases. Liberals will hate the rules
because they clip favored domestic
programs. Conservatives will hate
them because they can compel taxin-
creases. Meanwhile, the great de-
bate—what should the govern-
ment’s footprint in today’s Ameri-
can economy really be?—will roll on.

When U.S. President Barack
to Congress Tuesday night, a giant
and unresolved question will hang
proper role for the U.S. government
in today’s troubled economy?
of our time. Yet it is increasingly
— clear that neither

CAPITAL , .

president will be ad-

dressing, nor the na-
has come close to consensus on an
answer. You might have expected
conundrum, but it really didn’t.

Look up and down Pennsylvania
how the issue is dividing not just the
two political parties, but factions

B The Treasury Department is
confronting a once-unthinkable deci-
American banks. It’s clear the
Obama administration doesn’t want
British government is heading in pre-
cisely that direction, and some ana-
tion in the U.S. is inevitable. The ad-
ministration’s effort to increase the
without actually taking it over repre-
sents a stab at compromise.
tering over the big federal stimulus
package that is supposed to spur eco-
publican chief executives of the big-
gest and fourth-biggest states, Cali-
package just passed by Congress, ar-
guing that government spending can,
Meanwhile, the Republican chief of
the nation’s second-largest state,
By JOANN S. LUBLIN

The jobless rate is hanging high—
for many of the roughly 3,000 politi-
cal appointees who served U.S. Presi-
dent George W. Bush. Finding work
has proved a far tougher task than
those appointees expected.

“This is not a great time for any-
one to be job hunting, including nu-
merous former political appointees,”
said Carlos M. Gutierrez, Mr. Bush’s
commerce secretary. Previously chief
executive of cereal maker Kellogg
Co., he hopes to run a company again
because “I have a lot of energy.”

Only 25% to 30% of ex-Bush offi-
cials seeking full-time jobs have suc-
ceeded, estimated Eric Vautour, a
Washington recruiter at Russell Rey-
nolds Associates Inc. That “is much,
much worse” than when Ronald Rea-
gan, George H.W. Bush and Bill Clin-
ton left the White House, he said. At
least half those presidents’ senior
staffers landed employment within
a month after the administration
ended, Mr. Vautour recalled.

A handful of Bush cabinet offic-
ers have accepted academic appoint-
ments. Former Treasury Secretary
Henry Paulson joined Johns Hopkins
University’s Paul H. Nitze School of

some former Bush administration officials

Advanced International Studies as a
fellow. Condoleezza Rice, previously
secretary of state, resumed her Stan-
ford University roles as a political-
science professor and senior fellow
at its Hoover Institution think tank.

Mike McConnell, the ex-director
of national intelligence, also rejoined
a prior employer. He resumed work
last week as a senior vice president
of Booz Allen Hamilton, the title he
held when he left the management
consultancy to become U.S. spy chief.
Last week, Fidelity Investments
named Anthony Ryan, a former act-
ing Treasury undersecretary, to head

its asset-management strategy.

Some high-level Bush appoin-
tees say they are in no rush to be re-
employed. Michael Leavitt, previ-
ously secretary of Health and Hu-
man Services, said he will spend a
few months trying to align his inter-
ests with opportunities. Meanwhile,
the former Utah governor contin-
ued, “I’'m writing some about the
past [and] I’'m giving speeches
about the future.”

Mr. Gutierrez is keeping equally
busy during his job hunt. He said he
recently signed up for a speakers’ bu-
reau and collects $25,000 to

$50,000 per lecture about issues
such as global business. Earlier this
month, United Technologies Corp.
named him a director.

Mr. Gutierrez would like to stay
in Washington, which he acknowl-
edges could impede his search for
acorporate CEOrole. “I don’t want
to go anywhere” because “public
policy makes a difference,” Mr.
Gutierrez explained. He said he
may ultimately consider busi-
nesses based elsewhere.

Senior Bush aides keen to work
again “have to look broader than
Washington,” said Nels B. Olson, are-

cruiter for Korn/Ferry Interna-
tional. Mr. Vautour agrees. A num-
ber of former officials are now say-
ing, “ ‘I'll look anywhere’ ” because
theyrealize the Washington job mar-
ket “is very tough,” he said.
Washington think tanks, charities
and trade associations long provided
fertile ground for ex-political appoin-
tees. But many lack interest in hiring
high-profile Republicans when Dem-
ocrats control the White House and
Congress. Mr. Bush’s low approval
ratings at the end of his term don’t
help, said Leonard Pfeiffer IV, a Wash-
ington recruiter for nonprofits.

U.S. to propose new rules to regulate carbon dioxide

By IAN TALLEY

WASHINGTON—U.S. President
Barack Obama’s climate czar said the
Environmental Protection Agency
will soon determine that carbon-di-
oxide emissions represent a danger
to the public and propose new rules
to regulate emissions of the green-
house gas from a range of industries.

Carol Browner, special adviser to

the president on climate change and
energy, said in an interview Sunday
that the EPA is looking at a 2007 Su-
preme Court ruling that requires the
agency to determine whether carbon
dioxide endangers public health or
welfare. And the agency “will make
an endangerment finding,” she said.

Officially recognizing that car-
bon dioxide is a danger to the public
would require the government to

draw up regulations governing
greenhouse-gas emissions from
coal-fired power plants, refineries,
chemical plants, cement firms, vehi-
cles and any other emitting sectors.

Legal experts say designating car-
bon dioxide a public danger could
open up any emitters to legal chal-
lenge. The U.S. Chamber of Commerce
and the National Association of Manu-
facturers have been lobbying the EPA

against trying to regulate greenhouse
gases, warning that such action
would lead to costly new regulations
affecting not only coal plants and
large manufacturers but also schools,
apartment buildings and hospitals.

Speaking to governors and report-
ers later Sunday, Ms. Browner said
the administration also is seeking to
establish a national policy for auto
emissions.
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Losing steam

Change from a year earlier in quarterly GDP in selected Southeast Asian countries

Thailand

Singapore

Sources: Thomson Reuters Datastream

Malaysia

Forecast*

Indonesia Philippines

“Forecast according to Dow Jones poll of 15 economists

Idle cranes are seen at Singapore’s
Tanjong Pagar container terminal
last week

Thailand GDP contracts

Bangkok joins slump
in Southeast Asia
as exports plummet

By Tom WRIGHT
AND PATRICK BARTA

A contraction in Thailand’s quar-
terly economic growth confirmed
fears that much of Southeast Asia—
once a relative bright spot in the
world economy—is sinking into a po-
tentially deep recession.

Growth was already nosediving
in Singapore, the region’s financial
capital, and Malaysia is expected to
see deceleration in economic activ-
ity when it reports its most recent
quarterly data this week. Layoffs
are thinning textile factories and
semiconductor plants, and econo-
mists warn the region’s planned
stimulus packages won’t be enough
to offset declines in exports to the
U.S. and elsewhere.

Thailand’s data out Monday un-
derscored the fears. The country’s
economy—Southeast Asia’s second-
largest behind Indonesia—con-
tracted 4.3% in the fourth quarter
compared with the year-earlier pe-
riod, considerably worse than ana-
lysts expected. The government
slashed its forecast for 2009 to be-
tween 0% and a minus 1% contrac-
tion, from earlier projections of 3%
to 4% growth, meaning Thailand
will almost certainly enter a reces-
sion this year.

The Thai economy “will be
likely to get worse” before it gets
better as exports stay weak, said
Sriyan Pietersz, an analyst at J.P.
Morgan in Bangkok.

Southeast Asia had until re-
cently looked somewhat stronger
than the rest of Asia and many other
emerging markets, thanks in part to
the reserves its governments built

up after the 1997-98 Asian financial
crisis. Many local companies and
consumers, burned by currency de-
valuations in the late 1990s, avoided
the excessive foreign borrowing and
other risks now weighing on East-
ern Europe and elsewhere.

Within the region, Indonesia and
the Philippines are still performing
better than most emerging nations,
mostly because their large con-
sumer markets are offsetting de-
clines in export revenue. Both coun-
tries posted growth of more than 4%
in the fourth quarter.

Indonesia faces further fallout
from swooning prices for copper,
palm oil and other commodity ex-
ports, and the Philippines is count-
ing on remittances from foreign-
based workers to maintain domestic
spending, even though a weaker glo-
bal economy could trim those funds.

The area’s other big players are
starting to look like Taiwan and Ko-
rea, where the economies have been
sent into tailspins by excessive reli-
ance on exports.

In Malaysia, a hub of electronics
manufacturing, growth was at 6.7%
as recently as the second quarter of
2008. Analysts now are forecasting
only slight growth for the fourth
quarter of 2008 and a contraction of
minus 0.5% or worse for 2009. Auto
sales fell 17.5% in January from a
year earlier.

In Singapore, the government
said last week that nonoil exports
fell 35% in January from the previ-
ous year to $6.6 billion, its worst per-
formance since records began 30
years ago.

The city-state is bracing for a con-
traction of between 2% and 5% in
2009, according to the government.
The economy fared this badly once
before, in 2001, when the U.S. tech
slump led to a 2.4% fall in Sin-
gapore’s gross domestic product.

At Singapore’s port—one of the

world’s largest—hundreds of ships
linger offshore with no cargo to trans-
port. Guy Lamb, managing director
of Singapore-based Island Shipbro-
kers, which charters oil tankers, says
the company has maintained its vol-
umes but rates have fallen 75% since
a peak at the beginning of 2008.

Property prices, fueled in recent
years by foreign demand, also are in
free fall. A report by Credit Suisse
last month said 200,000 foreigners
could leave Singapore over the next
two years due to job losses in ser-
vices and manufacturing. Property
prices, down 8% from their peak in
2008, could fall by as much as 40%
this year, Credit Suisse warned.

Singapore-based Chartered
Semiconductor Manufacturing,
one of the world’s largest chip mak-
ers, said last month it was shedding
600 workers amid forecasts of a
record loss in the first quarter.

Tapping its official reserves for
the first time, Singapore in January
announced a $13.6 billion stimulus
package that cut corporate taxes
and included measures to spur bank
lending and help households. Other
Southeast Asian nations have an-
nounced stimulus plans.

Without a turnaround in global
demand to restore export growth,
such measures are likely to have
only limited impact, economists say.

In Thailand, some analysts noted
that the recent contraction reflected
one-time losses from November and
December, when antigovernment
protesters shut down the country’s
main airport and blocked tourist ar-
rivals. But Mr. Pietersz at J.P. Mor-
gan said the key culprit was a nearly
9% drop in exports in the quarter.

That problem accelerated in Jan-
uary, when exports tumbled 26.5%
from a year earlier. Thai officials
have said manufacturers could cut
as many as 100,000 jobs this year as
exports fade.

—Wilawan Watcharasakwet
contributed to this article.

China forecasts further downturn

By J.R. Wu

BEIJING—China’s central bank
warned there is growing likelihood
of a further downturn in China’s
economy, and that “relatively large”
deflationary pressures loom.

In its annual monetary policy re-
port published Monday, the People’s
Bank of China reiterated that it re-
mains committed to keeping its yuan
exchange rate at a balanced level.
The report said the central bank also
plans to use interest rates and banks’
reserve requirement ratio to manage
liquidity in the banking system.

Given “the contraction in exter-
nal demand, excess capacity in some
industries, management difficulties
at corporations, [and the] increase
in urban unemployment, the down-
ward pressure on [China’s] eco-
nomic growth has clearly in-
creased,” the report said.

There could be global inflation-
ary pressures in the medium-to-
long term, but in the short term, de-
flation is the greater danger, the
bank said.

“The risk of deflation is rela-
tivelylarge” due to falling raw-mate-
rial prices in the international mar-

ket and weak external demand caus-
ing overcapacity within China, the
bank said.

The report didn’t appear to signal
any policy change was imminent in
terms of the central bank’s moder-
ately loose monetary policy, but it did
say that pushing forward reform of
the country’s electricity-pricing mech-
anism is among its tasks for 2009.

The central bank already set out
in its December executive summary
that it will target a growth rate of
about 17% for broad money supply,
M2, this year. —Victoria Ruan

contributed to this article.

Aso travels to the U.S.
to stress cooperation

BY YUKA HAYASHI

TOKYO—Taro Aso, Japan’s em-
battled prime minister, is betting
his future on one of the few options
he has left: diplomacy.

On the eve of becoming the first
foreign leader to meet President
Barack Obama in the White House,
the 68-year-old Mr. Aso faces mount-
ing problems at home.

Japan’s economy contracted at
its fastest pace in 35 years during
the October-December quarter as ex-
ports plunged.

But the nation doesn’t have
much room for policy maneuvering,
as the government faces a
huge fiscal deficit and inter-
est rates are already close
to zero. Furthermore, the
government is unpopular
among voters, in part be-
cause of Mr. Aso’s policy
flip-flops and gaffes.

A poll released Monday
by the Nikkei newspaper
showed only 15% of respon-
dents approved of Mr. Aso’s
cabinet. In response to an-
other question, 70% of those
polled said a general election should
be held within the next few months,
well ahead of the October deadline.

Such a vote could force Mr. Aso’s
Liberal Democratic Party out of
power—triggering a headache for
Washington, which has counted on
the LDP as an ally. The LDP has been
Japan’s ruling party for five de-
cades, except for a brief period in
the early 1990s.

The Democratic Party is the main
opposition that could take power if
the LDP is defeated.

The Democratic Party advocates
a “more equal partnership” with the
U.S. in its bilateral security alliance
and has clashed with the LDP on legis-
lation authorizing Japan’s military
cooperation with Washington, in-
cluding refueling of U.S. ships operat-
ing in the Indian Ocean.

Mr. Aso may be hoping his meet-
ing with Mr. Obama on Tuesday is an
opportunity to show off his achieve-
ments. While a deadlock in the par-
liament has delayed passage of his
domestic economic measures, Mr.
Aso has focused in recent weeks on
meeting world leaders and pitching
Japan’s role in the global effort to
contain the financial crisis.

Taro Aso

Atop the agenda for Tuesday’s
meeting is the reconstruction of Af-
ghanistan and support for Pakistan.
Mr. Aso also will highlight Japan’s re-
cent $100 billion loan to the Interna-
tional Monetary Fund to ensure help
to countries affected by the crisis.

“We’d like to share the conclu-
sion with the U.S. that the two na-
tions will join hands to respond fully
to these problems that are global
and long-term in nature,” Mr. Aso
said in a televised news conference
before his departure from Tokyo.

The visit to Washington follows a
busy week for Mr. Aso. He welcomed
U.S. Secretary of State Hillary Clin-
ton in Tokyo and flew to Sa-
khalin Island in the Russian
Far East to meet with Presi-
dent Dmitry Medvedev to
discuss bilateral territorial
issues.

However, Mr. Aso is vis-
iting Mr. Obama without
the news he had hoped to
bring: that along with
other major nations, Japan
is implementing steps to
stimulate its domestic econ-
omy.

Since October, Mr. Aso has an-
nounced three economic packages
with a combined value of 75 trillion
yen, or $840 billion, including 12 tril-
lion yen in fiscal spending. But of
the three, only the first package, val-
ued at 11.5 trillion yen, has been
cleared for implementation because
of a parliamentary stalemate.

Mr. Aso wanted to secure parlia-
mentary approval for the budget for
the fiscal year starting April 1,
which includes a stimulus package
valued at 37 trillion yen.

He had to give up the plan after
the opposition party became fired
up by the resignation of Finance Min-
ister Shoichiro Nakagawa.

Mr. Nakagawa came under criti-
cism after videos of his odd de-
meanor at a Group of Seven meeting
went public on the Internet last
week. Mr. Nakagawa blamed his con-
duct on the effect of cold medicine.

With a majority in one of the two
chambers of the parliament, the op-
position Democratic Party has used
its clout to delay the passage of stim-
ulus steps—a blow to Mr. Aso, who
started his tenure five months ago
by declaring the economy his No. 1
priority.

China blast may hurt coal supply

SHANGHAI—Sunday’s deadly
blast at a modernized China coal
mine could lead Beijing to order
stringent safety checks at all mines.

Analysts say China has been fac-
ing a coal surplus of more than 50 mil-
lion metric tons this year, but this
could change if some mines are forced
to close temporarily or permanently.

The explosion in a state-owned
mine in northern Shanxi province
killed at least 74 miners. On Monday,
the Associated Press said relatives of
miners killed and injured at Tunlan
mine expressed frustration over
scant information on their loved
ones’ fate and the causes of China’s
deadliest mine disaster in a year.

Beijing has long pledged to im-
prove safety at its coal mines, and
last year shut more than 1,000
shafts that it considered unsafe. But
adeath toll of 3,200 people last year,
while representing a 15% decline
from 2007, means the country’s coal
mines remain the world’s deadliest.

“What sets this accident apart is
that it happened at a state-owned
coal mine of relatively large size,”
said Li Chaolin, a market watcher
with the China Coal Transportation
and Distribution Association. “So it is
possible that stringent safety checks
will be carried out not only in small
coal mines but also in large ones with
good safety records,” he said.

Tunlan coal mine, under the state-
owned Shanxi Coking Coal Group,
has an annual coal production capac-
ity of five million tons, according to
the official Xinhua news agency. The
group’s major products include high-
quality coking coal, a raw material
used in steel production.

Shanxi province produces a quar-
ter of China’s coal output, which last
year totaled 2.62 billion tons.

Xinhua said Beijing has ordered
aninvestigation into the blast, and
three officials at the mine have
been dismissed.

—Jing Yang
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ebt-laden state governments
were supposed to be the big
winners from the $787 billion
U.S. economic stimulus bill.
But at least five Republican
Governors are saying thanks but no
thanks to some of the $150 billion of “free”
money doled out to states, because it
could make their budget headaches much
worse down the line. And they’re right.
These Governors—Haley Barbour of
Mississippi, Bobby Jindal of Louisiana,
Butch Otter of Idaho, Rick Perry of Texas
and Mark Sanford of South Carolina—all
have the same objection: The tens of bil-
lions of dollars of aid for health care, wel-
fare and education will disappear in two
years and leave states with no way to fi-
nance the expanded programs. Mr. Perry
sent a letter to President Barack Obama
last week warning that Texas may refuse
certain stimulus funds. “If this money ex-
pands entitlements, we will not accept it.
This is exactly how addicts get hooked on
drugs,” he says.
Consider South Carolina. Its annual
budget is roughly $7 billion and the stim-

efore heading to Beijing on Fri-

day, Hillary Clinton told report-

ers that pressing China on hu-

man rights “can’t interfere”

with cooperation between the

U.S. and China on “the global economic

crisis, the global climate change crisis
and the security crisis.” Oh really?

Beijing’s bad rights record already in-

terferes with U.S.-China ties. The same

nontransparent judicial system that jails

dissidents can hurt U.S. businesses and

businessmen. Witness the case of Jude

Shao, an American who was jailed for 10

years on tax-evasion and fraud charges de-

spite the lack of credible evidence. More

than 50 Americans are currently impris-

ast year, Pakistanis in the north-
ern Malakand district voted
overwhelmingly for the coun-
try’s secular parties, including
the Pakistan People’s Party of
President Asif Ali Zardari. Last week, Mr.
Zardarirepaid the favor by agreeing to the
imposition of Shariah law in
the area and suspending mili-
tary operations against an
encroaching Taliban.

We would call this terrify-
ing, but that may understate
matters for the people of the
region. For several years,
the Taliban and its allies have sought to
gain control of the district, particularly
its scenic Swat valley, once a popular tour-
ist destination. Gaining control, Taliban-
style, meant fighting the Pakistani mili-
tary to a standstill. It also meant blowing
up 180 girls schools and publicly behead-
ing locals who offended them, including
barbers who dared trim customer beards.

The deal was struck with longtime in-
surgent leader Sufi Mohammed, who has
been fighting to impose Shariah law for 40
years. Sufi Mohammed is said to be at log-

Pakistan cuts
a dangerous
deal with
the Taliban.

Governors v. Congress

ulus will send about $2.8 billion to the
state over two years. But to spend the
hundreds of millions of dollars allocated
to the likes of child-care subsidies and
special education, the state will have to
enroll thousands of new families into the
programs. “There’s no way politically
we’re going to be able to push people out
of the program in two years
when the federal money
runs out,” Mr. Sanford says.

The stimulus

to dump one million people or more from
Medicaid at that stage?

The alternative, as we’ve warned, is
that Congress will simply extend these
transfer payments indefinitely. Pete
Stark, David Obey and Nancy Pelosi no
doubt intend exactly this, which could tri-
ple the stimulus price tag toasmuch as $3
trillion in additional spend-
ing and debt service over 10
years. But the states would

The Medicaid money for sets a still have to pick up their
states is also a fiscal time - share of this tab for these
bomb. The stimulus bill tem- long term new entitlements in perpe-
porarily increases the share bUdget trap tuity. Thanks, Washington.

of state Medicaid bills reim-
bursed by the federal gov-
ernment by two or three per-
centage points. High-income states now
pay about half the Medicaid costs, and in
low-income states the feds pay about
70%. Much of the stimulus money will
cover health-care costs for unemployed
workers and single workers without
kids. Butin 2011 almost all the $80 billion
of extra federal Medicaid money van-
ishes. Does Congress really expect states

for the states.

Governors are protesting
loudest over the $7 billion
for unemployment insur-
ance (UI) expansions. Under the law,
states will increase UI benefits by $25 a
week. The law also encourages states to
cover part-time workers for the first
time. The Ul program is partly paid for by
state payroll taxes imposed on employers
of between 0.5% and 1% of each worker’s
pay. Mr. Barbour says that in Mississippi
“we will absolutely have to raise our pay-

Hillary on Human Rights

oned in China, many for similar alleged
economic crimes.

Or consider the media restrictions
that have exacerbated food- and product-
safety problems by preventing Chinese
reporters from breaking news of safety
problems before they spread. The results
have been greater fears from U.S. con-
sumers over the safety of imported
goods and greater calls for trade barriers
from some in Congress. China’s stifling
of domestic investigative reporters and
foreign journalists also makes it hard to
tell if or when Beijing is concealing pub-
lic health problems of global import, like
avian influenza, SARS or AIDS.

Atbest, Mrs. Clinton’s comment is a se-

rious rookie mistake. At worst, it’s a slap
to dissidents in China, including at least
12 who were placed under house arrest
during her visit. The new Secretary of
State has ceded rhetorical ground to
Beijing just as authorities may intensify a
crackdown on dissent—this year is the
50th anniversary of the Tibetan uprising,
the 20th anniversary of the Tiananmen
Massacre and the first anniversary of the
Llasa uprising.

Her statement also could mark a trou-
bling change in U.S. policy. Previous Ad-
ministrations of both parties viewed hu-
man rights as an important issue, even if
rights weren’t always front and center in
bilateral talks. First Lady Clinton herself

The New Sultans of Swat

gerheads with his even moreradical son-in-
law, the Taliban-connected Maulana Faz-
lullah, and the government hopes that the
concession of Shariah law could marginal-
ize Fazlullah while the Pakistan Army
girds for more fighting in the spring. The
Pakistan government portrays the deal as
littlemore than atactical con-
cession and, according to In-
formation Minister Sherry
Rehman, is “in no way a sign
of the state’s weakness.”
Yet no sooner was the
deal signed than a Pakistani
journalist was murdered
while covering a “peace march” organized
by Sufi Mohammed—the 20th journalist
killed around Swat in two years. Fazlullah
has also refused to honor the govern-
ment’s cease-fire beyond a 10-day period
that expires later this week. Local resi-
dents who reluctantly acquiesced inhopes
of gaining peace may soon find them-
selves living with Shariah, without peace.
This cease-fire smacks of a similar
deal the previous government of Pervez
Musharraf arranged in Pakistan’s tribal
areas in 2006. That deal created a Tali-

ban sanctuary and led to sharp increases
in terrorist attacks, both in Afghanistan
and the Pakistan heartland. Sufi Moham-
med has signed three previous pacts
with various Pakistani governments ex-
tending the writ of Islamic law. Each in-
vited the next round of violent demands.
“Now that the Taliban have pressured
the Frontier’s provincial government and
Islamabad into acquiescence in one part
of the country, what is to stop them from
replicating their designs elsewhere?”
asks Murtaza Razvi, an editor with the
Dawn newspaper. Good question. It
doesn’t induce confidence that the gov-
ernment capitulated even when it was
fielding 10,000 troops against a Taliban
force estimated at 2,000. If Pakistan’s mil-
itary can’t defeat a militia 100 miles from
Islamabad, its reputation as the coun-
try’s one competent institution and guar-
antor of security will fast evaporate.
Mr. Zardari’s government has hereto-
fore shown a willingness to fight the Tali-
ban and has taken an openly pro-U.S. line
since gaining power last year. It has also
allowed the CIA’s Predator strikes, which
have reportedly killed 11 top al Qaeda

roll tax on employers to keep benefits run-
ning after the federal dollars run out. This
will cost our state jobs, so we’d rather not
have these dollars in the first place.”

The problem for these Governors is
that they may be forced to spend the fed-
eral money whether they want it or not.
Representative James Clyburn of South
Carolina slipped a little-noticed provision
into the stimulus bill giving state legisla-
tures the power to overrule Governors
and spend the money “by means of the
adoption of a concurrent resolution.”
Most state legislatures are versions of Con-
gress; they can’t say no to new spending.

These five Governors deserve credit
for blowing the whistle on the federal
trap that Washington has set for their
budgets. They stand in contrast to most
of the other Governors, who are praising
the stimulus as a way to paper over their
fiscal holes through 2010. But money
from Congressis never as free as it 1ooks,
as the banks can attest. Don’t be sur-
prised if two years from now states are
still facing mountainous deficits. They
will have their Uncle Sam to thank.

publicly condemned China’s one-child
policy at a United Nations summit in
Beijing in1995. President George W. Bush
met with the Dalai Lama in the White
House, and discussed religious freedom
with Chinese President Hu Jintao.

Beijing then had no choice but to lis-
ten, because those Administrations had
consistently said they cared about Chi-
na’s rights record. But Mrs. Clinton’s lat-
est pronouncement signals to Beijing
that leaders can ignore rights with rela-
tive impunity, even as she herself met
with activists on this trip. If Mrs. Clin-
ton’s comment was a mistake, now’s the
time to say so. If it is a change in policy,
now’s the time to reconsider.

leaders. Pakistanis have also consistently
repudiated Islamists at the ballot box.

This makes it all the more crucial that
Mr. Zardari not squander this public sup-
port by backing down against Islamist
terrorism. The longer the Swat cease-
fire lasts, the more likely the region will
become another safe haven for extrem-
ists inside Pakistan—and an existential
threat to Mr. Zardari’s government and
moderate Pakistani Muslims.

. . and Salt
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“I think g}gu’reja"wonderful candidate for
cosmetic surgery. I'd like to see some
definition to your cheeks, maybe a nose...”
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State of the Union / By Simon Tilford

How to Avoid a Euro-Zone Debt Crisis

Twelve months ago it seemed inconceiv-
able that any European Union member
could face a sovereign debt crisis. It would
have been the stuff of fantasy to argue that
Ireland or Austria could be among those at
risk. Yet such an outcome is now within
the realm of possibility. And if one country
suffered a crisis, it would almost certainly
trigger a wave of crises, plunging the EU,
and especially the euro zone, into turmoil.

There is nothing inevita-
ble about this. But a way out
requires Germany to show
more vision.

Some euro-zone members—
Italy and Spain—are vulnera-
ble because they have lost
competitiveness over the
years and investors are skepti-
cal that they will be able to regain it. Others—
Austria and Belgium—have disproportion-
ately large banking sectors and/or banks
with huge exposures to crisis-hit regions
such as Eastern Europe. Ireland and Greece
have lost competitiveness and have very ex-
posed banking sectors.

One way forward might be for govern-
ments to collectively issue euro-zone
bonds, rather than their own national
bonds. This would help address the prob-
lem of poor liquidity that has bedevilled
many of the smaller euro-zone financial
markets. And it would reduce borrowing
costs for most euro-zone countries.

There are, however, obstacles. German
borrowing costs would rise, as it shared its
fiscal credibility with the rest of the euro
zone. It might be hard for Berlin to con-
vince taxpayers that they should help pay
for other countries’ mistakes.

Also, such a move would arguably let
profligate countries off the hook. It might
then be difficult to ensure budgetary disci-

By Matthew Kaminski

SACRAMENTO, Calif.—As California
goes, says an old cliché, so goes America.
Oh my.

These days, the Golden State leads Amer-
ica on economic and fiscal dysfunction, from
the empty homes spread across the Central
Valley to the highest state budget shortfall
in U.S. history. Meanwhile, its political class
pioneers denial in the face of catastrophe.

The spark for the immediate political
crisis was a familiar Californian discovery,
a fiscal hole of $41 billion. Gov. Arnold
Schwarzenegger declared an “emergency”
in November and took legislative leaders
behind closed doors to hammer out a com-
promise. The budget adopted in a mara-
thon session last week splits the baby, clos-
ing the deficit with spending cuts (hated
by the left) and tax hikes (ditto the right),
all the while largely failing to tackle the
state’s built-in structural defects.

Some parts of the deal, such as borrow-
ing from future lottery receipts, may yet
collapse at the ballot in May, and California
could soon be back in line to mark another
first—state bankruptcy. In anticipation,
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Euro zone
bonds would be
in Germany’s
interests.

pline in the fiscally weaker countries. The
issuance of euro-zone bonds would require
a far greater degree of political integration
in the euro zone in order to curb the bud-
getary autonomy of member states.

These concerns highlight what many
economists have always believed to be the
inherent contradiction in economic and mon-
etary union: the absence of a political union.
However, the German government’s objec-
tion to the pooling of bond is-
suance—that it would cost
Germany too much money—is
parochial. The alternative, fail-
ing to help its neighbors,
would be much more costly
for Germany and Europe.

Berlin is slowly realizing
this. German Finance Minister
Peer Steinbriick last week indicated that
there may be a case to support hard-hit mem-
bers of the euro zone. But he is mistaken if
he thinks a fiscal crisis in one member state
would be a cleansing experience, with the
chastened country receiving a highly condi-
tional, IMF-type bailout, and the others learn-
ing the lesson of their errant ways. More-
over, pre-emption is a better strategy than
dealing with a crisis once it occurs.

First, one sovereign crisis would almost
certainly lead to others as investors rap-
idly turned their attention to the next
weakest link. There will be no shortage of
euro-zone economies experiencing severe
fiscal pressures.The direct costs of a bail-
out could be surmountable in the case of
Ireland or Greece, but would pose a much
bigger challenge in the case of larger mem-
ber states, such as Spain or Italy.

Second, there would be indirect costs
from a fiscal crisis in neighboring countries
to the German economy, which depends on
exports to the rest of the euro zone. The

last thing Berlin
needs is a further
collapse in exter-
nal demand.

Third, there is
a worst-case sce-
nario. If Italy or
Spain were to de-
fault on its sover-
eign debt—per-
haps as a result
of the rest of the
euro zone’s fail-
ing to agree on a
bailout or attach-
ing excessively
onerous terms to
one—the reper-
cussions for the
euro zone could
be dramatic and
could well lead to
its breakup.

For large, in-
flexible econo-
mies, it is far
from clear that
default within the
currency union is
more plausible
than a default
and a move to leave it. A member state
could decide that having defaulted—and
thus having cut itself off, at least tempo-
rarily, from most sources of capital—it
may as well exit the euro zone and de-
value. This would at least help to restore
competitiveness and get the economy grow-
ing again, while in the longer term import-
ing inflation of course. If one country were
to leave, pressure on others to follow suit
would be intense.

Germany can’t afford to be sanguine

David Klein

How California Became France

Standard & Poor’s this month downgraded
its bond rating a notch below Louisiana’s.
Even discounting for the impact of glo-
bal recession, the most populous state’s ills
are unique and self-inflicted—and avoid-
able. In the last three decades, California ex-
panded the public sector and regulation to
Europe-like dimensions. Schools, state em-
ployees, health care, even dog kennels, bene-
fited from largesse in flush times. Govern-
ment workers got 16 official holidays, every-
one else six. The state dabbled with univer-
sal health care and adopted
strict environmental stan-
dards. In short, California
went where the new U.S. presi-
dent and Nancy Pelosi of San
Francisco want America to go.
Now there’s much to rec-
ommend the Old World. Cali-
fornia brings to mind my last
home, France—blessed with
fertile soil for wines, sun-
blanched beaches, and a well-educated popu-
lace. Amusingly, both states are led by bling-
bling immigrants married to glamorous
women and elected to shake up the status
quo. In both departments, the governator
got a head start on Nicolas Sarkozy in Paris.
The parallels are also disquieting. The
French have long experienced the unin-
tended consequences of a large public sec-
tor. Ask them about it. As the number of peo-
ple who get money from government grows,
so does the power of constituencies dedi-
cated to keep this honey dripping. Even
when voters recognize the model carries
drawbacks, such as subpar growth, high
taxes, an uncompetitive business climate
and above-average unemployment, their
elected leaders find it near impossible to
tweak the system. This has been the story of
France for decades, and lately of California.
Six years ago, Mr. Schwarzenegger ar-
rived in Sacramento to “cut up the credit
card” and give the girlie men at the State
Capitol a testosterone shot. California lan-

Unable to
afford a
welfare state
and unable to
reform it.

guished then in a fiscal crisis whose causes
were pretty much the same as today. The
hapless Gray Davis had been recalled, and
the Austrian-born actor made a promising
start to break the pattern.

In 2005, the governor pushed an ambi-
tious ballot initiative to impose a hard
state spending cap, limit the unions’ politi-
cal buying power, tighten requirements for
teacher tenure, and overhaul a gerryman-
dered state political map. Arnold lost.

After that setback, Mr. Schwarzenegger
shifted his attention to green
jobs and energy, winning fans
in Europe and among Demo-
crats. “He’s recognized that
California’s a pretty moderate
place,” says Darrell Steinberg,
the Democratic president pro
tem of the Senate. “You’ve got
to govern from the middle.”

People closer to the gover-
nor offer a different take.
“Once he got beat, he reverted back to, ‘I
want to be liked,”” says a former
Schwarzenegger aide. “It’s classic narcis-
sism.” (The governor declined requests for
an interview, but I did walk away with
three custom-made Daniel Marshall cigars
from his office.)

In the Arnold era, the overall cost base
has stayed the same as in the Davis era. That
isn’t entirely his fault. California’s constitu-
tion locks in higher spending in good years,
paving the way for huge deficits in the
down. A dependence on a highly progressive
tax code leaves it particularly vulnerable to
boom and bust cycles. Democrats run the leg-
islature. Across the street from the Capitol,
the offices of unions and lobbyists are argu-
ably the real locus of power in Sacramento.

In this budget debacle, Mr. Schwarzeneg-
ger found himself back where his remark-
able political journey began in 2003. Only
now with him in the Davis role. The pill is
bitterer still since the budget he signed Fri-
day will raise the vehicle tax—the same

about such an out-
come. German
companies have
spent years hold-
ing down costs.
The result has
been improved
competitiveness
versus the rest of
the euro zone,
but at the ex-
pense of weak do-
mestic demand. If
the euro zone
were to unravel,
Germany would
experience a huge
real appreciation,
reversing almost
overnight the
competitiveness
gains it has pain-
fully ground out.

A move to is-
sue euro-zone
bonds may help
prevent such a
worst-case sce-
nario. And it
would not mean
Germany sacrific-
ing its own interests for the good of Eu-
rope. A country as export-dependent and
politically reliant on the EU as Germany is
cannot afford to be blasé about economic
crises in neighboring countries.

Germany is going to have to show soli-
darity one way or another, so it should do
so in a way that imposes the fewest costs
on itself and maximizes its political capital.

Mr. Tilford is chief economist at the Center
for European Reform.

Davis tax increase he campaigned against
and terminated in his first act in office.

Neither side won with this deal, to which
the one good alternative would be a time
machine to take Sacramento’s political class
back five years and do it right then. In the
event, Republicans split, and signed off on
$12.8 billion in new taxes and a less than air-
tight spending cap. State personnel reduc-
tions are minimal, further infuriating their
base. The Democrats swallowed $15 billion
in spending cuts, which unions vow to fight.

California is in a French-like bind: unable
to afford a welfare-type state, and unable to
overhaul it. “The people say they want all
these programs, then there’s nothing they
want to pay for,” says Hector De La Torre, a
Democratic assemblyman. “The schizophre-
nia in the legislature reflects the peoples’.”

Last week’s deal likely won’t keep the
state in balance beyond 18 months, per-
haps even fewer. “This budget will take us
through 2010,” says Karen Bass, the Assem-
bly speaker, a Democrat from Los Angeles.
“I don’t know if it will hold.”

Some Democrats and Republicans pri-
vately say the best option may be failure.
The rough scenario is fiscal insolvency, fol-
lowed perhaps by federal receivership. No
precedent or legal avenue exists for a state
to reorganize its affairs under a form of
Chapter 11 protection, but that striking sug-
gestion sounds better by the day.

The expectations for Mr. Schwarzeneg-
ger’s two remaining years in office are low,
leaving many of his supporters to ponder
the might-have-been. “No one has the polit-
ical incentives to cut government,” says a
Republican strategist. “It takes tremen-
dous political capital, which Arnold had.
It’s a tragedy to have this rare moment
when you can try to change and waste it.”

For America, California is the what-
might-be.

Mr. Kaminski is a member of the Journal’s
editorial board.





