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Nine activists killed off Gaza

By JosHUA MITNICK

TEL AVIV—At least nine
activists were killed when Is-
raeli commandos boarded a
six-ship flotilla headed to the
blockaded Gaza Strip early
Monday, plunging Israel into a
diplomatic crisis that could
impede its goals on issues in-
cluding Palestinian peace talks
and sanctions agains Iran.

The incident triggered re-
bukes from foes and several
friends who  questioned
whether Israeli troops used
excessive force in halting the
flotilla, for which it had weeks
to prepare.

Israel defended its actions,
saying armed activists at-
tacked soldiers as they were
being lowered from a helicop-
ter onto the deck of one of the
ships. The Israeli army said at
least one soldier’s weapon
was taken and turned against
Israeli forces. An Israeli mili-
tary spokesman said later in
the day that some activists
also appeared to be armed
with their own guns.

Details of the boarding and
the fighting that ensued
weren’t clear, with almost all
information about the inci-
dent being provided by Is-
rael’s military.

Prime Minister Benjamin
Netanyahu, in Canada Monday,
canceled a visit slated for

Please turn to page 6
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Palestinians burn an Israeli flag during a protest at Gaza’s seaport against Israel’s interception of ships bound for Gaza Monday.

Banks still stressed despite ECB moves

By Davip ENRICH
AND STEPHEN FIDLER

In the latest indication
that European banks are in ill
health, the European Central
Bank warned late Monday
that euro-zone banks face
€195 billion ($239.26 billion)
in write-downs this year and
the next due to an economic
outlook that remained
“clouded by uncertainty.”

The ECB news, part of its
semiannual financial-stability
report, comes on the heels of
a campaign by governments
and central banks to ease

sovereign-debt problems in
southern Europe. The efforts
have failed to calm worries
that a banking crisis may be
forming on the Continent.
European governments al-
ready have cobbled together
a €110 billion bailout for
Greece and a €750 billion res-
cue for other weak economies
of the euro zone. The ECB in
May launched a series of ini-
tiatives, including the pur-
chases of government debt
from banks and the renewal
of a program to give cheap
six-month loans to banks,
while the U.S. Federal Re-

serve reactivated a swap line
to provide European banks
with dollars.

The moves helped provide
some stability to the banks,
but Europe’s intertwined
banking system remains
stressed. Investors have ham-
mered the sector, banks are
stashing near-record amounts
of deposits at the ECB—€305
billion as of Friday—instead
of lending the funds to other
institutions, risk-wary U.S. fi-
nancial institutions are re-
ducing their exposure to eu-
ro-zone banks, and U.S.
government officials are

pushing their case for Europe
to disclose publicly the re-
sults of stress tests for euro-
zone banks.

ECB Vice President Lucas
Papademos defended the cen-
tral bank’s approach and said
results of European Union-
wide stress tests of banks
should be completed in July,
providing further details on
the capacity of the region’s
banks to withstand shocks.
The results of stress tests last
year of individual banks
weren’t released publicly.
Some European countries are
opposed to the public release

of results.

At the same time, the ECB
warned Monday that the
“continued reliance” of some
midsize banks on credit from
the central bank remains “a
cause for concern.” It didn’t
identify the banks nor say
how many were too reliant on
the ECB for funding.

European banks collec-
tively hold hundreds of bil-
lions of euros of public and
private debt in countries such
as Greece, Spain and Portu-
gal. Much of the private debt
is tied to depressed real-es-
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Rare blessing of the black economy

By BILL JAMIESON

Three weeks after the launch
of a €750 billion ($921.15 billion)
emergency package to bolster the
euro zone’s debt-stricken
economies, there is little sign of a
turning of the tide.

Policy makers struggle with
dire official figures on the state of
Greece, Spain, Portugal and Italy.
But it may be the unofficial, or
underground, economy in these
countries which may provide a
cushion against social
convulsion—and hope of salvation.

Certainly there is little in
official circles to give cause for
comfort. President Nicolas
Sarkozy of France is proposing
new financial governance
machinery to prevent future debt
crises. But his own country’s
triple-A credit status looks to be
next in the crosshairs of the
rating firms.

Doubts persist over whether
the German Constitutional Court
will back the arguments deployed
by Chancellor Angela Merkel to
justify her government’s
participation in the rescue
package.

In Spain, there are fresh
doubts over labor reforms
demanded by the International
Monetary Fund, the country’s own
central bank and others. The
country’s embattled socialist
government under Prime Minister
José Luis Rodriguez Zapatero has
had to extend a deadline on
agreeing the reforms. An opinion
poll shows most Spaniards now
want early elections in which the
conservative opposition would be
likely to emerge a clear winner.
And as if these problems weren’t
enough, the two largest trade
unions are calling a general strike.

Euro-zone countries such as
Spain, Portugal, Italy and now
France have almost fallen over
themselves in their anxiety to
announce austerity packages
before apprehensive bond
investors leave them no
alternative. But the very austerity

European Pressphoto Agency

Spanish Prime Minister José Luis Rodriguez Zapatero in Madrid last week.

programs intended to cauterize
the rise in debt are as likely to
make it worse, as domestic
spending is depressed, tax
revenue falls and more citizens
become dependent on state
welfare.

After Greece, the next economy
in the single-currency area likely
to fall victim to this austerity
Catch-22 is Spain. Its budget
deficit at 11.2% of gross domestic

The wonder is that there
has been so little labor
protest to date in Spain,
despite high unemployment.

product is the highest after
Greece. Friday, rating agency Fitch
& Co downgraded its country debt
rating from triple-A to double-A-
plus. In its explanatory note, Fitch
argued that “the process of
adjustment to a lower level of
private-sector and external
indebtedness will materially
reduce the rate of growth of the
Spanish economy over the
medium term.”

A slower growth rate—and
with the economy growing at just
0.1% in the first quarter, a relapse
into recession is a risk—would be
lethal for Spain. One of the factors
influencing the latest rating
downgrade is the country’s
extremely high unemployment

rate of 20.5%. Out of the 4.6
million unemployed, 3.2 million
receive some form of federal
benefit. All told, payments
relating to unemployment totalled
€40 billion last year, equivalent to
3.9% of GDP or 10% of the budget
deficit.

Moreover, this 4.6 million total
is before the latest package of
spending cuts forced through the
Cortes. The clear and present
danger is that further austerity
will enlarge rather than shrink the
deficit: a perverse and deadly
spiral that could entrap the
economy in low growth for years.

Arguably the bigger question is
how economies with such high
rates of unemployment can avoid
deep social unrest. Considering
that unemployment in Spain was
running at more than 10% two
years ago and that it has never
fallen below 8% in recent history,
the wonder is that there has been
so little labor protest to date.

One key reason, necessarily
absent from the official statistics,
is the size of the informal or
twilight economy. Official figures
show unemployment to be
upwards of 10% in Greece, 8.8% in
Italy and 10.1% in Portugal.
Common to these economies is a
large tourist and leisure services
industry. Spain has long been the
world’s second-biggest tourist
destination, catering for almost
60 million foreign visitors
annually. Prior to the crisis,
tourism contributed more than

11% of Spain’s GDP and
represented more than two
million jobs.

In this sector, many day-to-day
transactions, for ease,
convenience and speed, are
typically undertaken in cash. But
the preference for cash settlement
spreads wider. UK. citizens with
property in Spain speak of almost
all household
requirements—plumbing, wiring,
decorating, repairs and
maintenance—being undertaken
for cash. “You would get a very
odd look”, says one semi-retired
British subject with property in
southern Spain, “if you offered a
check. Almost all our household
needs are settled in cash.”

By its very nature the
underground or invisible economy
is impossible to measure with
precision. But across southern
European countries, the settling of
bills for goods and services tends
to be a cash transaction,
sustaining livelihoods in tourism
and the service economy that
don’t show up in the official
statistics.

A 2002 study by Prof. Friedrich
Schneider, of the Johannes Kepler
University of Linz, estimated that
the informal economy in
developing countries was
equivalent to 41% of their official
GDP. The share of the informal
economy was lower in OECD
countries, but still far from
negligible at 18%.

His study also found that the
more expensive and complicated
are taxes and regulations, the
bigger is the informal economy as
a share of GDP. That explains why,
among rich countries, Spain,
Greece, Italy and Belgium have
some of the largest gray
economies and why America,
Canada and Switzerland have
much smaller ones.

This may also provide the best
hope for Spain and others to
avoid a vicious social explosion.
But it will also provide further
impetus for those who see labor
market deregulation as the long-
overdue way out of despair.

—Bill Jamieson is Executive Editor
of The Scotsman
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Pizza has a new king—from Japan

Akinari Pasquale Makishima credits his nation’s attention to detail for his recreation of the authentic pie

By YoreE Kon

It’s official: The world’s best
maker of traditional Neapolitan
pizza goes by the name of Pasquale.
Akinari Pasquale Makishima, to be
precise.

The 33-year-old Japanese chef
beat out a Naples-based pizzaiolo to
win the top prize in an international
bake-off in the Italian city, orga-
nized in May by the Associazione
Verace Pizza Napoletana (Associa-
tion for Genuine Neapolitan Pizza).
Mr. Makishima’s achievement
marked the first time a Japanese
chef took the title, topping a field of
150 chefs in a Renzo Piano-designed
mall-cum-leisure center within
erupting distance of Mount Vesu-
vius, including representatives from
Italy, Spain and the U.S.

Despite some huffing and puffing
in the local press — “How Humiliat-
ing, The King of Pizza Is Japanese”,
moaned one site — it was still, argu-
ably, a very Italian win.

When it comes to Neapolitan

pizza, a dish where loyalty to tradi-
tion is absolute and entertaining
creative thoughts like “fusion” and
“deep pan” are blasphemous, the
only trace of Mr. Makishima’s Japa-
nese background is in his strenuous
attention to minute detail, a
strength to which he attributes his
recent victory and the rise of Nea-
politan cooking in Japan. Indeed,
the number of Japanese participat-
ing doubled to about 20 chefs in
this year’s competition, now in its
ninth year. It’s an attention to detail

in reproducing non-Japanese food :

that’s echoed in the quality of res-
taurants on offer in Tokyo, helping
to make the city one of the world’s
top food destinations for both high-
and low-end grub.

“The Japanese are very good at
seriously studying every last detail,”
says Mr. Makishima. “I earnestly
copied absolutely every aspect of
how to make a traditional Neapoli-
tan pizza so that mine tasted like a
true Neapolitan pizza as much as
possible.” More than just relying on

Akinari Pasquale Makishima

the best ingredients available, Mr.
Makishima, who has been spinning
dough into pie for 10 years, said his
ability to copy the craft helped him
learn the proper way to break down
tomatoes and remove water from

mozzarella cheese, fine techniques
that if executed poorly can render
the finished product with a soppy
middle. Mr. Makishima worked at a
restaurant in Naples—where he ad-
opted the nickname Pasquale in
tribute to a mentor—prior to his
current gig as a chef at Cesari, an
Italian restaurant in the not particu-
larly Italianized city of Nagoya —
better known as the home of Toy-
ota.

Pizza is becoming a more famil-
iar staple in Japan, which, despite
matching Italy when it comes to
maintaining the authenticity of its
national cuisine, has increasingly
embraced foreign foods at the ex-
pense of such mainstays as rice. A
new-found taste for Western staples
such as toast and pizza drove Ja-
pan’s total grain imports up 71% in
five years to $7 billion in 2007.

Western companies are keen to
exploit the shift. Global private-eq-
uity firm Bain Capital said in Janu-
ary it would buy the master franchi-
see of Domino’s Pizza Inc. in Japan

and expand the U.S. chain beyond
Tokyo and Osaka.

The Japanese pizza-delivery seg-
ment has eked out an average 1.6%
sales growth in recent years, even
as the world’s second-largest econ-
omy flirted with recession and res-
taurant chains battled deflation.
Domino’s managed to raise its prices
in Japan in 2008 to help offset a
46% rise in cheese costs the previ-
ous year.

The franchise has protected its
pricing power partly because pizza
delivery is seen as an indulgence in
Japan, compared with the casual af-
fair of dialing up a late-night snack.
Pizza-delivery makers combine un-
usual toppings and careful presenta-
tion to attract the discerning Japa-
nese customer.

“When you buy a treat you are
not trying to save every yen,” said
David Gross-Loh, a managing direc-
tor at Bain in Tokyo during an inter-
view.

—Alison Tudor and Hiroko
Tabuchi contributed to this report.
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Germans, ECB spar over bond plan

Bundesbank sees European central bank’s purchases of Greek bonds as stealth bailout for lenders holding the debt

By DAviD CRAWFORD
AND BRIAN BLACKSTONE

BERLIN—The European Central
Bank’s intervention in European
debt markets is exacerbating ten-
sions with Germany’s Bundesbank,
where officials worry that the bond-
buying program is being used for a
stealth bailout of euro-zone banks
holding Greek debt, according to
people familiar with the matter.

Senior Bundesbank officials have
questioned the ECB’s rationale for
intervening in the Greek bond mar-
ket instead of focusing its support
on other vulnerable countries, such
as Portugal and Spain, that unlike
Greece still depend on debt markets
to fund their budgets, according to
the people.

Greece received a financial res-
cue from other European countries
and the International Monetary
Fund of up to €110 billion ($135 bil-
lion) last month, ending its reliance
on capital markets for funding until
at least 2012.

Since the European Central Bank
began purchasing government
bonds three weeks ago, it has spent
about €25 billion on Greek debt, ac-
cording to a senior Bundesbank offi-
cial.

An ECB spokeswoman declined
to comment. The ECB said Monday
that a total of about €35 billion in
euro-zone bond purchases settled
through Friday. It doesn’t provide a
country breakdown, but market par-
ticipants said the ECB also has pur-
chased bonds issued by Portugal,
Spain, Italy and Ireland.

ECB President Jean-Claude
Trichet insists the central bank isn’t
financing deficits in Athens or any-
where else, but rather making dys-
functional segments of the markets
work more smoothly. In a speech
Monday, Mr. Trichet said lower
bond prices “imply valuation losses”
on bank balance sheets, which in

Reuters (2)

Bundesbank President Axel Weber (left) has criticized the bond-buying plan, while Jean-Claude Trichet defends it.

turn “may mean that they can sup-
ply fewer loans to the economy.”

Lending figures from the ECB
Monday showed that despite access
to cheap ECB credit, commercial-
bank lending to the private sector
rose just 0.1% in April from one year
ago, and loans to nonfinancial busi-
nesses continue to slide.

The ECB’s bond purchases come
amid concern over the integrity of
European bank balance sheets. Risk
indicators on European banks have
risen in recent weeks as investors
worry about the exposure the banks
have to some euro-zone countries
with heavy debt.

ECB critics within the Bundes-
bank said the price of Greek bonds
is now largely irrelevant to Athens,
making the main beneficiaries of the
bond purchases the banks that hold

much of Greece’s roughly €300 bil-
lion in outstanding debt. The
Bundesbank’s concerns were first
reported by Germany’s Der Spiegel
magazine over the weekend.

Selling the Greek debt likely
would be an attractive option to
banks eager to avoid a debt restruc-
turing that would force them to
book losses. French banks are the
largest holders of Greek debt, ac-
cording to Bank for International
Settlement estimates, followed by
German lenders.

Some investors and economists
believe that—despite the efforts of
the EU, IMF and ECB—Greece even-
tually will have to restructure its
debt, as a stagnant economy made
worse by austerity measures is un-
able to generate the revenue needed
to finance Athens’s outstanding ob-

ligations.

The Bundesbank criticism signals
a rift between the ECB and the con-
servative German central bank on
which the ECB was modeled.

Bundesbank President Axel We-
ber attacked the bond-purchase plan
within hours of its announcement
on May 10, telling a German news-
paper that he viewed the move
“critically” and that it carried “sub-
stantial stability risks.” He isn’t
backing down.

But Mr. Trichet hit back at the
ECB’s critics, saying that its pro-
gram to buy government bonds in
the market doesn’t represent any
weakening of its policy or indepen-
dence.

“In simple words: We are not
printing money,” Mr. Trichet told a
conference hosted by the Austrian

National Bank.

The ECB bought more than €26
billion of bonds, mainly from highly
indebted countries such as Greece
and Portugal, in the first two weeks
of the program, which was an-
nounced May 10.

That amount has since increased,
and the ECB said Monday that it
will seek to absorb the €35 billion it
has added to the system through
those purchases of sovereign debt.
It said it will conduct a tender on
Tuesday to collect one-week, fixed-
term deposits and another one next
week.

“We haven’t gone beyond our
goal of re-establishing a more cor-
rect transmission mechanism of our
monetary policy,” said Mr. Trichet.
He reminded the audience the bank
is using other operations to take out
all the money it puts into the mar-
ket by buying bonds from banks.

While Mr. Trichet launched his
detailed defense of the program
Monday, Mr. Weber repeated in a
speech at one of the Bundesbank’s
branches that he still sees the pro-
gram “in a critical way.”

Jiirgen Stark, another prominent
German central banker who sits on
the ECB’s executive committee, has
echoed those concerns.

Others on the ECB have struck
back at Germany’s response to the
crisis. In remarks Friday that pri-
vate-sector economists said were
clearly aimed at Germany, ECB
member Lorenzo Bini Smaghi said
that “one large euro-area country”
thought public support for action
could only be gained by “dramatiz-
ing the situation” and using rhetoric
about the future of the euro being
at risk or about possible expulsion
from the euro zone, rhetoric that he
said “could only increase” the cost
of the rescue.

—Geoffrey T. Smith
and Roman Kessler
contributed to this article.

Banks still stressed

Continued from first page
tate markets, especially in Spain,
and with growth prospects anemic,
the pressure on outstanding bank
loans isn’t expected to diminish any-
time soon.

The actions taken so far, while
large in scale, “may not be enough,”
said Philippe Morel, a senior partner
at Boston Consulting Group in Paris.
“What’s at risk is the banking sys-
tem and the ability of banks to pro-
vide financing to the economy.”

Like the financial crisis two years
ago that was sparked by the unrav-
eling of the U.S. subprime-mortgage
industry, Europe’s banking problems
originated in a tiny patch of the glo-
bal economy: Greece.

But the problems run deeper
than the highly publicized fiscal
woes facing Greece, prompting simi-
lar concerns about Portugal, Ireland
and Spain.

Credit-ratings firms have reduced
these countries’ ratings and have
warned about possible future down-
grades, with Fitch reducing Spain’s
triple-A rating by one notch on Fri-
day.

All told, more than €2 trillion of
public and private debt from Greece,
Spain and Portugal is sitting on the
balance sheets of financial institu-

tions outside the three countries,
according to a Royal Bank of Scot-
land report last week. Investors,
bankers and government officials
are worried that as that debt loses
value, banks across Europe could be
saddled with losses.

“Make no mistake: This is big,”
said Jacques Cailloux, RBS’s chief
European economist and the re-
port’s author. “We’re talking about
systemic risk [and] the potential for
contagion.”

The U.S. and U.K. moved aggres-
sively in 2008 and 2009 to replenish
their banks’ capital buffers, some-
times with taxpayer funds.

Most of Europe didn’t follow suit,
because their banking systems were
largely spared the carnage of their
Anglo-American counterparts.

But as a result, most European
banks today have thinner capital
cushions and heavier debt loads
than their U.S. and U.K. rivals, leav-
ing them vulnerable to an economic
slowdown.

“Some European banks have less
capital and more leverage than their
U.S. counterparts and...the crisis in
Europe seems to have lagged behind
that in the U.S. in both the writing
off of losses and in the speed of
raising more capital,” said Angel

despite central bank’s moves

Gurria, secretary-general of the Or-
ganization for Economic Coopera-
tion and Development, in a speech
in May.

OECD figures show that a selec-
tion of major U.S. banks are operat-
ing with leverage ratios—the ratio
of assets to common equity—of be-
tween 12 and 17. By comparison, the
same ratio for a group of major Eu-
ropean banks ranged from 21 to 49,
according to the OECD.

European policy makers have
been trying to address that dispar-
ity by working on a global overhaul
of banking regulations, to be en-
acted in 2012, that would require
banks to hold more capital and li-
quidity.

“But the regulatory fixes aren’t
going to solve the problem right
now,” said Michael Ben-Gad, an eco-
nomics professor at City University
London.

European governments and cen-
tral bankers had hoped that bailing
out Greece and launching a liquidity
program would relieve immediate
pressure on other governments and
the banking sector. But that hasn’t
happened, and new pressures could
arise soon.

The ECB last summer doled out
€442 billion in one-year loans to eu-

ro-zone banks. Those loans come
due June 30, potentially causing
banks to scramble for a fresh source
of cash this month.

European officials face calls from
the banking industry, the invest-
ment community, and foreign gov-
ernment leaders, including U.S.
Treasury Secretary Timothy Geith-
ner, to redouble efforts to stabilize
the banking system through new in-
itiatives.

RBS’s Mr. Cailloux argued that
the ECB should expand its recently
launched program to buy govern-
ment bonds and should broaden the
effort to include private-sector debt
as well.

That could ease concerns that
banks will suffer heavy losses, po-
tentially blowing holes in their bal-
ance sheets, on their portfolios of
sovereign and corporate bonds tied
to some European economies. But
such a move also could expose the
central bank to potential losses.

Citigroup Inc. last week circu-
lated a paper calling on the ECB to
launch a sort of insurance program
to allow holders of government
bonds—a group largely consisting of
European banks—to sell the securi-
ties to the ECB in case of default.
“Time is now of the essence and the

authorities should continue to be
bold and innovative in working to
accelerate the impact of the avail-
able lines of support,” Nazareth Fes-
tekjian, a Citigroup managing direc-
tor, wrote in the paper.

The ECB had no comment on
calls to increase the size of the
bond-buying program or on the Citi-
group recommendations.

Others want local European bank
regulators to play a more proactive
role monitoring their banks’ expo-
sures to troubled countries.

In the UK., the Financial Services
Authority has been conducting re-
peated stress tests of major British
banks’ exposures to southern Eu-
rope. Similarly intense efforts don’t
appear to be under way elsewhere
in Europe, said Pat Newberry, chair-
man of the UK. financial-services
regulatory practice at Pricewater-
houseCoopers LLP.

Mr. Newberry said conducting
such tests would help European gov-
ernments and banks get a better
handle on their individual and col-
lective vulnerabilities and to under-
stand “how a series of unfortunate
events can aggregate to turn a prob-
lem into a catastrophe.”

—Brian Blackstone
contributed to this article.
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GAZA FLOTILLA

Deadly confrontation

Sunday afternoon

A six-ship flotilla sets sail for Gaza,
departing a rendez-vous point in
international waters, off the coast
of Cyprus, in the Mediterranean Sea.

After nightfall Sunday

Three Israeli naval vessels depart
Israeli port of Haifa, with orders to
intercept the flotilla.

Two hours later

Israeli navy makes radio contact with
flotilla and orders it to turn away from
Gaza.

“If you ignore this order and enter the
blockaded area, the Israeli navy will be
forced to take all the necessary
measures in order to enforce this
blockade,” the ships warned, according
to the radio message broadcast on
Israeli Army Radio and quoted by
Associated Press.

4 a.m. Monday
Activists onshore lose satellite phone
and email contact with the ships.

Israeli commandos begin boarding.
They face peaceful resistance on five
ships, violence on the last one, the
Marmara, according to Israeli military.

Israeli soldiers, being lowered to the
deck of the ship by helicopter, are
attacked by activists with knives and
clubs, military says. Firefight ensues.

Midday Monday

Israeli navy reports the first of the
flotilla’s ships reach the Israeli port
of Ashdod.
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-'n_,-'“.' A T .:
An Israeli soldier, top left, wheels a pro-PaIEstinian activist into a Tel Aviv-area hospital after Israelis stormed the aid flotilla. Before tIEincident, activists wearing life jackets,
top right, prayed aboard the Turkish ship Marmara in the Mediterranean Sea. Later an Israeli naval gunship, bottom, escorted the Marmara to the port in Ashdod, southern Israel.
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Nine activists die as Israelis board ship

Continued from first page
Tuesday to meet U.S. President Ba-
rack Obama in Washington, a meet-
ing that Israeli and U.S. officials
hoped would mend a recent rift be-
tween the two allies. An Israeli offi-
cial said the prime minister “feels
he has to be home to deal with
this.”

White House spokesman Bill Bur-
ton said Monday the administration
was “working to understand the cir-
cumstances surrounding this trag-
edy.”

Israel heightened security across
the country on Monday in anticipa-
tion of Palestinian demonstrations.
Thousands of Turks protested
against Israel in Istanbul, as Turkish
officials condemned the incident
and Ankara withdrew its ambassa-
dor to Israel. Ankara had publicly
backed the flotilla, which included
Turkish ships and was partly orga-
nized by a Turkish organization.

By late Monday, Israel hadn’t al-
lowed access to passengers aboard
the ships, which state-controlled Is-
rael Radio said had been escorted
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by Israeli naval vessels to the Israeli
port of Ashdod. Israel Radio said
passengers from the flotilla were
being interviewed to determine
whether they should be deported or
detained.

Israel Radio said at least a dozen
activists had been injured, as well as
several Israeli military personnel.

Organizers of the flotilla main-
tained their voyage was peaceful
and disavowed violence. Bianca
Shana’a, a Paris-based spokeswoman
for the Free Gaza Movement, a
group that helped organize the flo-
tilla, said in a phone interview that
the organization hadn’t been in con-
tact with participants since Sunday.

The incident threatens to further
dent Israel’s international reputa-
tion after a series of recent diplo-
matic setbacks. Israeli officials had
said they were sensitive to the pos-
sible public-relations fallout from
appearing too heavy-handed in deal-
ing with the flotilla.

Last week, Israel said if the ships
docked at an Israeli port first, it
would allow the full shipment of hu-
manitarian cargo to reach Gaza, af-
ter undergoing security checks. Is-
raeli officials have for days warned
that they wouldn’t let the flotilla
reach port in Gaza.

The death toll from Monday’s ac-
tion dramatically heightened the
stakes, however, while raising ques-
tions about the planning and execu-
tion of the operation by Israeli de-
fense officials.

Uzi Dayan, a former general who
spent 17 years in the Israeli special
forces, said that helicopters are
used to achieve an element of sur-
prise, and because it is the only way
to take over a ship that is sailing
without endangering the entire ves-
sel—though it leaves commandos
outnumbered in the first minutes of

the takeover.

Colette Avital, a former Israeli
Consul General in New York and a
former Israeli parliament member
with the Labor party, said the navy
shouldn’t have tried to board the
ships in the first place, to avoid any
risk of violence and diplomatic fall-
out. She said the boats should have
been surrounded by the army and
they should have tried to negotiate
a surrender with the help of inter-
national diplomats.

“This is a big diplomatic set-
back,” she said. “We have managed
to put ourselves in the media as the
violent kid in the Middle East.”

France and Spain quickly con-
cluded the Israeli use of force was
excessive. French President Nicolas
Sarkozy said he “condemns a dis-
proportionate use of force.” Spain
called the Israeli actions “unaccept-
able.”

The European Union called for a
full enquiry. Flotilla organizers, be-
fore setting sail, had said passen-
gers would include several European
parliamentarians, but a European
parliament spokesman said no EU
lawmakers took part.

At the U.N., British Ambassador
Mark Lyall Grant said the U.K. gov-
ernment had urged its nationals not
to take part in the aid effort because
of the risks involved. “But at the
same time, there is an unambiguous
need for Israel to act with restraint
and in line with its international ob-
ligations,” Mr. Grant said, calling on
Israel to give a full account of what
happened and why the death toll
was so high.

The raid could set back Israeli ef-
forts at promoting what it sees as
its defensive military stance to-
wards Hamas, the militant Palestin-
ian group that controls the Gaza
Strip. Britain’s Foreign Secretary

William Hague said called on Israel
to lift the blockade of Gaza.

Dan Diker, a fellow at the Jerusa-
lem Center for Public Affairs, a
think tank headed by a former pol-
icy aide to Mr. Netanyahu, said the
naval action could “delegitimize” its
blockade of Gaza—which Israel has
said it enforces to prevent the
smuggling of arms and fighters into
the territory.

Israel and Egypt began restrict-
ing the flow of goods into and out of
the territory in 2007, after Hamas
seized control. Human-rights activ-
ists have long alleged Israel was
keeping out crucial aid and basic
materials, a claim Israel has denied.

Egyptian President Hosni Muba-
rak issued a statement condemning
what he called “excessive use of
force” in the raid on the ship, ac-
cording to Egypt’s state news
agency, but gave no indication Egypt
would ease its own restrictions of
goods going into Gaza.

The crisis is especially challeng-
ing coming at a time when Mr. Ne-
tanyahu’s ties with Washington have
frayed. “This is a very delicate time
to test what has been traditionally
ironclad support of Israel” from the
U.S., Mr. Diker said. The U.K. envoy
called on Israel to inform all embas-
sies whose nationals were involved
and to “open the crossings to allow
unfettered access for aid to Gaza.”

The bloodshed risked enflaming
tensions across the Middle East,
with Arab and Palestinian officials
strongly condemning Israel’s action.
Turkey also reacted angrily to the
incident, heightening recent ten-
sions between the two regional
powers.

Palestinian negotiator Saeb Er-
ekat said Monday that indirect
peace talks with Israel, mediated by
the U.S., would continue.

The six-ship flotilla—carrying
hundreds of pro-Palestinian activists
from various countries, as well as
10,000 tons of construction mate-
rial, medical equipment and school
supplies, according to organiz-
ers—started heading to Gaza Sun-
day afternoon, embarking from a
rendezvous point off the coast of
Cyprus, after several delays over the
weekend. After nightfall Sunday,
three Israeli naval vessels left their
base in Haifa, Israel, to intercept the
ships, according to the Associated
Press.

The Israeli military operation to
board the vessels began at 4 a.m.
Monday, according to Israel Defense
Force spokesman Brig. Gen. Avi
Benayahu, in an interview with Is-
raeli Army Radio.

He said the boarding took place
after the flotilla ignored calls to
change course and head away from
the Gaza coast. During the boarding,
passengers on five of the ships re-
sisted passively and peacefully, he
said.

But on one of the ships, called
the Mavi Marmara, with about 600
passengers, the IDF encountered
“difficult violence,” Gen. Benayahu
said. Dozens of activists attacked Is-
raeli soldiers with steel clubs and
knives as the soldiers were being
lowered onto the deck from helicop-
ters, he said. The army then used
antiriot measures against the activ-
ists, he said. When the violence es-
calated, soldiers opened fire, he
said. Activist also used their own
fire arms to shoot at the Israelis, he
said. It wasn’t clear from his com-
ments who Israel believed shot first.

—Marc Champion in Istanbul,
John W. Miller in Brussels, David
Gauthier-Villars in Paris and
Kathy Chen in Washington
contributed to this article.

Agence France:Presse/Getty Images (left); Reuters (right); European Pressphoto Agency (bottom)
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Raid complicates U.S.’s Mideast strategy

By GERALD F. SEIB

U.S. President
Barack Obama and
Israeli Prime
Minister Benjamin
Netanyahu were to

# meet at the White
House Tuesday for what officials
from both countries hoped would
be a kind of public kiss-and-make-
up session.

In a few violent minutes at sea
Monday, that all went out the
window. The Israeli operation that
unexpectedly turned violent now
will back both leaders into
corners they had hoped to vacate.
The Obama-Netanyahu
relationship, which already had a
kind of soap-opera quality to it, is
under new strain. The American
dream of easing Arab anxieties
over the Palestinian question so
all can focus on the threat from
Iran has faded just a bit more.

All this began unfolding before
the sun had even risen over Mr.
Obama’s Chicago home, where he
was spending the Memorial Day
weekend. Israeli commandos
stormed a convoy of ships headed
for the Gaza Strip to deliver
humanitarian supplies to
Palestinians there in defiance of
an Israeli naval blockade of
Hamas-run Gaza.

The humanitarian flotilla had
been warned repeatedly not to try
to run the blockade. It ignored the
warnings. Mr. Netanyahu’s
government ordered Israeli
soldiers to board the ships. Shots
were fired. At least nine activists
died and a similar number of
Israelis were wounded.

The American dream of
easing Arab anxieties over
the Palestinian question so
all can focus on the threat
from Iran has faded just a bit
more.

Within hours, the Netanyahu-
Obama White House meeting was
canceled so the Israeli leader
could return home. Senior White
House aides said Mr. Netanyahu,
not the Americans, called off the
visit to deal with the crisis.

Either way, the chance to put a
better face on the relationship
between the leaders evaporated.
From the first weeks of the
Obama administration, the two
men have been famously feuding
over the president’s demand that
Israel stop all building in East
Jerusalem to smooth the way for
peace talks with Palestinians.

In reality, the relationship
between the two men hasn’t been
quite as bad as often suggested. “I
would describe it as actually very
solid, very productive,” said one
senior Obama administration
official over the weekend, before
news of the raid at sea. “It is
quite at odds with the popular
portrayal.”

Their feuding actually has had
an element of theatrics—with the
theatrics suiting both men’s
interests. President Obama’s
strategy has been as much about

Iran, his paramount security
concern, as Israel or the
Palestinians. He calculated at the
outset of his term that he needed
to get tough with Mr. Netanyahu
to push him into peace talks with
the Palestinians.

Forcing talks, Mr. Obama
figured, was crucial to his dream
of knitting together a kind of
loose American-Arab-Israeli front
to stand up to Iran and its nuclear
program.

Without movement on the
Palestinian question to ease Arab
public opinion, the president
calculated, moderate Arab leaders
would be less willing to cooperate
on Iran.

Palestinian leader Mahmoud
Abbas is so weak he needs all the
help he can get. If that meant
getting tough with Mr. Netanyahu,
it was a price worth paying.

From Mr. Netanyahu’s point of
view, standing up to a new, young
American president trying to
enhance American relations with
the Arab and Islamic worlds
wasn’t all bad either. Doubts
about Mr. Obama (whose approval
in Israel has plunged) only
strengthened Mr. Netanyahu’s
hand in standing up to him.

But for both men, this feuding
had reached the point of
diminishing returns, and they’ve
been trying to turn things around.
Israel apologized for embarrassing
Vice President Joe Biden by
announcing more East Jerusalem
construction just as Mr. Biden was
visiting.

The Obama administration has
been talking up security ties to
Israel.

Two weeks ago, the president
met with 37 Jewish Democrats in
Congress and told them that he
had spent more time one-on-one
with Mr. Netanyahu than any
other world leader, and that ties
were solid.

Now, the seaborne raid and its
tragic outcome. Smiling Obama-
Netanyahu pictures from the Oval
Office will be supplanted by
international pressure on the
White House to condemn Israel.

Worse for the administration,
this twist complicates its Iran
strategy. The United Nations
Security Council has been moving
toward a resolution imposing new
economic sanctions on Iran, but
that’s now in danger of being
slowed or sidetracked by the
inevitable clamoring to condemn
Israel.

The raid particularly
complicates dealing with Turkey.
The Turks once were Israel’s best
friend in the Islamic world.
They’ve been drifting away,
though, and essentially sponsored
the Palestinian relief flotilla that
Israeli forces confronted Monday.

As it happens, Turkey also
occupies one of the rotating seats
on the Security Council right now,
and has been maneuvering to help
Iran escape more economic
sanctions. The U.S. is trying to
dissuade the Turks from giving
aid and comfort to Iran. Monday’s
tragedy at sea won’t make those
conversations with Turkey any
easier, proving anew that the law
of unintended consequences is
always in effect in the Middle
East.

Write to Gerald F. Seib at
jerry.seib@wsj.com.

Agence France-Presse/Getty Images

Prime Minister Benjamin Netanyahu, front, prepares to leave Canada after meetings on Sunday to return to Israel.
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Turkish protesters shout slogans during a demonstration against Israel’s attack on the Turkish ship

Raid further frays Turkey-Israel ties

Sea battle is the latest in long line of conflicts that has strained relations between the once-strong security allies

By MARC CHAMPION

ISTANBUL—Countries around
the world expressed shock and con-
cern Monday at the deaths of Gaza
activists at the hands of Israeli com-
mandoes, but the most lasting dam-
age may be done to Tel Aviv’s rela-
tions with one-time regional ally
Turkey.

Turkey’s Prime Minister Recep
Tayyip Erdogan and its military
chief cut short trips abroad in re-
sponse to the maritime raid, while
Ankara canceled joint military exer-
cises with Israel, recalled its ambas-
sador and demanded an emergency
session of the United Nations Secu-
rity Council—where Turkey cur-
rently holds a seat—to discuss the
events.

Mr. Erdogan, in televised re-
marks as he left Chile, said Israel
had carried out an act of “inhuman
state terror.” Eschewing the cau-
tious response of most Western
leaders, Mr. Erdogan dismissed as
“lies” the Israeli military’s claims
that the ships had guns and other
weapons on board. He said he also
would call a meeting of the North
Atlantic Treaty Organization to dis-
cuss Israel’s action in what he said
were international waters. Turkey
has the second largest military in
NATO, after the U.S.

The strength of Turkey’s re-
sponse appears to stem from close
involvement in the Gaza relief con-
voy—a direct challenge to Israel’s
blockade of the Gaza strip. Deputy
Prime Minister Bulent Arinc said

Monday that 400 of the 581 passen-
gers on the Mavi Marmara were
Turks, making it likely that some of
the dead were Turkish citizens.

Thousands of Turkish protesters
gathered Monday in Istanbul, wav-
ing Palestinian and Turkish flags
and chanting anti-Israel slogans in
the city’s central Taksim Square,
where some had marched after at-
tempting to storm the Israeli con-
sulate. Police drove the protesters
away from the consulate, and later
from the consul’s residence.

The Gaza convoy, in part, was or-
ganized by a Turkish charity, the
Humanitarian Relief Foundation.
The group, known as the IHH, its
Turkish-language acronym, was
formed to provide aid to Bosnian
Muslims in the mid-1990s. Mr. Arinc

71 T, N L
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denied any official instructions were
given to the IHH, but Ankara had
acted as the convoy’s unofficial
sponsor, urging Israel to let it pass.

The IHH has drawn controversy
in the past. A 2006 report by the
Danish Institute for International
Studies described the group as a
front for funding terrorist organiza-
tions and for sending mujahedeen to
fight in countries such as Afghani-
stan, Bosnia and Chechnya.

The IHH, which is not on US or
European terrorist lists, vehemently
denies accusations of ties to terror
groups and says it is active in chari-
ties in more than 100 countries.

Relations between Turkey and
Israel were badly strained even be-
fore Monday’s raid, with the securi-
ty-based alliance they had enjoyed

European_Pressphoto Agency

in the 1990s in tatters. But with the
possibility that some of the dead
were Turkish, further deterioration
looked certain. The Turkish foreign
ministry warned in a statement of
“irreversible consequences in our
relations.”

Still, Turkish officials appeared
anxious not to wholly destroy a re-
lationship that involves significant
trade and tourism. After listing
measures to be taken, including can-
celing three military and maritime
rescue exercises planned for this
year and calling home a youth soc-
cer team from Israel, Mr. Arinc said
when asked by reporters that the
government didn’t plan to cut all
ties with Israel.

—Margaret Coker in New York
contributed to this article.

Israel faces fallout from action

By CHiP CUMMINS
AND MARGARET COKER

The deadly boarding of a flotilla
of activists off the coast of Gaza has
plunged Israeli Prime Minister Ben-
jamin Netanyahu into his worst dip-
lomatic crisis since taking office
early last year, and analysts say it
could have far-reaching—and unin-
tended—implications for Israeli se-
curity issues.

The sea battle follows a series of
diplomatic setbacks for Israel, in-
cluding the expulsion recently of Is-
raeli diplomats from Britain and
Australia after those governments
accused Israel of forging passports
used in the alleged murder of a Pal-
estinian official in Dubai. (Israel has
said there is no evidence linking Is-
rael to the murder.)

Most recently, Israel failed last
week to prevent a United Nations
conference on nuclear weapons from
singling it out for scrutiny as part of
a pledge to work for a Middle East
nuclear-free zone.

“Seemingly on the surface, the
incident itself is not a strategic cri-
sis for Israel, but Israel is already
deep in trouble ... since [the Netan-

yahu] government came to power,”
says Yossi Melman, a security and
defense expert, who writes for Is-
rael’s Haaretz newspaper.

The battle triggered harsh con-
demnation from Palestinian officials
and Israel’s Arab neighbors, includ-
ing those few with relations with Is-
rael. Jordan said the “horrible crime
cannot be justified.” Egyptian Presi-
dent Hosni Mubarak issued a state-
ment condemning what he called
“excessive use of force,” according
to Egypt’s state news agency.

It also drew a tough response
from several European allies, who
challenged Israel on whether it used
disproportionate force.

French Foreign Minister Bernard
Kouchner said “nothing could justify
the use of such violence.” Britain, in
a statement, said it would request
information from Israel on British
citizens thought to be aboard, and
called on Israel to lift its blockade of
Gaza.

Germany, too, was seeking infor-
mation on six German citizens be-
lieved aboard the ships, and called
for an immediate investigation. al-
though it was careful not to directly
place blame.

The European Union also called
for a full enquiry. A European parlia-
ment spokesman said late Monday
that no EU lawmakers were aboard
the flotilla.

The biggest risk from the inci-
dent could be a further, sharp dete-
rioration in relations between Israel
and Turkey, analysts said. The two
regional powers enjoyed a once-
close relationship, and often conduct
joint military drills. But beginning
with Turkey’s harsh criticism of Is-
rael’s military offensive in the Gaza
Strip from December 2008 to Janu-
ary 2009, that relationship has been
under strain.

Some of the flotilla’s ships, which
Turkey alleges Israeli’s navy seized
in international waters, are Turkish-
owned. Turkey recalled its ambassa-
dor to Israel and has said it will can-
cel a number of planned exercises
with the country.

The incident also could have re-
percussions for U.S.-brokered peace
talks between Israel and the Pales-
tinians, a key Washington priority.
Any disruption to talks could put
more strain on the U.S.-Israel rela-
tionship, which has been chilled in
recent months by Israel’s insistence

Troubled waters

Israeli Prime Minister Benjamin Netanyahu’s diplomatic woes heightened
amid international criticism of the military’s violent storming of a flotilla of
activists Monday. Other recent headaches include:

Oct. 16, 2009: UN Human Rights
council endorses a report by South
African jurist Richard Goldstone,
alleging possible war crimes by both
Israel and Hamas during Israel’s
Dec.-Jan. military offensive in Gaza.
Israel condemned the report.

Jan. 31, 2010: Dubai police say they
think Israel’'s Mossad may have had
a hand in an alleged murder of top
Hamas leader in the city-state.
Dubai later blames Israel outright.
Israel says Dubai has no proof.

March 9: U.S. VP Joe Biden criticizes
Israel’s decision to build more East

on continuing West Bank and East
Jerusalem settlement-building. Mr.
Netanyahu, who was scheduled to
visit the White House this week for
a meeting that Israeli and U.S. offi-
cials hoped would help mend frayed
ties, canceled his trip to fly back to
Israel and deal with the crisis.

The action also threatens Israel’s
stated top strategic priority: keeping
Iran from getting a nuclear weapon.
Washington is pushing a fresh set of

Jerusalem homes on the first day of
his visit to Israel. Israel apologies for
the timing of the announcement.

March 23: Britain expels an Israeli
diplomat after accusing Israel of
forging UK passports related to the
Dubai-Hamas murder.

May 24: Australia follows Britain,
expelling an Israeli diplomat after
implicating Israel in forging Australian
passports used in the murder.

May 28: United Nations conference
calls for a nuclear-free Mideast,
singling out Israel and calling for
inspection of its nuclear facilities.

sanctions against Iran at the U.N.,
but the uproar over the violent flo-
tilla boarding could distract from
that effort, draining support from
some key, nonpermanent members
of the Security Council, including
Turkey.

“If we are getting on the nerves
of the world, this will imperil the
country and our real security goals,”
said Mr. Melman, the security ex-
pert.
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Kohler suddenly steps down

(rerman president cites lack of respect for office during backlash over Afghanistan remarks

By MARcUS WALKER

BERLIN—German President
Horst Kohler resigned unexpectedly
Monday, throwing his country into
political confusion, after saying crit-
icism of his views on German mili-
tary deployments abroad had shown
a lack of respect for his office.

The resignation baffled govern-
ment officials because there had
been no sign of pressure on Mr.
Kohler to resign.

Chancellor Angela Merkel’s gov-
erning coalition and left-leaning op-
position parties now have 30 days to
elect a new federal president, a
largely ceremonial role in Germany
but one that can carry considerable
moral authority.

Mr. Kohler said in a short resig-
nation statement that he took excep-
tion to the backlash over an inter-
view he gave to German state radio
on May 22. In the interview, made
after a visit to German troops in Af-
ghanistan, Mr. Kohler said Germans
were coming to understand that “a
country of our size, with this for-
eign-trade orientation and thus
trade dependence, must know that...
in extremis military deployments are
needed to uphold our interests, for
example open trade routes.”

Left-leaning opposition parties
attacked Mr. Kohler for suggesting
Germany should go to war to defend
its business interests—a taboo in a
country where the trauma of World
War II has made even deployments
under a United Nations mandate,
such as Afghanistan, controversial.

The president’s spokesman said
he had been willfully misunderstood,
and that his mention of upholding
“open trade routes” referred to Ger-
many’s naval participation in an-
tipiracy operations off the Horn of
Africa, not to the war in Afghanistan.

On Monday, Mr. Kohler said he
regretted that his radio comments
had been misunderstood, but that
critics had gone too far by accusing
him of advocating wars that would
violate the German constitution.
Such accusations “show a lack of re-
spect for my office,” he said.

The president of the Upper
House of Parliament, Jens Bohrnsen,
will temporarily take over as acting
president. Mr. Bohrnsen is also gov-
ernor of the city-state of Bremen
and a member of the opposition So-
cial Democratic Party.

Despite the upheaval created by

Horst Koéhler
Career highlights

1982: Joins Germany’s finance
ministry.

1990: As state secretary, Kohler
negotiates East-West German
monetary union, the withdrawal of
Soviet troops from the GDR and
the Maastrich Treaty’s framework
for European monetary union.

1993: President of the German
Savings Bank Association

2000: Appointed managing
director of the International
Monetary Fund

2004: Becomes Germany's
president.

2009: Re-elected for a second
term.

Source: The president’s office

Mr. Kohler’s resignation, it is un-
likely to have an impact on major
questions of German public policy,
such as the war in Afghanistan or
the European economic crisis, say
analysts. Mr. Kohler’s declining in-
fluence in the major national de-
bates may have been the real driver
behind his resignation, says Karl-Ru-
dolf Korte, a professor at Duisburg-
Essen university and one of Ger-
many’s leading political scientists.

The president’s resignation “is
very surprising, but his voice in the
political realm has been waning,”
Prof. Korte said.

Mr. Kohler, a former head of the
International Monetary Fund who
became popular for his broad criti-
cisms of the country’s political class,
was first elected president in 2004
and won a second five-year term in
May 2009. Under Germany’s consti-
tution, an assembly comprising fed-
eral lawmakers and delegates from
Germany’s 16 states elects the coun-
try’s president.

The resignation could add fuel to
a debate about the weakness of po-
litical leadership in the European
Union’s most populous country and
biggest economy. Ms. Merkel is un-
der fire from German lawmakers and
media for her hesitant handling of
the euro zone’s escalating financial
crisis this spring, and analysts say
the chancellor’s risk-averse style of
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Horst Koéhler at the press conference where he announced his resignation

trying to sit out problems is wearing
thin with German voters.

Only last week, Roland Koch, an-
other leading figure from Ms.
Merkel’s conservative Christian Dem-
ocratic Union, resigned as premier of
the state of Hesse and retired from
active politics. Mr. Koch, unlike Mr.
Kohler, was a divisive figure because
of his aggressive policies for dealing
with immigrants in Germany, but his
retirement prompted Germans to be-
moan the growing blandness of their
political class.

Mr. Kohler is only the second
German federal president to resign,
following Heinrich Liibke in 1969,
who stepped down two months be-
fore his term ended amid failing
health. The normally staid job of
president includes making speeches
on the state of the nation, its ethical
values and its thorny history, but
presidents also can intervene in
practical politics on occasion, in-
cluding by refusing to sign laws.

Mr. Kohler’s most notable deci-
sion was to dissolve Germany’s Par-
liament in 2005, triggering early
elections, which the left-leaning
then-chancellor Gerhard Schroder
narrowly lost to Ms. Merkel.

Ms. Merkel said Monday she had
tried to change Mr. K6hler’s mind. “I
regret this resignation to the ut-
most, but I have told him that I re-
spect this resignation,” she told re-
porters. “I have always worked very
well with Horst Kohler as president.
He was an important adviser, partic-
ularly during the economic and fi-
nancial crisis, thanks to his great in-
ternational experience.”

German Vice-Chancellor Guido
Westerwelle, who is also foreign min-
ister, echoed Ms. Merkel’s remarks. “I
have tried change his mind,” Mr.
Westerwelle said. “But the president
had made his decision. I wholeheart-
edly regret this decision.”

—Andrea Thomas
contributed to this article.

New Treasury
official in U.K.
defends past
expense claims

By PAauL HANNON

LONDON—The second-in-com-
mand at the U.K. Treasury Monday
said he hadn’t avoided paying capi-
tal-gains tax on the sale of a London
property in 2007.

Danny Alexander was appointed
chief secretary of the treasury Sat-
urday, after David Laws resigned
over allegations that he had broken
parliamentary rules in claiming as
expenses £40,000 ($57,848) he had
paid his partner in rent and other
housing costs.

That came as a major blow to
the government, which has been in
office for less than three weeks. The
chief secretary will be responsible
for identifying the spending cuts
needed to cut the government’s
huge deficit, starting with an emer-
gency budget due June 22.

But the day after Mr. Alexander’s
appointment, the Daily Telegraph
reported that he had avoided paying
capital-gains tax, or CGT, on the sale
of his former London home by des-
ignating it as his first home for tax
purposes, while claiming expenses
from Parliament on the basis that it
was his second home, his main resi-
dence being in Scotland.

In a statement, Mr. Alexander in-
sisted that he had acted within the
law, which allows home owners to
avoid paying tax on a property if
they sell it within 36 months of it
ceasing to be their only or main
home.

“I sold the Elspeth Road flat in
2007 and moved to another flat but
was advised that CGT was not pay-
able because of the operation of fi-
nal period relief, which exempts
homes from CGT for 36 months af-
ter they stop being the main home,”
Mr. Alexander said.

Capital-gains tax in general is a
pressing issue for the coalition gov-
ernment, which has said it will raise
the rate of taxation to bring it into
line with income tax rates. Capital
gains tax is currently charged at
18%, but the highest rate of income
tax is 50%.

However, the issue appears to di-
vide the two parties that make up
the coalition, with the Liberal Dem-
ocrats favoring the move as a step
toward making the tax system
fairer, while many in the Conserva-
tive Party oppose the move.

Pope sets up Irish abuse panel

By StAcY MEICHTRY

ROME—Pope Benedict XVI on
Monday tapped a group of top Cath-
olic officials, including the archbish-
ops of New York and Boston, to lead
a Vatican probe into alleged sex-
abuse cover-ups that have ripped
through the Catholic Church in Ire-
land.

The appointment of the investi-
gators paves the way for the Vatican
to take a more direct role in over-
hauling the Irish Church, which has
been rocked by government reports
that faulted local church officials for
covering up decades of sexual abuse
and rape within local dioceses and
schools run by religious orders.

The move comes as Pope Bene-
dict is under pressure to crack down

on Roman Catholic bishops across
Europe who either failed to
promptly report abuse or, in some
cases, committed acts of abuse
themselves.

Separately Monday, the Vatican
said the pope had accepted the res-
ignation of Irish-born Archbishop
Richard Burke, 61, as head of the Di-
ocese of Benin City in Nigeria. For
more than a year, Archbishop Burke
has faced allegations that he began
a sexual relationship with a woman
when she was 14 years old. The Vat-
ican’s one-line statement cited a
section of canon law used to dismiss
bishops deemed unfit for service
without elaborating on the reasons
behind the bishop’s departure.

In a statement Monday, Arch-
bishop Burke apologized for having

sexual relations with the woman,
breaking his oath of celibacy. How-
ever, Archbishop Burke denied the
relationship began when she was a
minor. “She and I had a caring rela-
tionship that began in the latter
part of 1989, when she was 21 and I
was 40,” Archbishop Burke said.
“This was entirely inappropriate be-
havior and it is something for which
I am truly sorry.”

Pope Benedict has faced criti-
cism that he hasn’t moved fast
enough to address the abuse crisis.
Since his election in 2005, the pope
has met with victims and stripped
abusive priests of their ministries.

The pope first announced the
Irish investigation, known as a “visi-
tation,” in a March letter of apology
that he wrote to Ireland’s Catholics.
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A supply vessel passes through oil floating near the site of the Deepwater Horizon spill in the Gulf of Mexico Monday.
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BP begins third try

to contain oil spill

Risky operation comes as anger in U.S. rises

By Guy CHAZAN

BP PLC, facing rising public an-
ger in the U.S., began Monday its
third attempt to contain oil from its
leaking well in the Gulf of Mexico,
but the risky operation could make
the spill worse in the short term.

The latest procedure involves
slicing off the leaking pipe at the
top of the well’s broken blow-out
preventer, placing a cap over the
leak and channeling the captured oil
and gas to a vessel on the surface.
BP officials said the procedure could
take from four days to a week, and
it already has two different caps on
the ocean floor, ready to be de-
ployed.

BP didn’t try this approach
sooner because it feared the kinks in
the pipe still attached to the blow-
out preventer were acting as a
choke on the leak. Removing the
pipe could lead to a more violent
surge of oil.

Carol Browner, White House En-
ergy and Climate Change Advisor,
said Sunday on CBS’s “Face the Na-
tion” that the flow of oil could tem-
porarily increase by 20% before the
new device is put in place.

The Obama administration is
stepping up pressure on BP as the
company’s successive efforts to con-
trol the spill—and the resulting po-
litical damage to President Barack
Obama—have failed.

BP’s Macondo well has been
spewing crude into the Gulf ever
since the rig that was drilling it for
BP, the Deepwater Horizon, caught
fire and exploded April 20, killing 11
workers.

The UK. oil giant’s palette of op-
tions for containing the spill before
relief wells are completed is dwin-
dling after the failure over the
weekend of an operation it called a
“top kill.” That involved forcing
heavy drilling mud into the well to
stop the flow of oil and gas.

BP says in the latest procedure it
will use robots to slice off the leak-
ing riser pipe where it connects to
the blow-out preventer, the huge
stack of valves that sits on the sea-
bed atop the ruptured well. A con-
tainment cap with a rubber seal will
be placed over the cut riser and will

draw up the oil and gas through a
pipe to a ship.

One early indicator of how well
the new procedure is going will be
whether the undersea robots are
able to cut the riser pipe cleanly, so
that the cap can be seated on a
smooth surface and the seal works
to prevent oil from leaking out.

Viewers of the live feed BP is
streaming from the well site could
see whether there’s a reduction in
the volume of oil and gas escaping
around the seal. That would indicate
that the cap is seated properly and
is capturing oil.

William Abel, a veteran well-con-
trol expert, says one of the dangers
is that the robots won’t succeed in
making a clean cut, and the cap
won’t seal properly. Also, once the
pipe is sliced, oil could surge out,
obscuring the view for engineers
who rely on live images streamed
from video cameras attached to the
robots. There are also doubts among
outside experts about how effective
the cap will be.

“The big unknown is how much
oil it will capture,” said Greg Mc-
Cormack, director of the Petroleum
Extension Service of the University
of Texas at Austin. One of BP’s ear-
lier containment efforts, which in-
volved inserting a tube into the leak
connected to a mile-long pipe to the
surface, only managed to collect
about 2,000 barrels a day on aver-
age—a small fraction of the total
flow.

Another potential hazard: Hurri-
cane season is about to start, and in
rough storms the ship that’s collect-
ing oil from the leak—the Discov-
erer Enterprise—may have to tem-
porarily disconnect from the cap
system and move to safety. BP says
it is building hurricane-related pre-
cautions into its plans for the con-
tainment system, which will be
“continually refined.”

BP says it is confident that cut-
ting the riser pipe won’t make the
spill worse. It says its engineers
have concluded from pressure read-
ings taken during preparations for
the top kill that obstructions inside
the blow-out preventer are imped-
ing the flow of oil, not bends in the
riser pipe.

Two Fed officials upbeat
on recovery prospects

By IN-Soo Nam
AND WiLLIAM MALLARD

Two senior Federal Reserve offi-
cials were upbeat Monday about the
U.S. economic recovery despite the
worsening debt crisis in Europe.

“Right now, the prospects for
continued growth in the U.S. remain
relatively solid,” Charles Plosser, the
president of the Federal Reserve
Bank of Philadelphia, told a news
conference during a Bank of Korea
seminar in Seoul. “I hope, I antici-
pate at this point that the U.S. won’t
have a double-dip recession.” He
added that the European -crisis
“raises some clouds on the horizon”
and that the Fed would have to “be
cautious” in response.

Charles Evans, president of the
Chicago Fed, said the U.S. recovery

is “well under way” but still-low in-
flation means the central bank
should keep rates very low “for an
extended period,” in line with its of-
ficial policy statement.

“Inflation is severely under-run-
ning price stability, so it’s still ap-
propriate to keep an accommodative
policy,” Mr. Evans told a separate
news conference at the Seoul event.

A few weeks ago, many analysts
expected the Fed to begin raising in-
terest rates by the end of 2010. As
the situation in Europe worsened in
May, those expectations have been
put off and now many analysts don’t
expect the Fed to move until 2011.

Mr. Evans said the European cri-
sis would likely damp U.S. exports
to a small degree but that for now it
wasn’t likely to have a big impact or
change the outlook for Fed policy.






