£1.50

Bahrain BD 150 - Eqypt $1.75 (C/V)
Jordan JD 2 - Kuwait KD 1 - Oman OR 2

Qatar QR14 - Saudi Arabia SR 14
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Merkel

poll setback
over bailout

By MARcUS WALKER

BERLIN—Chancellor An-
gela Merkel’s center-right alli-
ance suffered a stinging de-
feat in a crucial regional
election Sunday amid a voter
backlash against German fi-
nancial aid for Greece, adding
to Ms. Merkel’s woes as her
government grapples with the
mounting debt crisis in the
euro zone.

Ms. Merkel’s conservative
Christian Democratic Union
and its junior partner, the
pro-business Free Democratic
Party, were set to lose power
in Germany’s most populous
state, North Rhine-Westpha-
lia, according to projections
based on exit polls and early
vote counting Sunday eve-
ning. The result means Ms.
Merkel’s national government,
which also includes the CDU
and FDP, is set to lose its ma-
jority in Germany’s upper
house of parliament.

That would force Ms.
Merkel to negotiate with left-
leaning opposition parties to
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pass important economic leg-
islation, hitting her govern-
ment’s ambitions of pushing
through overhauls such as tax
cuts.

It wasn’t clear late Sunday
whether the center-left Social
Democrats, or SPD, and their
allies the Greens had won
enough vote to form a govern-
ing majority in the state legis-
lature of North Rhine-West-
phalia, which is home to

Germany’s industrial heart-
land. The CDU was widely ex-
pected to lose votes in the re-
gional election, but outright
victory for the center-left is a
surprise, and suggests rising
voter anger in the past few
days over Ms. Merkel’s deci-
sion to grant aid to Greece
may have played a decisive
role.

The CDU won 34.3% of the
vote in North Rhine-Westpha-
lia, according to preliminary
results—worse than expected
and about 10 percentage
points less than in the state’s
last election in 2005. The SPD
also won around 34.5%, but
the Greens’ strong support of
around 12.4% was set to give
the center-left a slender ma-
jority in the state legislature.

“The SPD is back,” Han-
nelore Kraft, the party’s
leader in North Rhine-West-
phalia, told her cheering sup-
porters in Diisseldorf on Sun-
day.

B Germany’s slow change of
mind about EUrope ... 7

EU scrambles ahead

of markets opening

By STEPHEN FIDLER
AND CHARLES FORELLE

BRUSSELS—European
Union finance ministers met
Sunday to agree on a bailout
fund they hoped would stem
an intensifying crisis in the
euro zone that threatens the
stability of financial markets
around the world.

With a self-imposed dead-
line to reach agreement be-
fore Asian markets opened on
Monday morning, ministers
from all 27 EU nations aimed
to assemble a package impres-
sive enough to arrest worries
about the debt problems of
euro-zone governments such
as Portugal, Spain and Italy.

Facing a fast-deteriorating
mood in markets late last

week, euro-zone leaders meet-
ing in Brussels late Friday to
set the seal on a €110 billion
($145 Dbillion) bailout for
Greece convened the minis-
ters’ meeting Sunday to pro-
vide what President Nicolas
Sarkozy of France called a
“systemic response” to a “sys-
temic crisis.”

In an indication of gather-
ing world-wide concern, the
White House said President
Barack Obama on Sunday
spoke with Mr. Sarkozy and
German Chancellor Angela
Merkel to urge “resolute ac-
tion to build confidence in the
markets.” Leaders of the
Group of 20 major economies
scheduled a telephone call
late Sunday to discuss the cri-
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A police officer guards No. 10 Downing Street on Sunday in London. The Conservatives and the
Liberal Democrats will meet again Monday to try to forge a power-sharing agreement.

U.K. coalition talks inch ahead

A weekend of deal-making
failed to create a new govern-
ment in the wake of Britain’s
inconclusive general election,
as the difficulty of striking a
workable coalition under-
scored the fact that any re-
sulting alliance may leave the
UK. with a fragile govern-
ment for some time to come.

By Alistair
MacDonald,
Laurence Norman
And Neil Shah

Britain last week woke up
to its first “hung parliament”
since 1974, after the Conser-
vative Party won more seats
than Prime Minister Gordon
Brown’s Labour Party and the
Liberal Democrats, but fell
short of securing a majority,
meaning they are reliant on
outside support to form a
government. But for the To-

ries and their leader, David
Cameron, striking such a deal
isn’t coming easy, and the
weekend ended with Mr.
Brown still in place as prime
minister.

The thrust of this week-
end’s efforts focused on talks
between the Conservative and
Liberal Democrat parties,
which together would have a
firm majority.

After a seven-hour session
of “positive and constructive
discussions” on Sunday, those
two parties will meet again
over the next 24 hours to try
to forge a power-sharing deal,
said William Hague, the Con-
servative Party’s top foreign-
affairs official.

Acknowledging that the
lack of a resolution could
spook financial markets wor-
ried about the U.K.s record
deficit, Liberal Democrat ne-
gotiator Danny Alexander said

“any agreement made will
have deficit reduction and
economic stability at its
heart.”

Labour still hopes that if
the Conservatives’ negotia-
tions break down they can
form a coalition with the Lib-
eral Democrats and other
smaller parties.

Liberal Democrat leader
Nick Clegg met with Mr.
Brown, even as his party ne-
gotiated with the Conserva-
tives. Later Sunday, Mr. Clegg
also met with Mr. Cameron in
Parliament.

But Mr. Brown faced in-
creased speculation about his
future, as several Labour law-
makers called for him to step

Please turn to page 4
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For euro land, first comes the pain,

and then the hard work will follow

By IRWIN STELZER

Germany is the
new China.

China keeps its
export machine
rolling by pegging
its yuan to the
dollar, so that America cannot
devalue its currency relative to
the yuan, and instead must live
with a large trade deficit. Which
Americans can’t afford. So China
lends America the money with
which to buy Chinese goods.

Germany keeps its export
machine rolling by in effect
pegging its currency, the euro, to
the currencies of its European
trading partners, who share that
currency. So Greece, to which
Germany sells lots of goods, can’t
devalue, and must live with large
trade deficits. Which it can’t
afford. So Germany is setting
about lending money to
Greece—other countries to follow
shortly —so that Greeks can
continue to buy Mercedes cars
and other products of the efficient
German manufacturing and
service sectors. And for good
measure, it benefits from the
falling euro, driven down by the
Greek tragedy or comedy, take
your pick, to increase its sales to
non-euro countries.

Which tells us something about
how all of this is going to play
out. In the short term, Greece’s
euro-zone partners and the
International Monetary Fund will
cover its needs. Fathom Financial
Consulting reckons that the €110
billion ($140 billion) bailout
package will cover the €50 billion
in Greek debt due to mature by
mid-2012, plus deficits the
government will incur this year
and next. That assumes the Greek
government sticks to its austerity
program in the face of continuing
riots. Then it will have to
restructure, the polite term for a
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Containers loaded in Hamburg. Germany would like a few to still go to Greece.

partial default, with unpleasant
consequences for the balance
sheets of German and French
banks, which hold €63 billion out
of €290 billion of outstanding
Greek government bonds.

The hope is that the European
Commission’s forecasts will prove
excessively gloomy, and that the
European economies will grow
more rapidly than the commission

Greece can’t devalue its
currency, and must live with
large trade deficits. Which
it can’t afford.

expects, producing at least some
additional tax revenues that
might, only might, make the
transition from red to black ink
less socially disruptive. The
commission is guessing the EU
and euro zone will grow at annual
rates of only 1% and 0.9%,
respectively, this year, and that
both will grow at 1.5% in 2011. But
it expects the economies of

Greece, Ireland and Spain to
contract, and Portugal’s to grow
at less than 1% in 2010 and 2011.
Such contractions, and even the
anemic growth predicted for
Portugal would, of course, make it
even more difficult for these
countries to reduce their deficits
to close to the 3%-of-GDP target,
and even more likely we will see
restructurings.

The economists at Goldman
Sachs think this an unduly
pessimistic outlook. They have
raised their euro-zone forecasts
from 1.25% and 1.9% for 2010 and
2011, respectively, to 1.7% and
2.2%, based on expectations that
stronger global growth and a
weaker euro will stimulate
exports, and the inventory build-
up will continue.

Reports that Spain’s economy
grew a bit in the first quarter, and
data compiled by Markit, seem to
lean in Goldman Sachs’s direction.
The EU’s private manufacturing
and service economies expanded
in each of the last nine months,
and Markit’s index of such activity
now stands at its highest level
since August 2007. New orders for

manufactured products are at
close to a ten-year high, and order
backlogs are rising. All of this
despite ash from street fires in
Athens and from a volcano in
Iceland.

Such higher, but still modest,
growth rates can ease, but not
eliminate, the crisis on euroland’s
periphery. Euro-zone policy
makers will have to be more
specific about the “stabilization
mechanism” they agreed in the
early hours of Saturday morning if
markets are to stop demanding
the almost-nine-percentage
premium over safe German IOUs
that Portugal is now forced to pay.
Austerity targets will have to be
enforced. The ECB will have to
overcome its reluctance to engage
in quantitative easing (a.k.a.
monetization), and continue to
take sovereign low-rated and junk
bonds as collateral for low-
interest loans.

Larry Lindsey, the economic
consultant who served as chief
economist to George W. Bush in
the successful years of that
president’s reign, sums it up this
way. “There are three choices:
major fiscal contraction, default,
or monetization. Pain, pain, or
pain.”

Sensible emergency measures,
of course, would only get the EU
over this crisis.

Then there is the harder, long-
term job of restoring the health of
what is now the sick man of the
global economy. Europe’s sclerotic
economies can only defuse the
ticking demographic time bomb
created by its aging population if
Europe reins in its welfare states,
reforms its labor markets, and
adopts the measures necessary to
unleash the animal spirits of
entrepreneurs. No secret how to
do that: the path is laid out in
numerous commission policy
documents. All that is required is
the political will, one of the few
things in short supply in the
otherwise underutilized European
economies.
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Ash cuts across new flight corridors

Most European airports should be open Monday as the concern switches from crashes to eroding jet engines

By DANIEL MICHAELS
AnD ANDY PASZTOR

Air travel around Europe and
across the Atlantic is likely to face
persistent disruptions over coming
days as an Icelandic volcano contin-
ues to spew ash and weather pat-
terns push the cloud into busy air-
space, aviation officials say.

On Monday, most European air-
ports should be open but trans-At-
lantic travel could face disruptions,
European air-traffic officials said in
a conference call late Sunday. For
later in the week, the situation re-
mains uncertain as Iceland’s Eyjaf-
jallajokull volcano continues to
erupt, but less forcefully than since
it first came to life on April 15, clos-
ing 80% of European airspace.

“Presently there are no indica-
tions that the eruption is about to
end,” Icelandic Met Office said Sun-
day.

Over recent days, many key
trans-Atlantic corridors and Euro-
pean airports have faced temporary
closure as plumes of ash spread
south and east from Iceland. Avia-
tion authorities are imposing the
bans in areas where they determine
the concentration of ash to exceed a
safe threshold set by jet-engine
makers last month.

For passengers, the situation re-
sembles a protracted storm that dis-
rupts normal air traffic. But the lon-
ger-term impact on jetliners is
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potentially more serious.

The persistent airspace closures
are prompting pilots and airlines to
call for greater study of the risk. Pi-
lot groups on both sides of the At-
lantic stress potential long-term
safety and engine durability issues
stemming from even relatively low-
level concentrations of ash. Airlines,
meanwhile, want to ensure the
safety bar isn’t set higher than nec-
essary. The level of volcanic ash
produced isn’t enough to snuff out

jetliner engines and potentially
cause an accident, as several volca-
nic eruptions in recent decades did.
But the fine, abrasive particles may
cause engines to age more quickly
or operate improperly, aviation offi-
cials say.

In response, meteorological of-
fices and aviation officials around
Europe have increased their analysis
of both the atmosphere and air-
planes. Weather forecasters are us-
ing satellites, lasers and specially

equipped test aircraft to judge the
ash cloud’s location and density. Of-
ficials are conferring by phone at
least four times daily.

On Tuesday, international avia-
tion safety officials are scheduled to
hold a meeting on contingency plans
for dealing with ash.

Until last month, the industry’s
standard practice was to avoid vol-
canic ash. But under intense pres-
sure from passengers and airlines,
European officials on April 19

agreed to reopen skies and only
close them when ash concentration
exceeded a density set by engine
makers. The compromise has upset
both airlines and pilots.

European airlines criticized the
lack of rigorous scientific analysis of
the threat.

“There are still several areas of
imprecision, all urgently needing to
be refined,” said Ulrich Schulte-
Strathaus, secretary general of the
Association of European Airlines in
statement Saturday. He called on
European Union air-safety officials
to take a greater role in determining
potential threats to safety.

General Electric Co., the largest
producer of commercial jet engines,
has told U.S. lawmakers the guid-
ance last month on an acceptable
level of ash was ”based on industry
experience and engineering judg-
ment.” GE is working with carriers
to improve sampling plans and de-
velop better methods to determine
long-term engine impacts.

Mr. Schulte-Strathaus at the Eu-
ropean airline association in Brus-
sels pressed the same point, but
from a different perspective. “Show
us where the true danger is, and we
will avoid it, but please demonstrate
to us that decisions which damage
our livelihood are being taken with
the most rigorous empirical sci-
ence,” he said.

—Doug Cameron contributed to

this article.

Conditions hold up
rescue of 83 miners

BY GREGORY L. WHITE

MOSCOW—Rescue workers raced
to save 83 people trapped in a Sibe-
rian coal mine after two methane
explosions over the weekend killed
at least 12, and left miners and res-
cuers trapped.

Concentrations of highly flam-
mable methane remained too great
late Sunday night to allow the crews
to return, leaving them scrambling
to restore ventilation and pump
fresh air into the mine shaft.

“The rescue efforts will resume
once the atmosphere is restored in
the mine,” said local governor Aman
Tuleyev, the ITAR-TASS news
agency reported.

Sergei Shoigu, minister of emer-
gency situations, said conditions
were dangerous. “Now, we have to
do everything possible to avoid a
third explosion,” Russian news
agencies quoted him as telling min-
ers’ families.

“There is still hope,” Sergei
Sharov, deputy head of the Mine-
Rescue Unit, told anxious relatives
in the town of Mezhdurechensk, the
Interfax news agency reported.

The first explosion struck the
Raspadskaya mine in the Kemerovo
region just before midnight Satur-
day, when 359 people were working
in the mine. A second, more power-
ful blast came about four hours
later, destroying air shafts and re-
ducing most of the mine’s above-
ground facilities to rubble, officials
said.

Of the 83 still trapped some 500
meters underground, 19 were rescu-

ers, according to officials. The twin
blasts injured 71 people.

Prime Minister Vladimir Putin
set up a commission to coordinate
rescue efforts. Mr. Putin dispatched
top officials to the disaster site to
manage operations. Mine-rescue
specialists and equipment came
from all over Russia, news agencies
reported.

Company officials told local me-
dia that there had been a sudden
build-up of methane inside the
mine, and that safety alarms had

Concentrations of highly
flammable methane
remained too great Sunday
to allow crews to return.

sounded, but the miners had no
time to escape before the first blast.
Authorities opened a criminal inves-
tigation into possible failure to fol-
low safety procedures.

The Raspadskaya mine, owned
by OAO Raspadskaya Coal Co., is
Russia’s largest underground coal
mine. It opened in 1973, and in re-
cent years had been equipped with
modern, automated safety equip-
ment, local officials said.

Raspadskaya Coal is part-owned
by Russia’s Evraz Group, a steel-
maker whose major shareholders in-
clude Roman Abramovich, an owner
of the U.K.’s Chelsea Football Club.
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U.K. pound, bonds remain at risk

Inconclusive election results leave investors worried new government will be too weak to quickly fix budget deficit

By NEIL SHAH

Britain’s financial markets may
face another roller-coaster ride this
week after swinging wildly in the
wake of Thursday’s inconclusive
U.K. election.

Investors are anxious for Brit-
ain’s political parties to quickly
form a working government amid
the country’s first so-called hung
Parliament—where no party has a
majority—since 1974. The fear: Brit-
ain’s next government will be too
weak to quickly fix its budget defi-
cit, which ranks among the biggest
in the industrialized world.

British politics won’t be the only
thing pressuring U.K. markets this
week. Much depends on efforts by
European leaders to contain the re-
gion’s growing sovereign-debt crisis,
which has fueled fears of renewed
troubles for European banks, ana-
lysts say.

But investors in London are
keenly watching the U.K. situation.
Sunday afternoon in London, the
opposition Conservatives, which
won the most parliamentary seats

and votes in the election, were
locked in talks with the No. 3 Lib-
eral Democrats. A Conservative
spokesman said it was “unlikely”
that any type of deal would be
reached before markets opened
Monday morning.

That could unnerve some inves-
tors, sparking selling of the U.K.
pound and pushing down prices of
U.K. government bonds and smaller
U.K. stocks. A large-scale selloff of
U.K. assets on Monday, however, is
unlikely, analysts say.

“I think the markets will give the
parties the benefit of the doubt” for
now, but investor jitters could push
sterling as low as $1.45 against the
dollar in coming days, says Simon
Derrick, a currency analyst at Bank
of New York Mellon. The pound
stood at $1.4821 late Friday in New
York.

The Conservatives and the Lib-
eral Democrats likely have about a
week to establish a new govern-
ment, either through a minimalist
pact or a more binding coalition,
Mr. Derrick says.

That may not be easy: The Con-
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servatives oppose the biggest item
on the Liberal Democrat agenda:
voting reforms that would effec-
tively undermine the dominance of
Britain’s two biggest parties. If the
political uncertainty drags on for
many days, financial markets may
start to assume Britain’s next gov-

ernment will be a weak minority
government—one that may try to
consolidate its power by holding an-
other UK. election. Such a scenario,
investors fear, could mean putting
off fiscal reforms and risking a cut
to Britain’s triple-A credit rating.

Major ratings firms have said
they will wait for a new government
to present a plan before weighing in
on the UK. credit rating.

The combination of election-
driven worries whipsawed U.K. mar-
kets late last week, while concerns
about Europe’s debt crisis made the
battering even worse.

On Thursday, the U.K. pound
slumped from $1.51 against the dol-
lar to $1.4833 as investors worried
about contagion from Europe’s debt
crisis. Once exit polls were released
in London at 10 p.m., the pound
slipped again, before shooting
higher to $1.49 on hopes of a clear-
cut Conservative majority. The
pound then fell again, dropping be-
low $1.45, in the early hours of Fri-
day morning while prices of UK.
government bonds also slumped
dramatically. By the end of Friday,

however, the pound had largely re-
covered its losses, returning to
$1.48, after Conservative leader
David Cameron offered an alliance
to the Liberal Democrats and credit-
ratings firms said the hung Parlia-
ment wouldn’t automatically mean a
downgrade to Britain’s rating.
Moody’s Investors Service has ex-
pressed confidence that British poli-
ticians are capable of coming up
with a tough deficit-cutting plan
even amid a hung Parliament.

The blue-chip FTSE 100 skidded
7.8% on the week, including a 2.6%
drop Friday, although the declines
largely were because of worries
sparked by fears that Greece’s woes
would spread to other countries and
to banks. It was the index’s fourth
consecutive weekly decline, putting
it at its lowest close since Feb. 9.

The U.K.’s Bank of England
makes its monthly decision on
short-term interest rates Monday,
and analysts expect no major
change, keeping interest rates at
0.5%. Yields on 10-year government
bonds fell for the week, although
they rose Friday.

Weekend

Continued from first page
down. One cabinet minister, who de-
clined to be named, said it isn’t the
time for such conversations, given
the political system is in flux.

“It’s a game of poker, in which
none of them know their opponents’
hands because they don’t know if
they will be able to get their parties
on board,” said John Curtice, pro-
fessor of politics at the University of
Strathclyde. “This is high-stakes
stuff, and it could drag on into the
following weeks.”

The three-way discussion demon-
strates how shaky nearly any result-
ing alliance would be as it at-
tempted to move forward and
govern.

The Tory-LibDem talks could pro-
duce a solid Parliamentary majority,
but are weighed down by the fact
that the parties disagree on many
issues, most importantly electoral

Investors are anxious for the
political parties to quickly
form a working government,
fearing that the next
government will be too weak
to fix its massive deficit.

reform, which is a core issue for the
Liberal Democrats but which is
widely resisted within the Conserva-
tive Party.

At the same time, any Labour--
Liberal Democrat coalition would be
hampered by the fact that, even to-
gether, they don’t form a majority.
Regardless, in their talks with the
Liberal Democrats, both Labour and
the Conservatives are wary of giving
away too much.

As he attempts to become prime
minister, Mr. Cameron—whose party
won 305 seats on Thursday, 21 short
of majority—could seek to operate
as a minority government, or in
some kind of informal partnership
with the Liberal Democrats. But

talks fail

such an arrangement could fuel the
unhappiness with Mr. Cameron
within the party’s own ranks, where
there is an undercurrent of discon-
tent over his inability to lead the
Conservatives to a big win in an
election where that once seemed a
foregone conclusion.

Mr. Cameron knows he has to
persuade his party. Seeking to win
their backing, Mr. Cameron held
meetings and took calls from Tory
members of Parliament on Sunday
evening, a spokeswoman said.

Mr. Cameron will hold a meeting
with the Conservative Party on
Monday evening.

Britain’s financial markets may
face another rollercoaster ride this
week after swinging wildly in the
wake of last Thursday’s result.

Investors are anxious for Britain’s
political parties to quickly form a
working government to fix its mas-
sive budget deficit, which is the
largest deficit among the major
economies. Fears of a weak govern-
ment could spark selling of the UK.
pound and push down prices of gov-
ernment bonds and smaller U.K.
stocks.

Howard Archer, chief European
and UK. economist at IHS Global In-
sight, said that with markets al-
ready nervous, the absence of a deal
would “leave sterling, the FTSE and
gilts vulnerable to a major sell-off
on Monday.”

Simon Derrick, a currency analyst
at Bank of New York Mellon, added
that “I think the markets will give
the parties the benefit of the doubt”
for now, but investor jitters could
push sterling as low as $1.45 against
the dollar in coming days.

Mr. Derrick said that the Conser-
vatives and the Liberal Democrats
likely have about a week to forge
some sort of agreement, whether a
bare-bones pact to keep the govern-
ment going or a stronger coalition
government.

That may not be easy. The Con-
servatives may struggle to agree on
one of the biggest items on the Lib-
eral Democrat agenda: an electoral

to create a U.K. government
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Conservative Party foreign affairs spokesman William Hague, center, with Shadow Chancellor George Osbourne, right, and
policy chief Oliver Letwin, left, shown after meetings with representatives of the Liberal Democrats on Sunday.

system based on proportion of the
vote rather than the number of
seats, which typically works against
smaller parties.

Other sticking points include
whether the Conservatives will
agree to Liberal Democrats’ taxation
demands, aimed at reducing the
burden for the poorest in a manner
that some Conservative members of
Parliament find unpalatable.

Many Conservatives believe such
a move would weaken their party’s
position in a country they have
ruled on and off for almost two cen-
turies.

Proportional representation
would likely award more seats to
the Liberal Democrats, who in the
past two elections have won nearly
a quarter of the vote but only about
10% of the seats.

That could allow the two center-
left parties—Labour and Liberal
Democrats—to form a long-term al-

liance depriving the Tories of power
for years to come.

Mr. Clegg received the go-ahead
from his party to talk with the Con-
servatives on Saturday, but will
need backing for any kind of deal
from three-quarters of the party.
Many members see themselves as
closer to Labour than Conservative
ideology.

One senior Liberal Democrat offi-
cial, Simon Huges, said on Sunday
that the case for a new electoral
system was “unarguable.”

Both parties also must decide
whether they will agree to a formal
coalition government, in which the
Liberal Democrats take cabinet posi-
tions, or an informal agreement in
which the Liberal Democrats back a
Conservative minority government
in return for policy concessions. In
this high-stakes game, the Conser-
vatives can’t risk driving the Liberal
Democrats into Labour’s arms. Nor

do they want to govern as a minor-
ity government pushing through un-
popular public spending cuts and
risk losing out in an election that
past precedent suggests follows
soon after a hung parliament.

Labour lawmakers also don’t
want to get into bed with the Lib-
eral Democrats if it means electoral
reform.

Labour’s own platform has prom-
ised reform, but stopped short of
promising full proportional repre-
sentation.

One cabinet minister, who de-
clined to be named, asked why the
Liberal Democrats performed so
poorly if electoral reform was so im-
portant to the British voters. Some
Labour lawmakers believe a period
in opposition wouldn’t be so bad,
given that a period of minority rule
for the Tories in which they have to
force through budget cuts won’t en-
dear them to voters.
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How Cleggmania got,
and lost, momentum

By PAUL SONNE

LONDON—So much for “Clegg-
mania.”

Just days ago, the rollercoaster
British election appeared to herald
the arrival of a potent new player in
U.K. politics—the Liberal Democrats,
who rode party leader Nick Clegg’s
TV debate performances to an ap-
parent surge in popularity.

Election night brought a rude
surprise: The party not only per-
formed far worse than expected, but
it actually lost five seats since the
last election.

It was small consolation that the
party won 23% of the popular vote,
compared to the 29% won by Labour
and the 36% won by the Conserva-
tives.

“We simply haven’t achieved
what we had hoped,” Mr. Clegg said
in his home district of Sheffield
early Friday.

Patrick Dunleavy, a professor of
politics and public policy at the Lon-
don School of Economics, blamed
the party’s fall on missteps by Mr.
Clegg.

“They had this huge, rock-star
moment after the first debate—and
at that point the connection with re-
ality got a bit weak,” Prof. Dunleavy
said. Mr. Clegg, he said, alienated
potential supporters by crucifying
the Labour Party and casting doubt
over the possibility of a partnership
with Gordon Brown.

“Why do you think so many rock
bands have a great first album and
then crash out?” he said. “Because
they believe their own hype.”

The Liberal Democrats, a center-
left party that champions issues
such as civil liberties, also found it-
self steamrolled by richer and more
established Conservative and La-
bour party machines.

Ruth Polling, a Liberal Democrat

councilor in Islington, said the La-
bour Party bussed campaigners and
canvassers into the district in large
numbers. She also said the two ma-
jor parties, feeling threatened by
the rise of a third, ganged up to
squeeze the Liberal Democrats in
the final days.

The economy was also a factor.
Of the three top candidates, Mr.
Clegg has advocated the closest ties
to Europe.

Many Britons seized on that as a
negative, particularly in light of the
recent debt turmoil in Greece and
Spain.

In a statement released Friday,
Mr. Clegg said British voters turned
out to be too scared to vote for a
lesser-known third party in these
times of economic uncertainty.

The Conservatives persuaded
voters that a hung parliament would
bring instability and economic de-
cline, leading many to vote against

Hung up | The vote results

New Parliament, 650 seats (outer ring)
326 needed for majority

Liberal Democrats —-—|
—— O ther

(-6 seats)

Conservatives 2
(+113 seats) 4

Source: BBC

the Lib Dems in areas where they
were going head-to-head with the
Tories, according to Geoff Juby, who
just made his third unsuccessful bid
for parliament on the ticket in Kent.

Many say the media also dealt a
blow. Sue Doughty, a Liberal Demo-
crat candidate who failed to oust
the Conservative incumbent in the
borderline constituency of Guild-
ford, said Britain’s politically
aligned newspapers went after the
party with an unprecedented feroc-

Oold Parliament\
646 seats
(inner ring)

Labour
(-87 seats)

ity and influenced Britons to vote
against the third party.

“Before we had the Cleggmania
moment, we hadn’t had the full
glare of the newspapers on us, for
the positive or for the negative,”
Ms. Doughty said. “Elections are
very much controlled by what peo-
ple read on those newsstands the
last day.”

—Jeanne Whalen
and Alistair MacDonald
contributed to this article.
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(Germany is torn over role in region

Turmoil could force the country to choose between its twin ideals: financial stability and euro-zone unity

By MARcus WALKER
AND MATTHEW KARNITSCHNIG

LUDWIGSHAFEN, Ger-
many—Helmut Kohl, frail and con-
fined to a wheelchair, returned to
public view last week, imploring his
countrymen not to abandon the goal
he spent his political life pursuing:
a united Europe.

“Today, I am convinced more
than ever that European unification
is a question of war and peace for
Europe and for us, and the euro is
part of our guarantee of peace,” the
former chancellor, his voice uneven
and raspy, told guests at a celebra-
tion for his 80th birthday.

As Chancellor Angela Merkel
looked on, Mr. Kohl issued a thinly
veiled critique of her reluctance to
help Greece, saying he couldn’t un-
derstand “people who act as if
Greece doesn’t matter.” Of course
the situation is difficult, but Ger-
many must pull out all the stops, he
said, drawing applause from the
crowd.

The scene underscored the
threat Greece’s turmoil poses to
monetary union, the grandest ex-
pression of the European continent’s
drive toward integration. Mr. Kohl
led the unification drive two de-
cades ago. Now the increasingly dis-
ruptive debt problems in Greece and
elsewhere post the question: What
price is Germany willing to pay to
save Europe?

Germany’s parliament gave ap-
proval Friday to a contribution of
€22.4 billion ($28.3 billion) toward
a joint European Union-Inter-
national Monetary Union aid pack-
age for Greece. Even as it did so,
critics of the euro sought a court in-
junction to block the aid.

Ms. Merkel’s center-right alliance
suffered a defeat in regional elec-
tions Sunday in Germany’s most
populous state, North Rhine-West-
phalia, amid rising voter anger over
the bailout of Greece. Center-left
opposition parties were set to win
power in the region, according to
exit polls and early vote counts.

The result means Ms. Merkel’s
conservatives will lose control of
the upper house of German parlia-
ment, forcing the chancellor to ne-
gotiate with left-leaning opposition
parties in order to pass economic
legislation. That effectively means
her government is unlikely to be
able to cut income taxes, a key con-
servative aim.

Germany, still scarred by the
economic disarray that fueled Hit-
ler’s rise in the ’30s, is widely seen
as the euro zone’s fiscal scold, de-
manding Teutonic frugality from
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Joachim Starbatty of the University of Tubingen sued to block a euro-zone bailout of Greece.

other members. The country re-
ceives less attention for the role it
has played in driving European inte-
gration over the past 60 years, es-
pecially under Mr. Kohl, often put-
ting its own interests behind those
of what Germans sometimes call
“the European project.”

Now, Europe’s debt crisis could
force Germany to choose between
its twin ideals: financial stability
and European unity. Berlin’s contri-
bution to rescue loans for Greece is
less than 1% of Germany’s gross do-
mestic product. But similar bailouts
for Spain and Portugal, in case these
too prove necessary, could require
Germany to lend the equivalent of
more than $200 billion.

Though this is well under the
€500 billion the government put up
to bail out its own banks in 2008,
Germany’s willingness to pay for
profligate neighbors is being
stretched. The burden of helping na-
tions besides Greece could force
Germany to cut its own budget, at a
time when it’s already asking its
people to endure more belt-tighten-
ing.

“A second bailout like Greece
will hardly be politically possible,”
says Michael Hiither, director of the
Institute for the German Economy, a
think tank. “The political consensus
in Germany won’t tolerate this end-
lessly.”

The mounting credit crisis on the
euro zone’s fringe has hardened
skepticism about a currency that a
majority of Germans were reluctant
to adopt in the first place. More
than a decade after its introduction,
over 60% of Germans still say the
euro has brought more disadvan-
tages than gains, according to poll-
sters Infratest Dimap. A similar per-
centage opposes extending financial
help to Greece.

The tabloid newspaper Bild has
assailed the bailout plan in blaring
headlines for the past two weeks.
“What Will It Costas?” a headline
said recently, making a play on a
common Greek name. “Euroland is
Burning,” said German news maga-
zine Der Spiegel. “What will Happen
to Our Money?” asked the high-
brow weekly Die Zeit.

Friday’s front page of the Frank-
furter Allgemeine Zeitung, an influ-
ential voice of German conserva-
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tism, said Europe’s usual method of
papering over cracks with German
money “has reached its limits now
that the issue is the bankruptcy of
whole states and the clash of cul-
tures.”

The Greek aid plan faces a court
challenge filed Friday by a univer-
sity economist, Joachim Starbatty,
and by other prominent critics of
the euro. On Saturday Germany’s
highest court rejected the critics’
demand for a temporary injunction
to block aid payments immediately,
but the court hasn’t ruled yet on the
aid’s legality. The challenge is taken
quite seriously, because the EU
treaty that created the euro outlaws
bailouts except under extraordinary
circumstances.

Prof. Starbatty, who in the 1990s
tried to keep Germany out of the
euro, says wages and other business
costs have for decades risen faster
in Southern Europe than in North-
ern Europe.

Southern countries such as Italy,
Greece and Spain used to let their
currencies sink to compensate for
their higher inflation, but the ar-
rival of a common currency ended
that, and the countries instead bor-
rowed to sustain their expensive
habits.

“There is a deep fissure across
the euro zone” separating the disci-
plined North from the more-lax
South, says Prof. Starbatty, sitting in
his cluttered office in the medieval
university town of Tiibingen.

For Germany to shoulder some of

its neighbors’ debt burden, Prof.
Starbatty says, is incompatible with
the strong, stable euro Germany
promised its citizens. He says a
country like Greece can escape its
bind and resume growth only if it
quits the euro, restores the drachma
and devalues it, and reaches a deal
with lenders to restructure debts.
He advocates a shrunken euro bloc
with just the healthiest economies,
such as Germany, Austria, the Neth-
erlands, Finland and possibly
France.

“Economically, you can imagine
anything,” responds Hans-Werner
Sinn, a prominent German econo-
mist, about the idea of contracting
the euro zone, which now comprises
16 nations. “Politically, it would
mean the breakup of the European
Union. Southern European countries
would see it as such as affront that
there would be further conse-
quences.”

A North-South schism would un-
dermine decades of effort by Ger-
many to overcome Europe’s divi-
sions. A majority of Germans still
share former Chancellor Kohl’s con-
viction that only a Europe whole
and friendly can deliver the peace
and security they yearn for to es-
cape a history of war, tyranny and
collapse.

That yearning for harmony even
led to the sacrifice of the German
mark, the symbol of West Germany’s
postwar prosperity.

Mr. Kohl committed to European
monetary union when, as he set out
to reunite Germany upon the fall of
the Berlin Wall, he was dismayed to
see the hostility and suspicion
shown him by leaders of France and
other European countries. Mr. Kohl
reassured them by saying that he
wanted both a united Germany and
a united Europe.

The promise of a single currency
was the centerpiece of the 1992
Maastricht Treaty on European
union. The treaty failed to achieve
the cohesive political union Mr. Kohl
wanted, however, creating an awk-
ward hybrid: an economic zone with
a single currency and central bank,
but no federal government.

The inception of the euro in
1999, and of euro coins and notes in
2002, divided Germans. A majority
resented losing the mark.

Corporate Germany, however,
had come to see the mark’s strength
as a problem. Its periodically rising
exchange rate priced German goods
out of export markets, especially
during economic downturns, when
other European currencies such as
the Italian lira, Spanish peseta or
French franc sagged.

The mark’s appreciation “gave us
a massive competitiveness problem
in the 1990s,” says Peter Bofinger, a
member of the government’s council
of economic advisers. “If the good
fairy came and gave us back the
mark, it would immediately rise by
20% and all of our gains in competi-
tiveness in the last 10 years would
be gone” he says.

Most of Germany’s growth in the
past decade has come from exports,
and trade with Southern Europe has
played a major role. German car
makers, engineering companies and
the like have won rising market
shares by keeping a tighter lid on
wages than did rivals in some coun-
tries. With the euro, German busi-
ness no longer had to worry about
Southern Europeans devaluing their
currencies to become more competi-
tive.

Today, Europe’s sluggish recov-
ery from recession means euro-zone
markets are losing some of their im-
portance for German business. Com-
panies such as Siemens AG and
Volkswagen AG expect much of their
future growth to come from China
and other developing economies.

Still, German companies see bail-
outs as a price worth paying to pre-
serve the euro zone. Karl-Ludwig
Kley, chief of pharmaceutical com-
pany Merck KGaA of in Darmstadt
(no relation to the U.S.’s Merck &
Co.), says, “Europe will remain a key
market” for his company.

The official line in Berlin is that
European unity and financial recti-
tude still go hand in hand. Greece
will turn itself around under heavy
pressure from the International
Monetary Fund, German politicians
say, adding that the fiscal strains in
Portugal and Spain aren’t compara-
ble to Greece’s.

The crisis could become a defin-
ing moment for Ms. Merkel, a risk-
averse politician who prefers to
manage problems with small steps
rather than leap boldly forward as
Mr. Kohl did 20 years ago. Ms.
Merkel has been criticized through-
out her political career as lacking
vision and a sense of historic pur-
pose.

Leo Dautzenberg, a lawmaker in
Ms. Merkel’s Christian Democratic
Union, says the bonds that hold to-
gether the euro must be strength-
ened. He says the goal is not a
“transfer union” in which Germany
subsidizes others but “a stabilizing
system that intervenes earlier”
when countries stray from fiscal and
economic responsibility.

The result could be a Europe in
which Germany, through EU institu-
tions, imposes controls over welfare
states, labor markets and other pol-
icy areas in other euro-zone coun-
tries. But that would require an end
to Germany’s shyness about throw-
ing its weight around, which runs
deep in today’s political culture.
“It’s a tall order,” says Josef Joffe, a
German newspaper publisher. “It’s
not part of the German postwar
character,” he says.

—David Crawford and
Vanessa Fuhrmans
contributed to this article.
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IMF approves big Greece bailout

Unprecedented loan totaling $38 billion is expected to help placate markets and investors

EU scrambles

for agreement
before markets
open on Monday

Continued from first page
sis.

The strains in financial markets
have grown along with disappoint-
ment among investors over how Eu-
ropean officials have handled the
crisis in the months since it became
clear that Greece was having trouble
refinancing its debts.

Last week, pressures also began
to build on European banks, where
worries about their investment and
loan exposure to Greece led to rising
borrowing costs. It also sent the
euro, the common currency of 16 EU
countries, to its lowest levels since
last March.

According to European officials,
two mechanisms were under discus-
sion by ministers.

The first would extend to euro-
zone nations a facility that has been
used to provide financial help for
non-euro countries such as Hungary,
Latvia and Romania. An expansion
of that from €50 billion to €110 bil-
lion was under discussion, one offi-
cial said.

The second, potentially more
controversial, proposal was aimed
at providing debt guarantees for eu-
ro-zone governments.

The European Central Bank was
also expected to make an announce-
ment, possibly to avert concerns
about funding difficulties at Euro-
pean banks, analysts said.

Meanwhile, Spain and Portugal
have decided to make additional
spending cuts to bring down tower-
ing budget deficits more quickly,
government spokespeople said.

The measures being discussed in
Brussels make clear how far the fi-
nancial crisis is stretching the
founding principles of the common
currency. Those principles empha-
size that each euro-zone country is
committed to managing its own fis-
cal affairs.

This fiscal independence, how-
ever, has been one of the principal
causes of the current crisis, allowing
Greece to generate budget deficits
and build up government debts to
levels that many investors view as
unsustainable.

In an effort to correct that fatal
flaw, euro-zone governments are be-
coming more dependent on one an-
other, a step that seems likely to re-
quire much closer coordination over
fiscal policy and penalties for
spendthrift governments. Until now,
governments have resisted this in-
terference with their independence
to tax and spend as they choose.

Thus the EU treaties contain a
so-called no-bailout clause, which
forbids the bloc itself or any mem-
ber to “be liable for or assume the
commitments of” another EU coun-
try. The treaties also prohibit the
European Central Bank from either
extending credit to countries or pur-
chasing their debt directly.

To work around these obstacles,
European officials appear to be rely-
ing on vaguer parts of the treaties,
or on novel interpretations.

One complication Sunday was
that, while the mechanisms were
being designed for the 16 countries
of the euro zone, they also needed
agreement from at least some of the
other 11 EU countries that don’t use
the common currency, such as the
UK.

—Adam Cohen, Tom Lauricella
and Laurence Norman
contributed to this article.

By Ian TALLEY

WASHINGTON—The  Interna-
tional Monetary Fund on Sunday ap-
proved a three-year, €30 billion ($38
billion) loan to help pull Greece out
of an economic quagmire.

The unprecedented IMF loan, the
largest financial commitment the in-
stitution has ever made to a single
country, is part of a €110 billion IMF
and European Union package that
includes conditions requiring Ath-
ens to tighten its fiscal belt and

raise taxes.

The IMF said around €20 billion
in financial support would be imme-
diately available to Greece from the
joint package. The IMF will contrib-
ute €10 billion as part of the pack-
age total of €40 billion for 2010.
IMF’s total funding represents 32
times Greece’s IMF quota, its share
of contributions to the fund.

IMF Managing Director Domin-
ique Strauss-Kahn acknowledged the
road ahead for Greece would be dif-
ficult, but he called the reform pro-

gram credible and achievable.
"Today’s strong action by the
IMF to support Greece will contrib-
ute to the broad international effort
under way to help bring stability to
the euro area and secure recovery in
the global economy,” said Mr.
Strauss-Khan. “Implementation is
now the key.” Under the terms of
the deal, Greece will cut its budget
deficit from a record 13.6% of GDP
last year to 8.1% this year, and be-
low an EU ceiling of 3% by the end
of 2014, translating into €30 billion

in combined spending cuts and
higher taxes.

IMF officials have said they’re
confident the measures are enough
to bring the Mediterranean country
back from the brink. Although the
fund expects Greece’s real GDP to
decline 4% this year, it forecasts
growth of 1.1% in 2012.

Markets remain skeptical that
Greece will have the discipline to
see the required reforms through
and that its economy will be able to
grow enough to repay their loans.
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U.S. real estate’s far reach
to continue to hurt recovery

-

Associated Press/NBC

U.S. Attorney General Eric Holder, on a Sunday talk show, said Faisal Shahzad didn’t act alone as previously thought.

Attack linked to Taliban

U.S. says Pakistani militants aided in New York bombing attempt

By EVAN PEREZ

WASHINGTON—Pakistan’s Tali-
ban militants were behind the
botched May 1 Times Square bomb-
ing in New York, top administration
officials said, reversing earlier U.S.
claims casting doubt on such a con-
nection.

Attorney General Eric Holder
told ABC News’s “This Week” talk
show, one of two Sunday shows on
which he was scheduled to appear,
that “We’ve now developed evi-
dence that shows that the Pakistani
Taliban was behind the attack,” ac-
cording to an excerpt of the show’s
transcript.

The excerpt didn’t detail what
possible evidence might have led
U.S. authorities to change their view
from last week that the suspect,
Faisal Shahzad, had likely acted
alone. Mr. Shahzad, a 30-year-old,
Pakistani-born U.S. citizen, has ad-
mitted to investigators that he built
the bomb and rigged it to explode in
a 1993 Nissan Pathfinder in New
York City’s bustling Theater District
packed with tourists, U.S. officials
say. He at least initially claimed to
have acted alone, according to au-
thorities, and the unsophisticated
nature of the bomb led them to give
that claim credence.

If proven to be true, the link to
the Pakistani Taliban would demon-
strate a new reach by the militant
group, which is known to be behind
bombings inside Pakistan. U.S. and
Pakistan authorities had believed
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that the group didn’t have the capa-
bility to carry out operations much
beyond the country.

“We know that they helped facil-
itate it,” Mr. Holder said. “We know
that they probably helped finance it.
And that he was working at their di-
rection.”

U.S. investigators’ view of Mr.
Shahzad’s alleged links to estab-
lished terror groups began to
change late in the week after inves-
tigators gathered other proof, in-
cluding electronic evidence from his
computer and information gleaned
by investigators in Pakistan, where
at least one alleged contact was de-
tained by authorities in the after-
math of the bombing attempt, U.S.
law-enforcement officials said.

Investigators are now
focusing on the financing of
the attack, which cost
approximately $2,000.

Investigators are now focusing
on the financing of the attack, which
cost approximately $2,000, plus how
Mr. Shahzad covered his living ex-
penses as he allegedly plotted the
attack in recent months.

The initial investigation has
found that Mr. Shahzad hand-car-
ried into the U.S. and declared cash
totaling $82,500 in increments of
about $20,000 between Jan. 16, 1999
and April 24, 2008, a U.S. official fa-
miliar with the matter said. The U.S.
government recorded Mr. Shahzad’s
cash cargo in the Treasury Depart-
ment’s Treasury Enforcement Com-
munications System, a database
used to store information on people
who might otherwise not trigger
law-enforcement suspicion.

The cash is likely explained by
the fact that Mr. Shahzad came to
the U.S. as a student, and people
from developing countries often
prefer to use cash instead of banks,
U.S. officials said. They said investi-
gators don’t believe that the money
was used in the New York bombing
attempt.

Instead, officials are focused on
other sources of cash, including cou-

riers commonly used in immigrant
communities to carry cash to and
from the U.S., officials said. So far
investigators haven’t found evidence
that anyone else in the U.S. was in-
volved with Mr. Shahzad’s plot, the
officials said.

John Brennan, President Barack
Obama’s homeland security and
counterterrorism adviser, said in a
separate interview on CNN on Sun-
day that Mr. Shahzad apparently
“was working on behalf of the Teh-
rik-e-Taliban Pakistan, the ‘TTP.’
That’s the Pakistan Taliban. This is
a group that is closely allied with al
Qaeda.”

Mr. Brennan told Fox News that
TTP trained, funded and met exten-
sively with Mr. Shahzad to plan the
attack. Mr. Brennan said both al
Qaeda and the Pakistani Taliban
groups are operating with degraded
capabilities, which means that at-
tacks on American soil and in other
areas are smaller in scope.

On Friday, Pakistani and U.S. in-
vestigators questioned four alleged
Islamist militants who may have had
contact with Mr. Shahzad, according
to people familiar with the matter.

The overseas portion of the in-
vestigation was focusing on Karachi,
a southern port city of 18 million
people where police last week de-
tained the four alleged militants.
The men are believed to belong to
Jaish-e-Muhammad, one of several
Pakistani extremist groups active in
the border regions near Afghani-
stan.

Police and intelligence officials
said at least one of those arrested,
Mohammed Rehan, was a conduit
who took Mr. Shahzad to Pakistani
Taliban training camps in the north-
west of the country. “We are di-
rectly looking at who did he have
contact with while in Pakistan, what
did he do, who is supporting him
and why,” U.S. State Department
spokesman P.J. Crowley said.

Mr. Rehan was picked up last
Tuesday at the Bathha Mosque in a
middle-class suburb of Karachi,
where Mr. Shahzad’s father-in-law
and his family also live, according to
Pakistani authorities.

—Tom Wright
and Siobhan Gorman
contributed to this article

By CONOR DOUGHERTY

Highflying property prices
drove the most-recent U.S.
economic boom, and a collapse in
real-estate values hammered it
back down. Now, as the economy
struggles to regain its strength,
real estate is expected to continue
to act as a brake, rather than a
accelerator.

Despite clear signs of revival in
the larger economy, including
upturns in manufacturing and
consumer spending, the nation’s
market for homes and office
buildings remains mired in
foreclosures and oversupply. That
imbalance will be worked out over
time, but in the meantime, it is
slowing the recovery in myriad
ways.

Here’s how it breaks down:

Less construction means
fewer jobs. Construction is a big
employer and one of the better-
paid sectors for men who lack a
college degree. The sector has
shed 2.1 million jobs from its peak
in March 2007 to April 2010. The
5.6 million construction jobs that
are left comprise 4% of U.S. jobs,
down from 6% when employment
peaked in December 2007.

With the glut of houses, offices
and malls already pressuring the
real-estate market, many of these
jobs will not come back for a
while, putting added pressure on
unemployment even as growth
resumes. Indeed, construction
spending is running 13% below its
year-ago level and about 25%
below the boom-year peak.

Home owners who once felt
rich are feeling poorer.
Throughout the boom, consumers
used their home equity to borrow
and spend as they watched
housing prices soar. The ratio of
dollars taken out of homes to total
personal income—a gauge of how
much consumers are pulling out
of their homes relative to how
much they make in wages and
other income—fell the last three
quarters of 2009. During the
boom years, that ratio got as high
as 9% nationwide, according to
Moody’s Analytics.

While real-estate prices have
stabilized, they are unlikely to
regain prerecession values for
years. That has left many
consumers with a pile of debt but
not much home equity to be used
for investment or spending, a big
reason why economists believe

Still adrag

recent gains in consumer
spending aren’t sustainable. “The
housing market, since it was the
epicenter of the crisis, is also
central to the feeble recovery,”
says Ethan Harris, an economist
at Bank of America Merrill Lynch.

Small businesses aren’t
borrowing as much. While bigger
companies can access the now-
recovered market for bonds and
other debt, many smaller
companies—which are key job
generators—use the value of their
own property to secure bank
loans. As the value of those
holdings has fallen, so too has
their ability to get loans, crimping
investment and hiring at a time
when the recovery is gaining
Steam.

Some 49% of small businesses
own at least part of the
commercial buildings in which
they are located, and the majority
of them have mortgages,
according to the National
Federation of Independent
Business. But as real-estate values
have fallen, so has this source of
equity, limiting how much a bank
can lend them. U.S. nonfinancial
companies had $6.3 trillion in
real-estate assets at the end of
2009, down 33% from 2007,
according to the U.S. Federal
Reserve. That drop is a big reason
why corporations’ total net worth
fell to $12.9 trillion from $15.9
trillion over the same period.

With the value of collateral so
depressed “the ability for many
small employers to borrow will be
constrained precisely as sales
begin to strengthen and new
investments are warranted,” wrote
the National Federation of
Independent Business in a recent
report on small-business credit
conditions.

Lower real-estate values
translate into lower property
taxes, crimping government
spending. State and local
governments employ 20 million
police officers, teachers and other
employees, roughly 15% of the
work force and more than in all of
manufacturing. But much of the
money to provide services and
pay employees comes from
property taxes, which depend on
property values. Even as the
economy and job market recover,
local governments are cutting
employees as they grapple with
the worst budget deficits in a
generation.

Real estate itself is but a small
share of the U.S. economy, but its
tentacles reach far.

Total construction spending at a seasonally adjusted annual rate
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Source: U.S. Census Bureau
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Taliban threaten
an Afghan offensive

Agence France-Presse/Getty Images

Relatives and friends mourn antigovernment demonstrators who were killed last month in clashes in Bangkok.

Thai peace out of reach

Hopes of settlement fizzle after fresh violence; new protesters arrive

By PATRICK BARTA

BANGKOK—Hopes of an immi-
nent settlement in Thailand’s con-
tinuing political crisis dimmed fur-
ther after violence hit the capital
again over the weekend and thou-
sands of new antigovernment pro-
testers arrived from rural areas.

Prime Minister Abhisit Vejjajiva,
who came to power with military
backing in a 2008 parliamentary
vote, appealed to protesters Sunday
on nationwide television to stick
with a previously announced recon-
ciliation plan designed to end the
two-month impasse in which red
shirt-wearing protesters have occu-
pied key parts of the city and
brought many businesses to a stand-
still. The plan calls for new elections
on Nov. 14 and for independent in-
vestigations into recent political vi-
olence, among other steps.

Mr. Abhisit said protesters need
to decide soon whether they will ac-
cept the plan’s terms, which would
mean vacating the large section of
central Bangkok they have occupied
for several weeks.

But in the Red Shirt zone, pro-
testers gave no indication they in-
tend to leave anytime soon. On Sun-
day, the area was noticeably more
crowded than a week earlier, with
some of the thousands of protesters
playing board games and watching
DVDs of past gun battles with gov-
ernment security forces.

Optimism had soared the week
before, when Mr. Abhisit on May 3
proposed the reconciliation plan.
Red Shirt leaders, who represent a

large bloc of Thailand’s rural poor
as well as others dissatisfied with
the current government, initially
voiced qualified support for the ini-
tiative, which also calls for possible
changes to Thailand’s constitution.
Some analysts say protest leaders
want to wrap up a deal soon as the
rainy season begins and some of
their core supporters turn their at-
tention to planting a new crop.

But talks bogged down late last
week, as Red Shirt leaders de-
manded more specifics, including a
precise date for when the govern-
ment plans to dissolve parliament.
That date is viewed as crucial, as it
could determine who controls the
government during a shuffle of top
military leadership scheduled for
September.

Another group of demonstrators
allied with the country’s royalist es-
tablishment said late last week it
opposes any compromise, and
pressed the government to take a
harder line on the protesters. Many
Bangkok residents are afraid that
those known as Yellow Shirt activ-
ists, who brought down a previous
government in 2008 when they oc-
cupied Thailand’s main airport,
could take to the streets if Mr. Ab-
hisit reaches a deal with the latest
protesters, wreaking further havoc.

Tensions escalated late Friday
and early Saturday. Two policemen
were killed and a dozen people
wounded when unknown assailants
fired guns and grenades on the out-
skirts of the main protest zone in
Bangkok’s central business district.
Those battles—which both sides

blamed on unnamed provocateurs
possibly out to undermine the rec-
onciliation process—brought the
death tally in Thailand’s political
troubles over the past two months
to 29, including 25 killed in gun-
fights on April 10. Hundreds have
been injured.

On Saturday morning, an esti-
mated five thousand new protesters
began arriving in convoys from ru-
ral strongholds north of the capital,
in an apparent bid by Red Shirt
leaders to renew pressure on the
government.

They wandered in and out of the
main protest zone, which remains
blocked off with barricades made
from used tires and sharpened bam-
boo. Some slept in front of ATMs.

Speaking from the area’s massive
soundstage in the shadow of one of
Bangkok’s biggest shopping malls,
leaders questioned the sincerity of
Mr. Abhisit’s offer. Red Shirt leaders
have promised to keep negotiating
on the reconciliation plan, despite
the latest violence, but said they
may unveil their own proposals in
the next few days.

“We can’t tell if we will be here
only a week, two to three months,
or forever,” said Anand Makmoon, a
47-year-old rice farmer from Udon
Thani in northeastern Thailand. He
and his wife, Boonpeng Makmoon,
said they came to Bangkok several
days ago to join the protests be-
cause the government had shut
down community radio and TV pro-
grams in their area, making it
harder to get information about the
movement.

China confirms Kim’s visit

By GORDON FAIRCLOUGH

SHANGHAI—North Korean leader
Kim Jong Il pledged to work with
Beijing to “create favorable condi-
tions” for talks aimed at shutting
down his nuclear-weapons pro-
grams, China’s state media reported,
providing the first official confirma-
tion of a five-day visit by Mr. Kim to
his powerful neighbor and patron.

Mr. Kim’s presence in China
wasn’t acknowledged by either gov-
ernment until the secretive dictator

was back inside his own country Fri-
day. During his visit, he and Chinese
President Hu Jintao met and called
on other countries involved in the
so-called six-party talks “to demon-
strate sincerity and make positive
efforts,” China’s state-run Xinhua
news agency said.

After North Korea last year con-
ducted its second nuclear test, the
U.S. and others pushed for Pyong-
yang to return to the talks, which in
addition to the U.S., China and North
Korea include Japan, Russia and

South Korea. Pyongyang has re-
sisted. Mr. Kim’s stance may be soft-
ening in the face of United Nations
sanctions that appear to have hurt
North Korea’s finances. But it re-
mains unclear what conditions the
country might seek in exchange for
returning to the bargaining table.
Interest in the talks on the part
of Washington and Seoul has cooled
recently amid suspicions that a
North Korean torpedo attack was re-
sponsible for the sinking of a South
Korean naval ship in late March.

By MARIA ABI-HABIB
AND MATTHEW ROSENBERG

KABUL—The Taliban warned
they would launch a major country-
wide offensive in the coming days,
momentarily shifting the focus from
President Hamid Karzai’s visit to
Washington.

Afghan officials dismissed the
Taliban’s warning as nothing more
than blustery rhetoric, and coalition
officers said they, too, didn’t think
the militants could sow chaos on the
scale suggested in a statement
posted on their Web site Saturday.

But “we’ll obviously be looking
to see what happens Monday,” the
day the Taliban warned the offen-
sive would begin, said a North At-
lantic Treaty Organization officer.
“Our guard is pretty high every day.
This doesn’t change anything.”

The Taliban said their forces
would begin laying siege Monday to
Afghanistan’s major cities and
blockading Afghan and NATO bases.

The militants called their coming
offensive “al-Fatah” (‘to conquer’ in
Arabic) and warned there would be
“ambushes, detonations of explosive
devices, assassinations of govern-
ment officials, suicide bombings and
detainment of foreign invaders.”

The warning appeared timed to a
series of coming events. The first,
Mr. Karzai’s visit to Washington,
starts Monday and is aimed at
smoothing over the rough relations
between Kabul and the Obama ad-
ministration.

A series of major attacks could
distract from the trip and under-
score just how far Mr. Karzai’s gov-
ernment and its Western backers
have to go before the Taliban is neu-
tralized.

Later in May, Mr. Karzai is plan-
ning to convene a so-called Peace
Jirga—a gathering of politicians, el-
ders and other prominent Af-
ghans—to chart out a path for talks
with the insurgents.

Alongside peace talks, the Karzai
government and its Western backers
are also planning to lure away low-
level fighters with cash and jobs.

The Taliban, in a statement Sat-
urday, offered their own version of
that plan, saying it would provide
“material incentives” to any Afghan
soldiers or police who defected.

The Taliban also said they would
take care to ensure the safety of or-
dinary Afghans.

Civilian casualties, especially
those caused by NATO forces, are a
longstanding concern among Af-
ghans, including Mr. Karzai, who is
expected to raise the matter in
Washington and who is hosting a
national peace assembly next month
to seek a consensus on how to rec-
oncile with insurgents and help end
the war.

Many Afghans fear there will be
more civilian casualties in the com-
ing months as thousands of NATO
and Afghan soldiers pour into the
southern city of Kandahar and push
out to the districts that surround it.

The area is the Taliban’s birth-
place and strategic heartland, and
coalition special operations forces
are already quietly hunting down
midlevel commanders in the area.

Afghan officials dismissed
the Taliban’s warning as
blustery rhetoric, and
coalition officers said they,
too, didn't think the militants
could sow major chaos.

The Taliban are also stepping up
activity in and around the city, and
the offensive announced Saturday
seemed to be a bid by the insur-
gents to counter allied efforts to win
over the Kandahar’s populace with
promises of increased safety and
better governance in the coming
months.

The Taliban have already
stepped up suicide bombings in
Kandahar, and the militants are tar-
geting prominent officials and tribal
elders in the city and surrounding
districts. The latest assassination
came Saturday, when the insurgents
took credit for gunning down an of-
ficial and two of his bodyguards in
Arghandab, a volatile district north
of the city.

Despite the increasing volatility
in Kandahar, Afghanistan’s Defense
Ministry was quick to downplay Sat-
urday’s statement, calling it a “des-
perate move.”

“This statement is just more pro-
paganda by the Taliban,” said De-
fense Ministry spokesman Gen. Za-
hir Azimi. “The enemy is in a
defensive position, not in an offen-
sive position.”
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Chasing growth in the east
as business travelers recover

InterContinental’s CEO sees a brighter future for business travel, while lamenting tax policies at home

By JAvIER ESPINOZA

LONDON —-Andy Cosslett, chief execu-
tive of InterContinental Hotels Group PLC,
is looking east to boost growth in Europe.

Munching on a sandwich at his InterCon-
tinental Hotel in Park Lane, overlooking
Hyde Park, the 55-year-old Mr. Cosslett out-
lines his grand plans. The key, he says, is to
push the region’s growth by building its op-
erations in the Middle East and Asia, and
particularly China.

“We are expanding the InterContinental
network in the Middle East and Asia, which
will help investors bring their brand choices
from those places into Europe,” he says.
“We are building bridges between economic
powers to get a synergy.”

Across continental Europe, InterConti-
nental Hotels Group Plc, the biggest hotel
chain in the world ranked by number of
rooms, has already 342 hotels, and the com-
pany plans to open a further 98 over the
next three to four years. This includes 36
new hotels in the U.K. and 11 in Russia, Mr.
Cosslett says. Worldwide, the company has
4,400 hotels, operated as management con-
tracts and franchise operations.

Still, it’s been a rough time in the hotel
industry of late. Last year, InterContinental
had a 34% plunged in operating profit to
$363 million, and revenue fell 19% to $1.54
billion. But hotel-industry research and con-
sulting firm Smith Travel Research said in
April that hotel occupancy in the U.S.— In-
terContinental’s main market— is better
than it had expected. STR predicts that oc-
cupancy will rise 1.9% this year to 55.8%,
contrary to its previous forecast that occu-
pancy would remain flat year-to-year.

“We have seen the market returning,”
Mr. Cosslett says of his first quarter results
due Tuesday [May 11th] “We expect things
will improve gradually through the year as
we get into [the third quarter of 2010].”

“Rates are still down, so even though oc-
cupancy is strong and business travelers are
returning, the rates are still down over a
year ago,” he explained. “We won’t be able
to say we are out of it until the rate per
room is going positive.”

Mr. Cosslett sees positive signs as the
economy recovers, however.

“The phones are ringing now more often
to book conferences. We are in that moment
where everyone knows business is coming
back and the people who organize these
conferences know it’s coming back,” he
says. “There is no question that the world
has missed meetings.”

But hotels could still be missing meet-
ings for a while. Last month, thousands of
passengers were left stranded as an ash
cloud from the Icelandic Eyjafjallajokull vol-
cano forced aviation officials to shut down
airspace over a wide part of Europe. The
halt of air travel took a direct toll on airline
balance sheets, but the problem has yet to
cause major troubles for hoteliers.

“Overall the impact on business was
fairly neutral - we did have some guests
cancelling reservations but we also saw an
increase in bookings at hotels near airports.
Had the disruption gone on for an extended
period of time this may have been a differ-
ent story,” Mr. Cosslett says.

Analysts agree. During the last volcanic
ash disruption “people who didn’t get here
were replaced by the people who didn’t,”
says Nigel Parson, an analyst with Evolution
Securities in London. “It is very difficult to
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Even amid the recession, Andy Cosslett says InterContinental managed to open 439 hotels last year, more than one a day.

factor in the volcanic [ash disruptions] in
anticipation of what might happen.”

To deal with the disruption, InterConti-
nental implemented a temporary, world-
wide policy that would allow guests over a
limited period of time to cancel their book-
ing or to move their booking to a later date.

Still, following further disruptions late
last week, authorities are warning that
trans-Atlantic air routes could take another
hit following a new eruption. Hotel industry
experts have warned that if the volcanic ash
caused disruptions for longer, many hote-
liers could suffer from cancelled bookings.

“Clearly longer term the impact could
well be negative as people will be reluctant
to make travel plans, whether business or
leisure, if they believe there’s a risk that
they may be stranded or have their flight
cancelled,” said Robert Barnard, partner for
hotel consultancy services at PKF in Lon-
don.

However, there is evidence that the mar-
ket for business travelers is turning. A re-
cent report published by London-based As-
cend, an aviation industry consulting firm,
revealed that business travelers are ex-
pected to travel more often in the coming
year with 35% of those polled expected to
fly more on business this year compared to
only 10% last year.

Talking about the return of business
travelers gets Mr. Cosslett excited in the
same way as talking about the expansion of
one of InterContinental’s key brands - the
Holiday Inn - does.

“Holiday Inn is important because it’s
the biggest brand in the hotel industry,” he

says. Such is the importance of the brand
that the group launched last month its big-
gest ever advertising campaign. This in-
volved a $1 billion investment across more
than 3,300 hotels worldwide. Already 2,200
hotels have been revamped, in an effort to
create a more contemporary image of the
mid-range hotel.

Even amid the recession, Mr. Cosslett
says InterContinental managed to open 439
hotels last year, more than one a day. But he
concedes growth is bound to slow down and
he isn’t suggesting expanding will be easy.

The lack of financing continues to be a
hurdle. Mr. Cosslett says that although fi-
nancing is “gradually becoming available,”
banks want to renegotiate all existing loans.

“The banks keep telling me that they are
giving lots out -- but it’s the terms at which
they are giving it out. There has been a
hardening in the market,” he explains.

“If you want to take more money or refi-
nance, everything has to come back on the
table and that’s placing some of our owners
in quite a tricky spot,” he adds. “We are in
the middle of a tough six-month (period).”

On top of tough financing, Mr. Cosslett
has also been campaigning hard to bring the
“new wave” of taxes and regulations to peo-
ple’s attention. He believes hotels provide a
quick and flexible way to get people back
into work and provide a much-needed stim-
ulus to the struggling economy.

“There is a great opportunity to stimu-
late the economy rapidly within months but
we need to take a fresh look at the tax bur-
den and follow the examples of countries
like France and Germany where the VAT has

been reduced to help the hospitality indus-
try,” adds Mr. Cosslett.

He sharply criticizes the U.K. govern-
ment for not doing its part to kick-start the
economy. “Ever-rising taxes are an area
where small businesses get hammered the
most. [In the U.K.] we are blindly pushing
VAT to 17.5% and it might go up. A one-size-
fits-all approach to taxes is not the answer.
You can take an intelligent approach,” he
says

In the U.K. alone, the tourism industry is
worth £114 billion, 8.2% of the national
economy, according to VisitBritain. His com-
pany is asking the British government to
implement concrete measures to help the
struggling hospitality industry. Among sev-
eral steps, InterContinental wants the U.K.
to cut the VAT rate on hotel accommodation
to 5% as soon as the economic environment
picks up. He would also like the appoint-
ment of a dedicated Minister for Tourism to
be placed within an economic industry like
the Department of Business, Innovation and
Skills.

Mr. Cosslett has another compelling ar-
gument as to why he thinks his industry
should receive strong government support:
the 2012 London Olympics, of which his
Holiday Inn brand is a commercial partner.

“Just at the time when we should be in-
vesting ahead of the biggest single sporting
event that we may have in a generation, we
are running the risk of cutting down on
training budgets, and service can deterio-
rate,” he warns. “The last thing we want is a
scenario where the Olympic experience is
less than what it should be.”





