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Bailout fund’s capaci

By MATTHEW DALTON
AND STEPHEN FIDLER

DAVOS, Switzerland—
Euro-zone governments will
increase the lending capacity
of their bailout fund and
make it more flexible, but
governments won’t raise its
current €440 billion in guar-
antees, European Economics
Commissioner Olli Rehn said
in an interview Thursday.

The likely decision may
raise questions about whether
there will be enough in the
pot to finally put to rest
doubts about the fund’s abil-
ity to provide emergency fi-
nance for Portugal, Spain and
other countries that might
need it.

Some governments had
wanted €1 trillion in guaran-
tees to reassure financial
markets. If the plan is agreed
to, there should be a total of
close to €700 billion available,
if lending from the Interna-
tional Monetary Fund and
other European Union govern-
ments is included.

The bailout funds are
needed to shore up confi-
dence in the European com-
mon currency. In a speech in
Davos, French President Nico-
las Sarkozy was emphatic in
his defense of the euro, saying
that those who were forecast-
ing its demise “misunder-
stand” the nature of Europe.

“The euro is Europe, and
Europe is 60 years of peace
on our continent,” Mr.
Sarkozy said, adding in his
own name and that of German
Chancellor Angela Merkel that

Agence France-Presse/Getty Images
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Jean-Claude Trichet, head of the European Central Bank, at the World Economic Forum meeting on Thursday in Davos, Switzerland.
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ity to grow

“we will never turn our backs
on it, we will never abandon
it.”

The bailout fund—the Eu-
ropean Financial Stability Fa-
cility—has suffered from an
unexpected problem since it
was created in late-night ne-

gotiations in May: To achieve
a top AAA credit rating for
the loans it makes, the fund
must be overguaranteed by
euro-zone member states.

As a result, its actual lend-
ing capacity is estimated at
around €250 billion.

“Our goal is to reinforce
the effective lending capacity
of the EFSF and widen the
scope of its activities, not to
increase the headline figure,”
Mr. Rehn said in an interview
with The Wall Street Journal
on the sidelines of the World

Economic Forum in Davos.

These discussions aren’t
likely to be settled at a Feb. 4
summit of EU leaders, Mr.
Rehn said.

Final decisions on both the
€440 billion ($603 Dbillion)
fund and a permanent fund

intended to replace it in June

2013 will be taken at a sum-

mit late in March, he said.
He said the existing fund
Please turn to page 3

H Complete World Economic
Forum coverage ... 6-7

As EMI default looms, Citibank
talks with Hands, other buyers

By DANA CIMILLUCA
Anp ETHAN SMITH

Citigroup Inc., which is
expected to seize control of
EMI Group Ltd. from belea-
guered financier Guy Hands in
coming months, has already
made contact with parties
that could quickly snap up the
music company—and Mr.
Hands is among those angling
to grab the historic music
company.

At the end of March, EMI's
performance is expected to
fall short of the targets in its

roughly £3 billion ($4.79 bil-
lion) of borrowings from Citi-
group. If, as expected, Mr.
Hands fails to come up with
the nearly £200 million re-
quired to make up for the
shortfall, the business will go
to Citigroup. The handover is
expected to take place three
months after a default, but
people familiar with the mat-
ter say Citigroup is exploring
ways to take control of the
business sooner.

In anticipation of the com-
pany changing hands, and
mindful of Citigroup’s desire

to get back the cash it has
tied up in EMI as soon as pos-
sible, a number of potential
bidders have begun circling.
The price tag for all of EMI is
expected to be in the range of
£1.8 billion.

The most eye-popping
name on the list of potential
buyers is Mr. Hands, whose
Terra Firma Capital Partners
LP now owns EMI. Mr. Hands
is exploring ways that Terra
Firma can maintain an owner-
ship stake in EMI, which un-
der such a scenario might

Please turn to page 18
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ElBaradei in Egypt

as protests continue

CAIRO—Nobel Peace Prize
laureate Mohammed ElBara-
dei, viewed by many among
Egypt’s loose grouping of
young opposition groups as a
potential leader, arrived in
Egypt Thursday night after a
third day of battles in several
cities between police and pro-
testers.

Demonstrators are plan-
ning larger protests for Fri-
day, a day when few Egyp-
tians work. The government
said Thursday it is willing to
talk with the protesters.

Mr. ElBaradei said he was

seeking regime change and
was ready to lead the opposi-
tion. Last year, Mr. ElBaradei
was widely feted as Egypt’s
best alternative candidate to
President Hosni Mubarak.
The White House said anti-
government protests are an
opportunity for Mr. Mubarak
to demonstrate his willing-
ness to listen to his citizens
and make political reforms.

M EIBaradei gives jolt to Egypt
protest movement ........... 10
B Yemenis demand change in
[ To)VZ=131 1 1 T=1 o) SRR 10
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China’s leaving |

By Davip COTTLE

Deep in their
cloisters in
Brussels and
Frankfurt, what
must the
Eurofaith’s high
priests say of the national
governments with which they’ve
been forced to deal?

When the doors are shut and
the room has been swept for bugs
it’s not hard to imagine some
frankly unpriestly invective
unleashed against the heretics and
schismatics of Greece, Ireland,
Portugal and the rest.

Their travails have stalled the
whole project, come alarmingly
close to derailing it completely
and may yet leave us all
wondering what might have been.
A little frustration would be only
human.

The trouble is, time seems to
move so much faster outside the
euro zone than within. Global
tectonic plates are shifting, China
and the other emerging markets
surge on at a pace unthinkable to
the bloc’s previous political
generation.

Europe may get its act
together and become what it
promises to be. But, when China is
planning a new conurbation 26
times the size of London, it’s hard
to avoid the conclusion that it
needs to do it soon. While anyone
still cares. Certainly before the
center of economic gravity is
simply too far away.

How trying it must be to have
only suggestion, rather than force,
with which to chasten the euro
zone’s bunglers and their tiresome
democratic mandates.

It always falls laughably short.
Look at the European Central
Bank’s efforts.

To give the bank its due,
officials could hardly come within
a mile of a microphone for years
without pleading the case for the
Stability and Growth Pact.

Under current chief Jean-
Claude Trichet and his
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Presidents Hu and Obama at the White House last week.

predecessor, the late Wim
Duisenberg, the mantra was the
same. Stick with it. Please. Come
on, guys.

But plead was all they could
do. Compulsion was beyond their
power.

If you recall, this benighted
agreement was the euro zone’s
sole defense against charges of
being a suboptimal currency area.

It is just that, of course—but,
you see, this wouldn’t ever matter
because member states would Be
Good.

Neither president gave the
impression they’d be
clearing anything afterward
with Brussels.

Living by the pact, they would
refrain from maxing out national
credit cards from which the limit
had essentially been abolished,
thanks to access to Germany’s
good name. So relax. The
problems of being a suboptimal
currency area would never arise.
Nothing to see here. Move along.

Yeah, right, as my kids so often
say.

Member states didn’t listen to

the ECB’s pleas, of course. They
generally preferred to keep the
pork moving around their various
client voters and to hell with
whatever silly agreements they’d
signed.

In the end, the poor old pact
ended up more honored in the
breach than the observance. Last
year’s persistent and ongoing debt
catastrophe was the end result.

Now, according to a couple of
reports this week, the
International Monetary Fund
remains very worried about
Europe, despite signs of
continuing recovery elsewhere.

Well, you may be thinking, so
what? We’re all still worried
about Europe, aren’t we? The
bond markets certainly are.
Indeed cynical old hands and the
generally mischievous might even
conclude that, if the IMF is
worried, it’s probably time to buy.

But in fact the fund’s latest
squeaks of concern come at a bad
time for the Eurofaith’s true
believers.

Last week saw Presidents
Obama and Hu greeting each
other as equals in Washington, a
telling measure of how quickly
China is growing in America’s
rear-view mirror. It’s still distant,
for sure. But there’s clearly
nothing much in the way.

Europe in slow lane

Certainly not Europe.

Consider that for a second. The
European Union has a larger
nominal GDP than the U.S. and,
for the moment, greater military
reach than China. More aircraft
carriers, higher-tech equipment,
all that stuff.

To the faithful, these numbers
mean Europe demands a seat at a
global top table now exclusively
the property of these two titans.
But they know it hasn’t got one.

Messrs. Obama, Hu and their
entourages came out of the
Washington trip as shapers of
New World Order. Bad news for a
union whose very reason to exist
is to keep one pole of a multipolar
world firmly planted in the old
continent.

Neither president gave the
impression they’d be clearing
anything afterward with Brussels,
from the Oval Office, perhaps, or
the jet home to Beijing.

And yet, what is Europe doing?
What it is usually doing. Looking
inward, trying to resolve those
internal contradictions Milton
Friedman was always so worried
about.

You can’t be part of a New
World Order if you are always
condemned to remain at home,
engaged in the diplomatic
equivalent of washing your hair,
as it seems Europe will be for a
very long time to come.

We are already far from the
lofty ambitions of the Eurofaith’s
founding fathers. They dreamed of
making the virtue of global
economic leadership out of what
they deemed was the necessity of
monetary union.

Remember their reveries of oil
priced in euros? And then on, on,
with commodities falling one by
one to the inevitable until the
dollar was unseated and replaced
at the summit.

Now mere survival is the
endgame as Europe gropes for a
means of compulsion it should
have had in the first place.

And oil? Straight from dollars
to yuan in due course. Do not pass
Brussels, do not collect two
hundred euros. If they even
still exist.
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Christie’s sales rise as art rebounds

By KELLY CROW

Christie’s International PLC
said it sold £3.3 billion ($5.25 bil-
lion) of fine and decorative art last
year, up 53% from 2009 and sur-
passing its £3.1 billion in sales dur-
ing the art market’s prior peak in
2007.

The latest figures from the auc-
tion house indicate that collectors
spent more on art last year than
they did before recession hit the art
market, thanks in large part to new
buyers from the U.S. and Asia. Art
experts say these newcomers have
been buying luxury goods for years
but have only recently started to in-
vest in blue-chip paintings. Other
collectors are amassing art now be-
cause they saw values soar a few
years ago and bet they will profit
from any run-up this time around.

Christie’s Chief Executive Steven
Murphy credited the auction house’s
performance to a “perfect storm” of
factors, from the 23% uptick in first-
time bidders last year to the avail-
ability of coveted, postwar pieces
coming out of American estates
built a half-century ago.

The estate of Los Angeles-based
collectors Sidney and Frances Brody
gave Christie’s its biggest success of
the year when one of the couple’s
trophies, Pablo Picasso’s 1932 por-
trait of his mistress, “Nude, Green
Leaves and Bust,” sold for $106.5
million in May, the highest price
ever paid for a work at auction.

Overall prices were up for all of
the auction house’s major art cate-
gories, including £766.6 million in
Impressionist and modern art, up
53% from 2009; £602.6 million in
postwar and contemporary art, up

148%; £569.6 million in Asian art, up
145%; and £334.2 million in jewelry,
jadeite and watches, up 55%.

Christie’s major sales hubs
around the world fared well. The
company sold £1.3 billion in the
U.S., more than doubling its total
from the year before. Sales across
Europe totaled £1.1 billion, up 9%.
Asia also continues to gain clout,
with Christie’s selling £465.8 mil-
lion in Hong Kong last year, up 114%.

Hong Kong real-estate billionaire
Joseph Lau paid Christie’s £10.7
million for a pair of imperial cloi-
sonne enameled crane censers, a
type of incense vessel, during a
Hong Kong sale in December.

Not all markets are rocketing
like Asia’s, however. Christie’s sales
were flat for Russian and Latin
American art, along with its sales of
collectible books and manuscripts.

Reuters

A man looks at an enameled flask from Christie’s Hong Kong sale.

Europe official
says rescue fund
to boost lending

Continued from first page
would be altered to “reflect several
though maybe not all of the general
features” of the post-2013 fund.

He said governments wished to

Deutsche Bank
db.com

Bank of the Year 2010.

We got to the top together with our clients.

“The performance of the investment banking part of Deutsche, combined
with equally sure-footed developments in areas such as retail and commercial
banking and the private bank and wealth management divisions, leaves the
firm well positioned to build on its tremendous performance since the crisis
hit. Indeed, it is back on the front foot and growing again.”

International Financing Review magazine, 2010.

package proposals for both funds so
as avoid asking national parliaments
more than once.

The key sticking point to expand-
ing the fund’s headline size has been
objections from Germany, Finland

and the other stronger euro-zone
nations to putting more taxpayer
funding on the table.

“I’'m not ready to open a discus-
sion on euro-bonds or increasing
the size of the EFSF,” Finnish Prime
Minister Mari Kiviniemi said in an
interview in Davos.

Mr. Rehn said one issue being
discussed was whether to use a de-
velopment-bank model to finance
the fund. Government shareholders
of the World Bank and other devel-
opment banks pledge capital to fi-
nance the banks, allowing them to
borrow in the financial markets. But
they only pay in a small proportion
of the total, so it doesn’t have a big
impact on budgets.

Discussions to increase the fund’s
effectiveness include proposals to
allow the fund to lend early to pre-
empt a crisis and to finance govern-
ment bond purchases.

Euro-zone government debt is a
key factor in talks on a new round
of bank stress tests that are ex-
pected to begin in a matter of
weeks. The new tests, to be pub-
lished in June, must be more rigor-
ous than last year’s tests, which
have been questioned for giving
Irish banks passing grades, Mr. Rehn
said. The commission wants EU na-
tional governments to have funds
ready to recapitalize their banks as
Spain has done, Mr. Rehn said, hint-
ing some banks that passed last
year’s tests would fail this time.

“We are encouraging the member
states to ensure they have the nec-
essary national financial backstops
in case the stress tests reveal a
weakness of capitalization,” he said.

One of the most contentious is-
sues surrounding the tests is
whether they should include an eco-
nomic scenario in which one or
more euro-zone sovereign govern-
ments default on their debt.

—Geoffrey T. Smith and David
Enrich contributed to this article.

IFR Awards 2010:

IFR Bank of the Year
Derivatives House of the Year
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Pinching pennies

U.K. consumer confidence is falling,
according to GFK NOP
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Oxford Street in London this month.
Sales growth continues to decline.

Consumer confidence in U.K.
falls, retail sales growth slows

By PauL HANNON
AND ALEX BRITTAIN

LONDON—U.K. consumer confi-
dence collapsed at the start of 2011,
raising fresh doubts about the sus-
tainability of the economic recovery.

Polling firm GfK NOP Friday said
its main measure of consumer confi-
dence fell to -29 in January from -21
in December to reach its lowest
level in 22 months.

Consumers became far more pes-
simistic about the outlook for the
economy in the coming 12 months,
about their personal financial pros-
pects and more reluctant to make
major purchases, the survey says.

That suggests consumers will
tighten their belts further in re-
sponse to the prospect of big job
losses in the public sector, wages
that fail to keep up with inflation
and higher taxes.

The U.K. economy contracted in
the final three months of last year,
and the sharp fall in consumer con-

fidence makes it unlikely that it will
experience a strong rebound in the
first quarter of this year.
“January’s eight point drop rep-
resents an astonishing collapse in
consumer confidence,” said Nick
Moon, managing director of GfK
NOP Social Research. “In the 35
years since the index began, confi-
dence has only slumped this much
on six occasions, the last being in
the midst of the 1992 recession.”
GfK carried out its survey be-
tween Jan. 7 and Jan. 16, before the
Office for National Statistics deliv-
ered the surprising news that the
economy shrank by 0.5% in the
fourth quarter of 2010.
That news is likely to further
weaken confidence in February.
The Confederation of British In-
dustry Thursday said retail sales
growth slowed in January, and is ex-
pected to continue to decelerate. Its
monthly measure of sales volume
fell to +37 in January from +56 in
December, the weakest reading in

three months.

The balance is the percentage of
respondents reporting higher sales
than in the corresponding period
the previous year minus the per-
centage reporting weaker sales.

Consumers became far more
pessimistic about the
economic outlook, about their
own financial prospects and
more reluctant to make major
purchases, a survey says.

“Consumer demand is expected
to be weak in the coming months, as
the spending power of households is
hit by a combination of sharply ris-
ing prices and weak wage growth,”
said Ian McCafferty, chief economic
adviser to the CBI. “Retailers can
expect a challenging period ahead.”

The fall in consumer confidence
will once again raise questions
about the wisdom of the govern-
ment’s plans to cut its huge budget
deficit, which involve tax increases
and spending cuts of some £111 bil-
lion over the next four years.

The opposition Labour Party has
argued the government is moving
too fast, and that its plans will back-
fire if the U.K. enters a double-dip
recession, since weak growth re-
duces tax revenue and makes cut-
ting the deficit more difficult.

However, the government Tues-
day received backing from Bank of
England Governor Mervyn King,
who said it must stay the course.
The bank has left its key interest
rate unchanged at a record low of
0.5% since March 2009, despite an
inflation rate that has risen well
above its 2.0% target. The fourth-
quarter contraction alongside indi-
cations that consumer demand will
weaken mean the bank is unlikely to
raise its key interest rate soon.

Five hel

By CASSELL BRYAN-Low

LONDON—U.K. police arrested
five people linked to an online col-
lective known as “Anonymous,” a
group behind recent attacks on com-
panies and individuals that tried to
impede the work of WikiLeaks, the
document-leaking organization.

London’s Metropolitan Police
Service said it had arrested the peo-
ple, who are males age 15 to 26
years old, in dawn raids Thursday at
their homes.

The arrests relate “to recent and
ongoing ‘distributed denial of ser-
vice’ attacks by an online group call-
ing themselves ‘Anonymous,” ” the
police said. In such attacks, comput-
ers flood a server to prevent it from
displaying a Web page.

The police said the arrests were
part of a continuing investigation
into the group, which began last
year following reports of attacks it
allegedly carried out “against sev-
eral companies.”

in hacking investigation

A police spokeswoman declined
to identify the companies or com-
ment on whether the arrests were
related to the pro-WikiLeaks attacks
specifically. The British police did
say that their probe is being carried
out together with law-enforcement
agencies in Europe and the U.S.

Last month, a number of organi-
zations and individuals sustained
online attacks in what appeared to
be an effort by hackers trying to ex-
act revenge on behalf of WikiLeaks.
Victims included MasterCard Inc.
and Visa Europe, both of which had
recently suspended payments to the
website.

The companies had taken those
steps against WikiLeaks against a
backdrop of the site’s showdown
with the U.S. government over
WikiLeaks’ release of thousands of
classified documents.

The attacks increased in inten-
sity following the arrest in London
of WikiLeaks founder Julian As-
sange in connection with sexual-

misconduct allegations in Sweden.
Mr. Assange, who is fighting extra-
dition to Sweden, has denied the al-
legations and hasn’t been formally
charged.

Attacks also were launched at or-
ganizations and individuals con-
nected with Mr. Assange’s personal
legal troubles.

That included the Swedish prose-
cutor’s office and a lawyer repre-
senting the two women making alle-
gations against Mr. Assange.

Following the attacks, Dutch po-
lice arrested two people in Decem-
ber that they linked to Anonymous.
One of them was a 16-year-old male
who Dutch police say was involved
with the attacks on MasterCard and
Visa.

The second was a 19-year-old
male who allegedly had attacked the
Dutch prosecutor’s website in sym-
pathy with the WikiLeaks hackers,
authorities say.

Both have been charged with
computer-related crimes and await

trial, said Wim de Bruin, a spokes-
man for the Dutch prosecutor’s of-
fice. He said Dutch police have been
working with law enforcement in
the U.S. and elsewhere in Europe.
“Anonymous” is well known to
U.S. law enforcement, which in the
past two years has successfully
prosecuted at least two individuals
that participated in the group’s at-
tacks on the Church of Scientology.
Computer specialists describe
“Anonymous” as a loose-knit collec-
tive, which doesn’t have a central-
ized hierarchy or chief, but commu-
nicates via Internet chat rooms and
recruits new members through so-
cial networking sites like Twitter.
Its supporters have taken up
wide-ranging campaigns in recent
years including against the Church
of Scientology and antipiracy
groups, but security specialists be-
lieve it is likely that there are differ-
ent individuals conducting the pro-
WikiLeaks attacks than previous
“Anonymous” campaigns.

Germany’s
plan: hitting
debt brake

By CHARLES FORELLE

The euro zone’s
crisis response is
on the cusp of a
second phase.

Phase One
involves vigorous
emergency budget-slashing and
the bailing out of those stragglers
whose efforts don’t convince debt
markets they’re worth lending to.
This phase may not be over.

Phase Two hasn’t yet begun. It
is to remake the euro zone in
Germany’s image. At least, that’s
what the Germans want, and the
drama of this winter and spring
will be how much of it they get.
(Berlin has made dealing with
Phase Two a condition for putting
an end to Phase One.)

Germany has a wish list of
tough new economic reforms it
wants everyone else to undertake.
None will be easy. Some—Ilike the
end of inflation-indexed
wages—threaten to recast
Europe’s social fabric and rewrite
the relationship between the
state, workers and employers.
Heady stuff that’s hard to wrap up
in a few meetings of technocrats
and ministers in Brussels.

Take the idea of balanced-
budget provisions. Germany has
one, a so-called debt brake that
comes into operation this year. Its
rules are relatively simple: The
federal government may run a
“structural deficit”—the deficit
excluding the effects of boom or
recession—of no more than 0.35%
of gross domestic product; any
deviations from that level are
logged, and once the accumulated
balance reaches a set level, new
borrowing to fund the structural
deficit is restricted.

This may work in Germany. But
what about elsewhere?

The data show that the bulk of
euro-zone countries would
struggle mightily to match
Germany’s fiscal restraint. Berlin
is phasing in the structural-deficit
requirement between this year
and 2016. It’s at least close to its
target. Using the European
Commission’s procedure for
calculating structural deficit,
Germany is projected to report
one of 1.4% of GDP next year.

The Netherlands, Finland and
Luxembourg are the only other
euro-zone countries expected to
have a structural deficit below 2%.
Greece? 4.7%. Spain? 4.8%.
Portugal? 4.3%. Ireland? 8.9%.

Indeed, of the 17 euro-zone
countries, only nine have ever met
the 0.35% figure even once. (They
are Germany, Estonia, Ireland,
Spain, Cyprus, Luxembourg, the
Netherlands, Austria and Finland.)

Notably absent from the list is
France—the only triple-A-rated
euro-zone country to run
structural deficits persistently.

France’s Nicolas Sarkozy has
voiced support for constitutional
debt limits, and last year he
proposed requiring the French
government to set five-year
deficit targets. Still, it’s a long
way to a German debt brake.
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An employee stocks shelves at a supermarket in Berlin. German consumer-price inflation rose in January.

Germany’s inflation
hits a two-year high

By NinA KOEPPEN
AND CHRISTOPHER EMSDEN

FRANKFURT—German inflation
accelerated in January to its highest
rate in over two years, adding to ev-
idence that rising energy and com-
modity prices are pushing euro-zone
inflation further above the European
Central Bank’s target.

Meanwhile, a top ECB official
warned Thursday that rising costs
of imported goods into the euro
bloc, coupled with higher food and
commodity prices, can’t be dis-
missed by central bankers, stoking
fears that the ECB may raise inter-
est rates this year.

The euro rose on the comments
by ECB board member Lorenzo Bini
Smaghi. Expectations of higher in-
terest rates tend to push up a cur-
rency’s exchange rate.

Annual consumer-price inflation
in Germany rose to 1.9% in January
from 1.7% in December. That is the
highest annual gain since October
2008, when prices rose 2.4%, Ger-
many’s statistics office said.

“As already seen during the
course of 2010, the inflation rate in
January was led by strong price in-
creases for heating oil and fuel, but
also for fruit and vegetables,” the
statistics office said.

Price increases were more sub-
dued than many economists had ex-

Inflation worries

Germany's inflation, change from
previous year
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pected due to heavy postholiday dis-
counts on clothing and lower prices
for package holidays.

Still, analysts say the trend
throughout the euro bloc is toward
higher inflation as the effects of ris-
ing food, energy and raw materials
prices filter through. Consumers are
already feeling the pinch. In a
monthly survey from the European
Commission, consumer inflation ex-
pectations rose to their highest level
in more than two years. If workers
are able to negotiate higher wages
in response to inflation, it could

push prices even higher, in what the
ECB calls “second-round” effects.

Inflation across the 17-member
euro zone is already at a two-year
high of 2.2%, above the ECB’s target
of just under 2%. Based on the Ger-
man figures, inflation should rise
again in January, economists say.

“If there is any euro-zone coun-
try where the risk of second-round
effects from energy and food prices
is imminent, then it is Germany,”
said ING Bank economist Carsten
Brzeski. “After 10 years of wage
moderation, strong economic
growth and dropping unemployment
will lead to stronger wage growth
this year, increasing the headache”
for ECB officials, he says.

ECB officials have elevated their
anti-inflation rhetoric over the past
two weeks, signaling they are will-
ing to raise rates if inflationary
pressures take hold despite eco-
nomic weakness in the euro bloc’s
fragile periphery, including Ireland,
Greece, Portugal and Spain.

Mr. Bini Smaghi escalated the
tough talk. In a speech, he warned
that commodity prices can be “ex-
pected” to grow in line with global
economic growth rather than the
more anemic pace of the euro area,
while the benign disinflationary
price effect of manufacturing goods
imported from developing countries
“seems to have ended.”

By JAMES MARSON

KIEV, Ukraine—Prosecutors
opened a second criminal case
against Ukrainian opposition leader
Yulia Tymoshenko Thursday, raising
the pressure on the former prime
minister, who claims the investiga-
tion is politically driven.

The state prosecutor’s office ac-
cused Ms. Tymoshenko of abuse of
office in causing losses of $8.5 mil-
lion to the Treasury during the pro-
curement of vehicles for use as am-
bulances in 2009. Prosecutors said
Ms. Tymoshenko had exceeded her
power by importing 1,000 Opel
Combo vehicles, which weren’t de-
signed for medical use.

Authorities have said the vehicles
were used for political campaigning
during Ms. Tymoshenko’s run for the
presidency last year. She lost in a
runoff to Viktor Yanukovych.

She had already been charged
with abuse of office in a separate
case. She denies the allegations in
both cases.

“They have fabricated another
case against me,” Ms. Tymoshenko
told reporters Thursday as she left
the prosecutor general’s office in
Kiev. “It’s a criminal move,” she
added, repeating claims that the in-
vestigations amounted to “political
repression.”

Ms. Tymoshenko, who held office
from 2007 to 2010, has come under
increasing pressure from Mr. Yanuk-
ovych since he took office as presi-
dent in February and then ousted
her from the government.

Mr. Yanukovych has since engi-
neered a constitutional change en-
abling him to fire the prime minister
and other cabinet officials. He has
further consolidated his power by
appointing allies to head the secu-
rity service and prosecutor’s office.

Critics have accused him and his al-
lies of intimidating opposition
groups and overseeing attacks on
press freedom, contentions his ad-
ministration denies.

Ms. Tymoshenko has been called
in for questioning more than 15
times since the start of December. In
the other case, she is accused of
misspending $520 million in govern-
ment funds allocated for environ-
mental projects.

U.S. and European Union officials
have raised concerns that investiga-
tions of opposition politicians in
Ukraine are selective and politically
motivated.

Valeriy Khoroshkovskiy, Ukraine’s
security service chief, has denied
any political motivation to the inves-
tigations. “We haven’t got a separate
legal code for members of the oppo-
sition,” he said in a recent interview.
He played down Western criticism of
investigations of opposition figures,
saying he saw it as a call for dia-
logue.

Mr. Khoroshkovskiy said the gov-
ernment was committed to fighting
corruption, noting the arrest last
year of a deputy minister from the
current government, who is still be-
ing detained.

Speaking in parliament recently,
Interior Minister Anatoliy Mohyliov
said criminal cases had been
launched against 115 members of the
pro-Yanukovych Party of Regions
and 73 against members of Ms. Ty-
moshenko’s party.

Mr. Khoroshkovskiy, a close ally
of Mr. Yanukovych, said Ms. Ty-
moshenko was complaining of at-
tacks on democratic freedoms to
distract attention from her alleged
wrongdoing.

Political observers are uncertain
whether the authorities will jail Ms.
Tymoshenko.

Reuters

Opposition leader Yulia Tymoshenko, right, greeted supporters this month.

Spain nears broad support for overhaul of pensions

By DANIEL DE LA PUENTE
AND JONATHAN HOUSE

MADRID—Spain’s government is
close to winning broad support from
opposition parties and unions for a
pension-system overhaul aimed at
putting public finances on a more
stable footing and shoring up inves-
tor confidence in the country’s ail-
ing economy.

A spokesman for Prime Minister
José Luis Rodriguez Zapatero said
Mr. Zapatero has spoken with oppo-

sition leader Mariano Rajoy about
the plan and that Mr. Rajoy has
agreed to support at least some
parts of it, though the spokesman
didn’t specify which ones. Mr. Zap-
atero’s Socialist party doesn’t have
a parliamentary majority. Comi-
siones Obreras, the country’s largest
union, also said an agreement on
the overhaul was close.

The government Friday at its
weekly cabinet meeting will approve
draft legislation that will raise the
country’s retirement age to 67 from

65, a change that was fiercely op-
posed by unions, which threatened
to call the country’s second general
strike in less than six months.

To win the unions’ support, the
government has agreed to allow
workers to retire earlier than 67 in
certain cases.

Spain has come under intense
pressure in recent months from the
European Union and financial mar-
kets to take measures to narrow a
double-digit budget deficit and
stimulate economic growth follow-

ing the collapse of a decadelong
housing boom. The measures have
been made more difficult by Mr. Za-
patero’s lack of a parliamentary ma-
jority. The prime minister pushed
through a new package of austerity
measures in May by a single vote.

Though the country’s pensions
system is currently healthy, a rap-
idly aging population presents it
with one of the European Union’s
biggest long-term challenges.
Spain’s parliamentary commission
on pensions estimates the number

of people collecting a pension in
Spain could nearly double to 17 mil-
lion in the year 2050.

Once the government approves
the legislation Friday, it will send it
to parliament for debate. Earlier
this week, Spain’s parliament signed
off on reform recommendations
made by the pensions committee,
which are broadly similar to those
of the government.

M Financial crisis forces a close look
at pension reforms ... 7
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Grumbling at BofA pay shift

:

By DAN FITZPATRICK
Anp Davip ENRICH

Bank of America Corp. intends
to give some investment bankers a
greater share of their bonuses in
cash, the latest Wall Street compen-
sation move irking banking chief-
tains as they meet in Davos, Swit-
zerland.

Bankers and traders making
more than $5 million at the nation’s
largest bank by assets could receive
as much as 30% of their year-end
payout in cash, with at least 70% in
deferred stock. Some could see a
stock award of as much as 80% and
20% in cash.

. Those are more generous cash
payments than the 5% the highest-
paid investment bankers received in
2009. But last year’s level was un-
usually low because the bank was
restricted by federal pay rules as a
condition of the $45 billion it re-
ceived in U.S. aid.

Still, multiple bank executives
gathered at the World Economic Fo-
rum in Davos grumbled that Bank of
America would increase the cash
portion of bonuses—news that trav-
eled fast once the bank’s employees
were told.

But Bank of America’s terms are
strikingly similar to those of Credit
Suisse Group, for example. The
Swiss bank defers all of the pay of
its executive-board members. That’s
no different than the terms for di-
rect reports of Bank of America’s
chief executive, Brian Moynihan, ac-
cording to people familiar with the
situation. The highest-paid manag-
ing directors at Credit Suisse, like
Bank of America, will have 70% to
80% of their compensation deferred.

The rancor, despite the similari-
ties in terms, is symptomatic of the
highly charged issue of compensa-
tion, which took center stage at Da-
vos. European bank executives gath-
ered in the Alps this week are up in
arms over the lack of similar rules
governing payouts by their U.S. ri-
vals.

“It’s not a level playing field,”
said William Vereker, co-head of
global investment banking at No-
mura.

Such complaints are particularly
acute from European bankers, who

Bloomberg News

Brian Moynihan, Bank of America’s CEO, speaks at the Davos forum Thursday.

have to comply with new European
Union requirements that bonuses be
made up primarily of stock or other
noncash instruments and must be
deferred for at least three years.
The most cash that can immediately
be awarded is 20% of the overall
payout.

U.S. regulators haven’t yet set-
tled on rules governing pay. Because
the rules don’t yet exist, U.S. poli-
cies are perceived as much more le-
nient than those across the Atlantic.

That doesn’t mean there isn’t
plenty of sniping among U.S. banks.
Within hours of recent compensa-
tion announcements, rivals griped
that firms went too far in enriching
their employees.

One banker, fearing that a rival
firm was boosting base salaries,
called it “absurd” to guarantee big-
ger pay regardless of the bank’s fu-
ture performance. After Morgan
Stanley’s investment-banking divi-
sion and Goldman Sachs Group Inc.
announced that their 2010 compen-
sation would be 43% and 39% of

revenues, respectively, bankers at
one rival firm, which paid less,
blanched.

Goldman and Morgan Stanley de-
clined to comment.

Their fear is that differences in
pay between firms could make it
harder to retain employees in search
of better compensation. U.K.-based
HSBC Holdings PLC has threatened
to move its headquarters elsewhere
because of regulations that include
compensation curbs. The bank said
it lost roughly a dozen employees to
competitors with more lax pay
rules.

Pressure in the U.S. to rein in
pay has endured since the financial
meltdown. The Financial Crisis In-
quiry Commission, which issued a
report on Thursday on the causes of
the market meltdown, repeatedly
spotlighted the role of Wall Street
compensation systems in fueling ex-
cessive risk-taking. Financial-sector
compensation, which generally
equaled other paychecks in the half
century after the Great Depression,

rose to a level 80% higher between
1980 and 2007, the report said.

The FCIC noted that “the securi-
ties industry has reported record
profits and is once again distribut-
ing large bonuses.”

In Europe, banker bashing re-
mains popular among politicians.

Despite the griping over Bank of
America’s compensation structure,
the company seems sensitive to the
coming regulatory rules. Even
though some bankers are receiving
more cash, the total bonus pool for
investment bankers and traders was
down in 2010 as compared with
2009, said people familiar with the
situation. In 2009, the pay for in-
vestment bankers and traders was
more than $4 billion.

“We feel that our pay practices
are fair and appropriate for our em-
ployees and our shareholders,” a
Bank of America spokesman said.

Even though the bank lost $2.2
billion in 2010, its investment-bank-
ing and trading units earned $6.3
billion.

What was

DISPATCHES FROM
BLOGS.WSJ.coM/DAvos

J.P. Morgan chief

bemoans bankers’ rep

A plaintive cry from one of the
world’s top bankers on behalf of
his industry pierced through an
otherwise tame panel discussion
here: “I don’t lump all media
together,” said Jamie Dimon, chief
executive of J.P. Morgan Chase &
Co. “There’s good and there’s bad.
There’s irresponsible and ignorant
and there’s really smart media.
Well, not all bankers are the same.
And I just think this constant
refrain ‘bankers, bankers,
bankers,’—it’s just a really
unproductive and unfair way of
treating people.”

Mr. Dimon was responding to a
question from moderator Fareed
Zakaria on why banks haven’t

happening in panel discussions

increased their lending
significantly post-crisis.

Mr. Dimon mounted an
emotional, minutes-long defense
of his industry, which has been
the target of public outrage after
needing hundreds of billions of
dollars of taxpayer support during
the financial crisis.

Mr. Dimon argued that J.P.
Morgan was one of the good
banks; he implied that it didn’t
need to accept money from the
Troubled Asset Relief Program,
the much-reviled government fund
that provided hundreds of billions
of dollars in capital to U.S. banks.
And he portrayed the bank’s
decision to buy Bear Stearns in
2008 as something like an act of
kindness to the U.S. government.

Critics would argue that even if
J.P. Morgan itself didn’t need
capital from TARP, the collapse of
many of its trading partners
would ultimately threaten its
existence.

—Matthew Dalton

China Inc. makes splash
with Mandarin session

The panel, “The Future of
Chinese Enterprises,” like most
other China-focused programs at
the World Economic Forum,
enjoyed a packed conference
room. But instead of hearing
valuable advice on how China’s
many struggling private
enterprises will survive, the
audience got an earful of lecturing
by a senior government official
and a top state-owned firm
executive in defense of a state-run
economy.

Peng Sen, vice chairman of the
National Development and Reform
Commission, Beijing’s top
economic planning agency, listed
statistics that showed the
importance of China’s private
sector: 90% of the country’s
enterprises, in terms of absolute
numbers, are private; 51% of the
country’s total investment last

year came from the private sector.
He didn’t mention that the
country’s most important sectors,
such as infrastructure, resources,
banking and telecommunications,
are dominated by state-run firms.

Yu Rumin, chairman of Tianjin
Port Co., China’s third-largest port
operator, was challenged by the
moderator, a professor and central
bank adviser, with an unexpected
and unusual joke. Li Daokui, the
moderator, asked Mr. Yu:
“Somebody told me that even if
you spend a whole month playing
golf and letting a puppy run your
company, the latter will still be
able to make a lot of money,
because life is simply too easy for
state-run enterprises.”

Mr. Yu didn’t seem offended
but he argued that state-run firms
aren’t what they used to be.
“Many SOEs are listed companies
now and we operate in the way
that the capital market requires
us to,” Mr. Yu said.

—Shen Hong

Mexican
leader hits
at tweaking
of currency

By STEPHEN FIDLER

Mexican President Felipe Calde-
rén warned Thursday of the dangers
of currency manipulation by emerg-
ing economies, saying his govern-
ment had no plans to join the grow-
ing trend.

He also pledged he wouldn’t back
down from a crackdown on drug
traffickers that has sharply raised
the country’s murder rate.

In an interview with The Wall
Street Journal at a meeting of the
World Economic Forum in Davos,
Mr. Calderdn said Mexico respected
market judgments and wouldn’t in-
tervene to try to depress the value
of its currency.

Countries including China, Brazil
and Turkey have taken measures to
keep their currency values lower or
to stop capital inflows.

“We are not intervening, we are
not establishing taxes to do this, we
are not manipulating the currency,”
he said.

He said he had concerns about
the growing number of countries in-
tervening in this way.

“Of course we have a con-
cern....In my opinion, the state in-
terventions in currency markets
sooner or later become too danger-
ous for a country,” he said.

The Mexican peso has appreci-
ated against other currencies, but
the authorities haven’t faced the
waves of capital experienced by
countries such as Brazil and Turkey.

One reason is that Mexico’s in-
terest rates of about 4% are roughly
the same level as inflation, and are
lower than many other emerging
economies.

Mr. Calderén pledged he
wouldn’t let up on a crackdown on
drug traffickers that has led to a
sharp jump in homicides, to more
than 15,000 last year.

He said he believed the country
had passed an “inflection point” in
2010, with drug-related killings be-
ginning to fall from the middle of
the year.

This followed a pattern seen
when traffickers were confronted in
Colombia—Dbut in much less time, he
said.

Twenty out of 37 drug kingpins
had been imprisoned or killed since
the government put out a “Most
Wanted” poster two years ago. He
said this had caused instability and
violence within drugs gangs.

“The gangs are becoming weaker,
they are losing capacity of maneu-
ver, and losing capacity of leader-
ship. That’s part of my duty. Of
course, I'd like to do the duty with-
out the secondary impact” of a high
murder rate.

He added: “For me there is no
choice. The duty is to fight crime
particularly organized crime, other-
wise they will take control of the
important parts of the government
or important parts of the country.
So we’ll act on time to fix the prob-
lem. The alternative doesn’t exist.”

Asked about immigration, the
touchiest topic in U.S.-Mexican rela-
tions, the president said he hoped
there would be a renewed effort to
find a solution for the millions of
Mexican immigrants “who are pro-
viding services to the American
economy.”
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A demonstration against pension changes Thursday in Bilbao. Spain is among a number of EU countries that have pension systems expected to pose major economic burdens over the next decades.

Crisis forces look at pension reforms

By MATTHEW DALTON

The global economic crisis has
forced policy makers to confront a
long-simmering problem fraught
with political danger: the growing
burden that public pension systems
are placing on government budgets
in an era of large deficits and
mounting debt.

With the global elite gathered in
Davos this week, there is much fret-
ting about the threat to the devel-
oped world’s public finances posed
by their aging societies and slow
postcerisis economic growth. Doubts
about governments’ ability to pay
pension benefits are central to these
worries.

Public retirement plans have
helped sharply reduce poverty rates
among the elderly across the devel-
oped world over the past 60 years
and few politicians have risked the
electoral backlash that would likely
arise from an effort to cut pension
benefits.

But now, national and local gov-
ernments in the U.S. and Eu-
rope—nudged and in some cases
forced by the crisis—are moving to
pare back these plans in ways that
might have been politically unthink-
able a few years ago.

“The crisis took a system that
was rather stressed at the seams
and broke some of the seams,” said
Nicholas Barr, an expert on pen-
sions at the London School of Eco-
nomics.

In Europe, even countries with
healthy budget positions are being
forced to reform their pension sys-
tems. The European Commission
said in 2009 that it expects Luxem-
bourg, which boasts one of the Eu-
ropean Union’s lowest budget defi-
cits, will see pension payments
chew up nearly 25% of gross domes-
tic product in 2060, tied with
Greece for the largest pension bur-
den in the EU.

The sovereign-debt crisis has
prompted Greece, under pressure
from the EU and the International
Monetary Fund, to raise the mini-
mum retirement age and cut bene-
fits, prompting violent protests in
the streets of Athens.

A number of other EU countries
have pension systems that the Euro-
pean Commission expects will pose
major economic burdens over the
next 50 years: Spain and Belgium
are both expected to spend around
15% of GDP on public pensions; Slov-
enia is expected to pay nearly 19% of
GDP; and Ireland is seen spending

roughly 11% on pensions.

Rising numbers of retirees, sharp
economic contractions during the
economic crisis and overly generous
pension promises have, to varying
degrees, put severe strains on these
systems.

Labor unions have been the
staunchest opponents of efforts to
cut benefits. Union officials say cuts

Spain’s government is
expected on Friday to
approve draft legislation that
will raise the country’s
retirement age to 67, up
from 65 currently.

aren’t inevitable if governments can
engineer higher economic growth
and employment rates, which would
maximize the number of workers
paying into the pension system.

“The battle is not only to raise
birth rates,” said Henri Lourdelle of
the European Trade Union Confed-
eration. “The true battle is to raise
productivity, to raise employment,
to raise investment.”

Raising the retirement age is one
of the main steps being pushed by
EU governments.

With people living much longer
than they did 50 years ago, a higher
retirement age would simply main-
tain the ratio of working years to
retirement years.

But critics note that wealthier
people have seen most of the gains
in life expectancy. A higher retire-
ment age would disproportionately
reduce benefits to poorer, less-edu-
cated workers.

Nevertheless, a higher retire-
ment age needs to be part of pen-
sion reforms, says Mr. Barr of the
London School of Economics.

“You can’t let that sad fact im-
mobilize pension policy forever,” he
said. “Unless it’s part of the story,
the rest is a waste of time.”

Spain’s government Friday is set
to approve draft legislation that will
raise the country’s retirement age to
67 from 65 currently. To win unions’
support, the government has offered
the possibility of workers retiring
earlier than 67 in certain cases.

In the U.S., state and local gov-
ernments face a looming crisis in
their ability to pay benefits, experts
say. As with other pension funds
around the world, the crisis knocked

their investment portfolios, exacer-
bating the funding challenges that
already existed because of the grow-
ing number of U.S. retirees whose
benefits must be paid.

Some estimate that the gap be-
tween current U.S. state and local
pension assets and future obliga-
tions to pay benefits is more than
$3 trillion. But this figure depends
heavily on the return that pension
funds will earn in the coming de-
cades.

The $3 trillion estimate assumes
that funds will earn only the “risk-
free” rate: the return that comes
from investing in U.S. Treasury
bonds and other super-safe govern-
ment securities.

Most funds invest more aggres-
sively and can expect to earn higher
returns, which will do much to close
the funding gap.

But this is a dubious strategy,
says Doug Elliott, a Brookings Insti-
tution expert on pensions. It carries
a significant risk that state and local
pensions—which are mainly “de-
fined benefit” plans that guarantee
payments to retirees for as long as
they live—won’t be able to make
promised payments if their more ag-
gressive investment strategies don’t
yield the promised returns.

Attendees brave the

By TrACY CORRIGAN

A lot of planning goes into
every visit to the World Economic
Forum, the annual gathering of
movers and shakers at the
stunning Swiss ski resort of
Davos. Which clients to meet,
which events to sponsor, which
parties to attend.

However, the world’s business
leaders appear to have spent very
little time worrying about what to
wear.

Some of us are wasting hours a
day changing from snow boots or
green rubber boots to more
elegant shoes and back again, in
order to rush through Davos’s
snowy streets from a meeting in
one hotel to lunch at another.

But the world’s top executives
didn’t get where they are today by
fussing with footwear. Instead,
they have come up with a simple
strategic solution—stick with a
favorite business suit, dark gray
or black, and shelve the shoes.

Bank executive Jamie Dimon, left, chose

snow with fanciful footwear

| -

practicality, while others tried for fashionability or no statement at all.

Instead, a weird range of snow
boots, sneakers, climbing shoes
and hiking boots is on display in
the halls and meeting rooms of
Davos, as bankers debate the
dangers of excessive regulation
and economists worry about slow
growth and rising inflation.

The dark suit/snow shoe

combination isn’t a good look, but
what it lacks in style it makes up
for in practicality. But why stop
there? Having dispensed with the
formal footwear, why not go the
whole hog and don winter leisure
wear appropriate to a Swiss ski
resort?

The reason is partly that the

Davos crowd is conservative, as
well as practical. It doesn’t seem
to have occurred to delegates that
this was an option.

Furthermore, it isn’t really
necessary, since the temperature
is warmer than New York even
though the ground is permanently
snowy. A warm overcoat, and

WSJ reporters

perhaps a hat, suffice, once foot
comfort is assured.

Nevertheless, there are
interesting nuances to be detected
in the choice of footwear. The
more conservative, or perhaps the
more aesthetically inclined, have
donned short but sturdy boots
which, when worn with a suit,
could pass for shoes unless
subjected to close examination.
Others are shameless, or daring,
pairing formal suits with robust
hiking boots or shiny running
shoes.

Since executives are almost
always clad in identical uniforms,
the choice of sturdy boots for a
risk-averse banker, or running
shoes for a nimble chief
executives may be revealing.

ONLINE TODAY: To see a video of
Davos attendees’ footwear
choices, go to WSJ.com/Davos.
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What sent states into a fiscal tailspin?

By Davip WESSEL

Amid all the de-
bate about bank-
ruptcy and bail-

y outs and all the

7 headlines about lo-
: cal-government
layoffs, benefit cuts, reduced ser-
vices and tax increases, ponder
one simple question:

How the heck did state and lo-
cal governments get in such trou-
ble?

It’s no small matter. State and
local governments are a big and
growing part of the U.S. economy.
They account for 15% of all eco-
nomic output, up from less than
12% two decades ago.

They employ one in every
seven workers, more than manu-
facturing.

Here are four of the big causes
of today’s fiscal woes:

It was the recession.

The deep and long recession
devastated tax revenue. At the
worst point, in early 2009, state
and local tax revenue combined
were down 11% from year-earlier
levels. Local governments took a
hit from the housing bust. State
governments got hammered when
the income, spending and capital
gains they tax declined.

Despite an improving U.S.
economy, tax receipts at the state
level remain 12% below prereces-
sion peaks.

The federal fiscal stimulus off-
set some of that drop in tax reve-
nue, warding off bigger spending
cuts and tax increases that would
have exacerbated the recession.
But no one was prepared for a
downturn like the one we had.
Rainy-day funds were depleted.
State unemployment-compensa-
tion funds borrowed from Wash-
ington interest-free, only to find
the grace period expiring before
the jobless were working again. At
the same time, the recession
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States of woe

Recession’s toll

Year-over-year change in state and local tax revenue

State and local
governments were hit
hard by the recession
and also are strained by
rising health costs and
the price tag on pension
and retirement health
benefits promised to
employees.

Health spending grows ...
Medicaid as percentage of all state
spending
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boosted demand for state services
such as community colleges and
the state-federal Medicaid health-
insurance program for the poor.

It was the boom.

In the good times, govern-
ments enjoyed and spent a tax
windfall; state and local tax reve-
nue rose 36% in the five years be-
fore the bust.

In the mid-2000s, overall re-
ceipts—taxes and federal
grants—rose rapidly. In the ensu-
ing years, spending rose rapidly,
too. Flush with money, govern-
ment did more, often encouraged
by voters who wanted more
spending on education, for in-
stance.

Going into the recession,
spending exceeded the revenue
that states and localities can ex-
pect to collect in normal times.
The gaping budget holes vexing
city councils and state legislatures
are largely the result of the reces-
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sion; projected future deficits
aren’t. And those won’t go away
without scaling back government
(beyond the half a million state-
and local-government jobs cut al-
ready) or raising taxes (beyond
the $40 billion in tax and fee in-
creases that the National Associa-
tion of State Budget Officers esti-
mates state governments alone
have legislated in the past two
years).

It’s health care.

When the economy heals, state
and local revenue will grow again.
But that won’t relieve unsustain-
able pressures that predate the re-
cession, especially health costs.

In 1978, health spending—from
Medicaid to employee bene-
fits—accounted for 12% of state
and local spending. Twenty years
later, it was 20% of much larger
budgets.

“The primary driver of fiscal
challenges for state and local gov-
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... as federal stimulus fades.
Temporary federal aid to states
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Sources: Census Bureau; National Association of State Budget Officers; Boston College Center for Retirement Research

ernment continues to be growth
in health costs,” the congressional
Government Accountability Office
says. Medicaid accounts for more
than $1 in every $5 of state
spending, more than states spend
on elementary and secondary edu-
cation.

State governments are cover-
ing more people and the cost of
caring for them is rising faster
than nearly anything else. Soon
the extra federal aid provided dur-
ing the recession will run out.
Missouri, for instance, estimates it
would need a 3% jump in revenue
to cover the projected $200 mil-
lion increase in Medicaid costs
next year, according to the Na-
tional Conference of State Legisla-
tures.

The Obama health-care law ex-
pands the number of Americans
insured by Medicaid, which al-
ready covers 55 million people.

It’s the pensions.

By any metric, and there’s a
debate over which is the right
one, state and local governments
haven’t set aside enough money to
cover pension or retiree health-
benefit promises they’ve made to
their workers. Governments and
public-employee unions agreed to
pension and health benefits—and
stuck future taxpayers with the
tab.

States and localities got reli-
gion in the mid-1970s and began
funding their pensions more
soundly, but then a long bull mar-
ket led management and unions to
count on super-charged stock-
market returns to cover the future
costs.

Stock-market busts of the early
and late 2000s show the down-
sides of that strategy.

Now governments need to put
a lot of money into the pension
funds or dilute the promises or, at
least for new hires, move away
from old-style pensions to the
401(k)-style plans common in the
private sector, or all three.

A few big states are in decent
shape, such as Massachusetts and
Florida. But the problem is acute
in a few very big states—Califor-
nia, Illinois and New Jersey—that
offered very generous pensions or
didn’t make the annual contribu-
tions that even the most lenient
accounting rules required, or
both.

State and local governments
have been putting about 3.8% of
their budgets into pensions. If
they continue to count on 8% in-
vestment returns, which doesn’t
seem prudent, they will need to
put in 5% by 2014. Using a more
reasonable rate of return of 5%,
Boston College’s Center for Re-
tirement Research estimates,
states will have to put 9.1% of
their budgets into pensions, on
average. For California, Illinois
and New Jersey, it’s 12%.

In state legislatures and city
councils, just as in the Congress in
Washington, tinkering won’t suf-
fice.

IMF urges U.S. to fix deficit-cutting moves

By MicHAEL R. CRITTENDEN

WASHINGTON—The U.S. will
need to make a “significant adjust-
ment” to its fiscal policies if the
government intends to meet the
goal of halving the deficit by 2013,
the International Monetary Fund
said Thursday.

The fund was critical of the deci-
sion by U.S. lawmakers late last year
to extend a package of tax cuts—“its
stimulative impact will be small, rel-
ative to its fiscal cost”—and noted
that the U.S. is the only major ad-
vanced economy implementing pro-
cyclical policies this year. The deci-
sion by policy makers in the U.S.,
and to an extent Japan, to delay ef-
forts to strengthen their fiscal posi-
tion needs to be addressed, the re-
port said.

“For these two countries I think
there is now a more urgent need to
fix their fiscal adjustment creden-
tials by identifying in more detail
the fiscal measures that will be
taken...to reduce deficits,” said Carlo
Cottarelli, director of the IMF’s fis-
cal affairs department.

Leaders of the Group of 20 in-

dustrialized nations reached an
agreement at a meeting last year to
address their fiscal positions, in-
cluding a commitment for the U.S.
to cut its deficit in half by 2013. IMF
Deputy Managing Director John Lip-
sky, appearing on CNBC from the
World Economic Forum in Switzer-
land on Thursday, expressed doubts
about Washington’s ability to meet
that goal.

He’s skeptical “because this year
the U.S. deficit is probably going to
g0 up slightly, not go down as was
planned previously,” Mr. Lipsky said.

“The United States and Ja-
pan..need in particular to
strengthen their adjustment creden-
tials by detailing the measures they
intend to adopt to honor their com-
mitments to reduce deficits and
debt,” the IMF said.

The White House and lawmakers
from both parties on Capitol Hill
have frequently acknowledged the
concerns surrounding the deficit.
President Barack Obama, speaking
Tuesday during the State of the
Union address, called for a five-year
freeze in domestic spending; such a
change would reduce the deficit by

Bloomberg News

IMF’s John Lipsky Thursday in Davos.

more than $400 billion over 10
years.

“Now that the worst of the re-
cession is over, we have to confront
the fact that our government spends
more than it takes in. That is not
sustainable,” Mr. Obama said.

Mr. Cottarelli said the IMF wel-
comed Mr. Obama’s focus on dealing
with discretionary spending, but
said the U.S. needs to go further to
find ways to increase tax revenue
and cut costs in even politically
popular programs.

“On Social Security, and here I
will include all entitlement spend-
ing...for the U.S. there will be a need
for actions in this area,” he told re-
porters at a press conference in
Washington.

He offered a similar prescription
for Japan, suggesting it was not a
surprise that Standard and Poor’s
lowered its rating on the nation’s
sovereign debt. Japan’s problems
are “well known,” Mr. Cottarelli
said, and suggested an increase in
the country’s value-added tax could
help reduce its deficit.

“I think what is particularly im-
portant for Japan is tax reform is
being discussed currently. I think
it’s good because tax reform and ac-
tion on the revenue side is going to
be very important,” Mr. Cottarelli
said, suggesting there is “definite
room to raise” the country’s con-
sumption tax.

More broadly, the IMF said the
world’s economies are expected to
reduce their deficits at a slower-
than-expected pace in 2011, while
the overall debt ratio is expected to
climb to more than 100% of gross
domestic product. Debt concerns in
Europe, combined with the risk that
some emerging market economies
may be “overheating,” are cause for
worry, the fund said.

“Altogether, sovereign risks re-
main elevated and in some cases
have increased since November, un-
derlining the need for more robust
and specific medium-term consoli-
dation plans,” the report said.

The IMF sounded a note of cau-
tion to the emerging market econo-
mies that have grown rapidly in the
last several years, warning against
any push to increase spending in the
current environment.

“Many emerging economies need
to rebuild fiscal buffers more rap-
idly to address overheating con-
cerns; create scope to respond to
any growth slowdown; or avoid re-
lapsing into procyclical policies that
would undermine credibility,” the
IMF said.
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Warning signs preceded crisis

By MAyA JACKSON RANDALL

WASHINGTON—A blue-ribbon
panel investigating the 2008 finan-
cial crisis blamed failures in finan-
cial regulation, flaws in corporate
governance and excessive borrowing
as key elements leading to the melt-
down, Financial Crisis Inquiry Com-
mission Chairman Phil Angelides
said Thursday.

“Despite the expressed view of
many on Wall Street and in Wash-
—— ington that the
FINANCIAL crisis could not
CRISIS REPORT  have been fore-
——— seen or avoided,
there were warning signs,” said Mr.
Angelides. “The greatest tragedy
would be to accept the refrain that
no one could have seen this coming
and thus nothing could have been
done. If we accept this notion, it will
happen again.”

The commission’s final report,
which the panel sent to President
Barack Obama Thursday, found the
crisis was caused by widespread de-
ficiencies in financial regulation
such as the Federal Reserve’s failure
to stem toxic mortgages over the
past decade.

Corporate-governance issues and
“an explosive mix of excessive bor-
rowing” contributed to the crisis, as
well, the report finds. It also points
to governance breakdowns at com-
panies such as American Interna-
tional Group Inc. and Fannie Mae.

In addition, the 500-plus page re-
port says key policy makers weren’t
prepared for the meltdown and
there were “systemic breaches in ac-
countability and ethics at all levels.”

The report cites burgeoning
mortgage fraud around the country
in the years running up to the melt-
down and notes that major financial
institutions packaged loans into se-
curities that they had reason to sus-
pect didn’t meet their standards.

The failures were widespread, it
says, even blaming the public.

“As a nation, we must also accept
responsibility for what we permitted
to occur,” it says. Still, it says, “we
do place special responsibility with
the public leaders charged with pro-
tecting our financial system. No one

FCIC chief Phil Angelides displays a copy of the crisis report, which cites ‘an explosive mix of excessive borrowing.’

said, ‘No.””

The 10-member commission re-
viewed millions of pages of docu-
ments and conducted interviews
with more than 700 witnesses. The
panel held 19 days of public hearings
in communities across the country.

The commission was created in
May 2009 to investigate the causes
of the financial and economic crisis.
Congressional Democratic leaders
appointed six members of the panel.
The Republican leadership picked
four.

The report’s scope is expansive,
but partisan divisions that emerged
during its drafting could detract
from its long-term impact on policy.
Republican members of the panel
dissented, saying they couldn’t sup-
port the majority’s conclusions.

“Instead of pursuing a thorough
study, the commission’s majority
used its extensive statutory investi-
gative authority to seek only the

facts that supported its initial as-
sumptions—that the crisis was
caused by ‘deregulation’ or lax regu-
lation, greed and recklessness on
Wall Street, predatory lending in the
mortgage market, unregulated de-
rivatives and a financial system ad-
dicted to excessive risk-taking,” Pe-
ter Wallison, a Republican-appointed
commission member who is also a
fellow at the American Enterprise
Institute, wrote in his dissent.

“The commission did not seri-
ously investigate any other cause,
and did not effectively connect the
factors,” he wrote.

In addition, Republican members
Bill Thomas, Keith Hennessey and
Douglas Holtz-Eakin said the com-
mission’s explanation of the crisis
was too broad. They criticized it for
cataloging every possible shortcom-
ing. Mr. Thomas is the panel’s Re-
publican vice chairman and a former
Republican congressman from Cali-

fornia. Mr. Hennessey served as a
top economic adviser to President
George W. Bush during the 2008 fi-
nancial crisis, and Mr. Holtz-Eakin is
a leading Republican economist and
former head of the Congressional
Budget Office.

The three commissioners nar-
rowed the causes of the crisis down
to 10, faulting, among other things:
credit and housing bubbles; nontra-
ditional mortgages; failures in
credit-rating and securitization; fi-
nancial firms’ massive housing risk;
firms holding too little capital; the
ease at which losses spread through
the system; bad bets on housing;
and market shock and panic.

It is unclear how the report’s
findings will shape financial regula-
tions. Congress passed a broad re-
write of federal banking laws last
year. Lawmakers are expected to
consider overhauling the nation’s
housing-finance system.

Tax redo seeks ‘level playing field’

By DaviD WESSEL

In his State of the Union address,
President Barack Obama called on
Congress to embark on a major re-
vamp of corporate taxes: “[S]implify
the system. Get rid of the loopholes.
And use the savings to lower the
corporate tax rate for the first time
in 25 years—without adding to our
deficit.”

Treasury Secretary Timothy
Geithner talked to The Wall Street
Journal about the initiative. He em-
phasized the administration’s insis-
tence on offsetting lowering the cor-
porate rate, now 35%, by eliminating
deductions, credits and incentives.
Raising more revenue from busi-
nesses in light of global competition
“isn’t realistic,” he said. But, given
the deficit, “We can’t raise taxes on
individuals to lower business taxes.”

Mr. Geithner wouldn’t say if the
administration wants to move from
taxing multinational corporations’
global profits and instead tax only
domestic profits, as most other
countries do and as U.S. business
wants. But he said a “level playing

field” is a major goal.

Q. How would corporate tax re-
form help economic growth?

A. Lowering rates, removing the
distortions in the present system,
helps growth because it allows busi-
ness to compete on the basis of per-
formance and return rather than on
their ability to get or protect special
provisions in the tax code. If you
level the playing field, you allow the
market rather than the tax system to
drive investment.

Q. How much does the corporate
tax rate need to fall to make a differ-
ence?

A. To have a more competitive
system, you want to try to bring
down the rate closer to the range of
our major trading partners. We have
a high statutory rate, which is made
necessary by all the special provi-
sions. How low you can go depends
on how much of the reform you can
achieve.

Q. What’s the point of going
through the political minefield if
this doesn’t ultimately lower the
business tax burden?

A. All businesses want lower
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Treasury chief Timothy Geithner makes
the case for a corporate-tax overhaul.

taxes. But businesses understand
that their success as businesses de-
pends in part on what the govern-
ment does—on education, infra-
structure, national security....Most
businesses understand that we have
limited resources, that we can’t raise
taxes on individuals to lower busi-

ness taxes and that unsustainable
long-term deficits hurt growth too.

Q. What’s the point of going
through all this if it doesn’t raise
revenue to reduce the deficit?

A. You’ve had a very broad sub-
stantial reduction in corporate tax
rates outside the U.S. That occurs at
a time when it’s much easier—be-
cause of technology—for companies
to shift investment and income to
take advantage of lower tax rates
overseas. We can’t expect to raise
significant additional revenue from
business, as a share of GDP, from the
corporate tax without hurting our
competitive position, without hurt-
ing growth. It isn’t realistic.

Q. What are the next steps?

A. It’s good for confidence if we
can find things that both Democrats
and Republicans want to do. We’re
going to keep consulting—with key
committee chairmen ... with other
stakeholders, with architects of past
reforms, both ones that worked and
those that didn’t. Everybody who
looks at the current system says: We
can do better than this. And there’s
a lot of interest in doing it.

Claims rise
for benefits
by jobless;

orders slide

By JEFF BATER
AND SARA MURRAY

New claims for jobless benefits
rose last week and orders in Decem-
ber fell for durable goods, according
to reports Thursday indicating the
struggle of an economy trying to
gather steam.

More data showed a modest re-
vival in housing demand as the bat-
tered building sector that was a fac-
tor in sending the economy into
recession attempts to recover.

The Labor Department reported
the number of idled U.S. workers fil-
ing new claims for benefits rose by
51,000 to 454,000 in the week ended
Jan. 22. Analysts said the data were
likely distorted by winter weather
and think new claims will resume a
downward course.

The four-week moving average
for claims, designed to smooth out
volatility, increased 15,750 to
428,750.

“This jump in the number of new
filers is likely to prove temporary
and should reverse next week,” RBS
Economics Research said in a note
to clients. “Since early October, the
four-week average in initial claims
has been trending firmly to the
downside, and we see no reason to
suspect that that trajectory has
changed.”

Still, while the U.S. labor market
is gradually improving as the 18-
month-old economic recovery gains
momentum, it will take a long time
to make up for all the jobs lost dur-
ing the 2007-09 recession.

“Despite some improvement, the
labor markets remain relatively
soft,” Insight Economics analyst
Steven Wood wrote in a research
note.

Continuing claims for unemploy-
ment benefits, those drawn by job-
less Americans for more than one
week, rose 94,000 to 4 million for
the week ending Jan. 15, according
to the Labor Department.

A weak spot for factories
emerged Thursday as orders for
manufactured durable goods, which
are designed to last at least three
years, fell 2.5% last month from No-
vember to a seasonally adjusted
$191 billion, the Commerce Depart-
ment said. Orders fell 0.1% the prior
month.

The drop was driven by a sharp
decline in aircraft orders. Stripping
out transportation, new orders rose
0.5% last month.

Shipments of manufactured
goods, meanwhile, ticked up 1.4% to
$200.4 billion.

There were signs that business
investment continued to improve
last month as well.

A measure of demand for capital
goods that excludes aircraft and de-
fense orders and gauges business
spending rose 1.4% in December.
That follows a 3.1% increase in No-
vembetr.

Demand for homes firmed in De-
cember, the National Association of
Realtors said in a separate report
Thursday, as its index of pending
home sales increased for the fifth
time in six months. The pending
home sales index, which is based on
signed housing contracts and is an
indicator of future sales, rose 2% to
93.7 in December.
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ElBaradei returns, Egypt rallies loom

By MATT BRADLEY

CAIRO—Nobel Peace Prize laure-
ate and pro-democracy figure Mo-
hamed ElBaradei returned to Egypt
on Thursday, seeking to mend
strained alliances with the opposi-
tion leaders who this week rallied
ordinary Egyptians to hold mass an-
tigovernment demonstrations in his
absence.

Mr. ElBaradei’s return came
ahead of countrywide demonstra-
tions planned to take place after
noon prayers Friday, a weekend
day when few in the Arab world’s
most-populous nation work. Orga-
nizers and observers said the
planned events had the potential
to eclipse those held Tuesday,
Egypt’s largest in decades, as peo-
ple who took notice of the week’s
rallies join in.

Small  protests continued
throughout Egypt on Thursday in
cities including Suez. Also Thursday,
Egypt’s ruling party said it is willing
to hear protesters’ concerns.

Mr. ElBaradei arrived late Thurs-
day, greeted by friends and some
supporters. “It is a critical time in
the life of Egypt,” he told reporters
upon his arrival. “I wish we didn’t
have to go into the streets to im-
press upon the regime that they
have to change.”

Friday’s planned rallies will be
closely watched in the region, as
they are expected to provide an
early read on the strength of the
bonds between Egypt’s newly influ-
ential alliance of opposition groups

Agence France-Presse/Getty Images

A

Nobel laureate and former U.N. nuclear watchdog chief Mohammed ElBaradei arriving in Cairo on Thursday evening.

and Mr. ElBaradei, the man they
have fitfully embraced as their
leader.

The chief architects of Tues-
day’s Egypt rallies are members of
the National Association for
Change, a grouping of opposition
movements that Mr. EIBaradei as-
sembled around him last summer.
In a country where public dissent
is rare and demonstrators infre-
quent, these organizers spurred
tens of thousands of people—pri-
marily middle-class, Internet-savvy
Egyptians apparently emboldened
by popular protests that helped

overthrow Tunisia’s president two
weeks ago—to turn out to protest
the regime of President Hosni
Mubarak.

Several of these organizers now
say they are disappointed with Mr.
ElBaradei for spending large
chunks of time outside Egypt, add-
ing that he has returned too late
for a wave of protests that got
started without him. Some youthful
protesters likened Mr. ElBaradei’s
arrival to that of an adult trying to
take credit for his children’s accom-
plishments.

These people and other observ-

ers say Mr. ElBaradei will now have
to regain trust of these demonstra-
tors. The protest’s organizers con-
cede, however, that Mr. ElBara-
dei—a rare secular liberal whose
prominence allowed him to cam-
paign outside the limited menu of
Egyptian political ideologies—is
one of the few figures capable of
rallying these disparate groups
around him.

The political ambitions of Mr.
ElBaradei, the 68-year-old former
head of the International Atomic
Energy Agency, remain frustrat-
ingly unclear to many of those

who support him. Egyptian presi-
dential elections are set for this
fall, and the regime’s tight grip on
power has made it virtually impos-
sible for outside candidates to
emerge. Many Egyptians believe
Mr. Mubarak, 82 years old, is pre-
paring his son Gamal to succeed
him.

Mr. ElBaradei has said he won’t
run for president unless Mr. Muba-
rak makes key changes to the con-
stitution, including lifting barriers
for independent candidates. Egypt
requires presidential candidates to
serve for at least a year as head of
a recognized political party.

Those close to Mr ElBaradei ac-
knowledge his nebulous inten-
tions—his desire to run for presi-
dent has also appeared to
waver—have disappointed many.
But some of Mr. ElBaradei’s sup-
porters point to the continuing po-
litical vacillation in Tunisia as an
example of how even the most or-
ganic, grass-roots democracy move-
ments ultimately need strong lead-
ership to allay fears of chaos that
could accompany any leadership
change.

Of Mr. ElBaradei’s return, Hos-
sam Badrawi, a member of the pow-
erful policies sectretariat of the rul-
ing National Democratic Party, said:
“He’s a citizen coming back to his
country. It’s his right to do that.”

Egypt’s government also said
Thursday it is willing to talk to pro-
testers and widen political participa-
tion, especially among Egypt’s
youth.
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Thousands protest
regime in Yemen

By HAKIM AL-MASMARI
AND MARGARET COKER

SAN’A, Yemen—Thousands of Ye-
menis, inspired by the wave of ac-
tivism spreading across the Middle
East, marched through the capital
demanding the removal of their
longtime president, in one of the
largest protests seen in this auto-
cratic nation in years.

The demonstrations, organized
by a committee of opposition par-
ties, wound through four central dis-
tricts of the city, with protesters
shouting for the removal of Presi-
dent Ali Abdullah Saleh, a key U.S.
counterterrorism ally whose govern-
ment has long been criticized by Ye-
menis for repression and corruption.

Demonstrators who gathered at
San’a University and separately
along the ancient gates of the old
walled city center said they were de-
manding improvements in living
conditions as well as political
change. Many chanted: “Presi-
dent—leave peacefully before being
forced out the Ben Ali way,” invoking
how mass protests forced the resig-
nation of Tunisian President Zine al-
Abidine Ben Ali two weeks ago.

Since the reunification of the
northern and southern sides of the
country in 1990 and a brutal civil
war shortly afterward, Mr. Saleh has
sidelined opposition groups and
placed his relatives and close allies
in key military and political posts.

In Yemen this month, Secretary
of State Hillary Clinton called on Mr.
Saleh to pursue political and eco-
nomic change, while reaffirming U.S.

military and developmental support.

Like Mr. Ben Ali and Egyptian
President Hosni Mubarak, Mr. Saleh
has often cited security issues as a
reason to stall political change. His
government is battling a separatist
movement in the south, a rebel
group in the north and al Qaeda
cells, which are active in many of
Yemen’s provinces.

Yemen’s political groups have a
history of showing a united front
against the leader. Since mid-2010,
they have participated in “National
Dialogue” talks with Mr. Saleh’s
party in attempts to forge a power-
sharing agreement.

Mr. Saleh called off those talks in
late 2010, his aides and opposition
officials say, in part due to the op-
position’s refusal to compromise
over their demands.

The protests held Thursday, a
weekend day in Yemen, were orga-
nized by the same steering commit-
tee that participated in the political
talks. Leaders from the Joint Meet-
ing Parties, which are made up of Is-
lamic groups and staunchly secular
Socialists, among others, met Mon-
day to plan their protest strategy.

“The Saleh regime has failed to
manage the country for more than
30 years, and now the time has
come for the political parties to lead
popular protest against this re-
gime,” said Aidrous al-Nagqib, a rep-
resentative of Yemen’s Socialist
Party within the JMP.

JMP leaders say they will hold
rolling protests each Thursday until
they win political concessions from
the president.



