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Politics this week 
Feb 11th 2010  
From The Economist print edition 

 
 
Speculation rose ahead of a European Union summit in Brussels that Greece would be offered some sort of 
financial assistance to help it avoid default on its sovereign debt. Greek public-sector workers went on strike 
for a day to protest against the government’s planned austerity measures. See article 

Viktor Yanukovich won Ukraine’s presidential election. International observers 
endorsed the result, but Yulia Tymoshenko, Mr Yanukovich’s opponent and the 
country’s prime minister, refused to concede. Members of her party said they would 
mount a legal challenge to the result. See article 

Gazprom, Russia’s state-controlled gas giant, announced that it would begin the 
construction of two gas pipelines, Nord Stream and South Stream, later this year to 
supply various parts of the EU. The pipelines will bypass Ukraine, Belarus and 
Poland, transit countries that Russia finds troublesome. 

After a vote of approval in the European Parliament, the new European 
Commission began work, three months later than originally scheduled. The delay 
was caused by last year’s wrangling over the Lisbon treaty and by a recent dispute over Bulgaria’s first 
commission nominee, who withdrew. 

The White House said it was “deeply disappointed” by an order from Britain’s Appeal Court to release parts 
of a CIA report covering the alleged torture by Pakistani interrogators of an Ethiopian-born British resident. 
Future intelligence-sharing operations were said to be at risk. See article 

Northern Ireland’s parties reached an 11th-hour agreement on devolving policing and justice powers to 
Belfast. Gordon Brown hailed it as a “new chapter” in the province’s peace process. See article  

 
To the victor the spoiling 

In Sri Lanka Sarath Fonseka, the defeated candidate in a presidential election, was arrested and accused of 
plotting to overthrow the government of President Mahinda Rajapaksa. Mr Rajapaksa also dissolved 
parliament, paving the way for elections, in which his party is expected to do well. Protests by opposition 
supporters in several cities were quelled with tear gas. See article 

Citing fears about safety, India’s environment minister announced a moratorium on the commercial 
cultivation of what would have been India’s first genetically modified crop Bt Brinjal, or aubergine. See 
article 

NATO commanders in Afghanistan said they were preparing to launch their biggest offensive in the country 
since the toppling of the Taliban regime in 2001. They hoped that by advertising their plan they would 
persuade residents of the affected area, Marja, a cluster of villages in Helmand province, to head for safety, 
and that Taliban fighters might themselves leave. See article 

At least 166 people were killed in an avalanche in the Salang Pass, north of Kabul, 
the Afghan capital. More than 2,500 people were rescued, but many more were 
feared trapped by heavy snow. 

In the Philippines 196 more people were charged in connection with a massacre 
in the southern province of Maguindanao last November, in which 57 people were 
killed. Those charged included Andal Ampatuan senior, a former governor and ally 
of President Gloria Macapagal Arroyo. See article 

Tan Zuoren, an activist who had conducted an investigation into the role played by 

  

AFP

AP



shabby construction in deaths from the earthquake in Sichuan province in China in 
2008, was sentenced to five years in jail for “inciting subversion”. See article 

 

The same old story 

In defiance of UN sanctions, Iran enriched uranium to 20%, the level at which it can move fast to the 90% 
level required for providing material for a nuclear bomb. America, Britain and France said the Security 
Council would call for tougher sanctions. Russia hinted it might agree, but China stayed mum. Meanwhile, 
huge rallies were held across Iran to mark the anniversary of the Islamic revolution. The opposition held 
counter-demonstrations. See article 

Eighty days after Nigeria’s sickly president, Umaru Yar’Adua, went abroad for medical treatment, his vice-
president, Goodluck Jonathan, formally took over as acting president in the hope of ending the country’s 
drift. See article 

The presidents of Chad and Sudan, Idriss Déby and Omar al-Bashir, agreed on measures to end years of 
conflict between their two countries. This could help bring peace to Sudan’s western region of Darfur, on 
Chad’s border. But they have made similar agreements before. 

 
The will to live 

Haiti raised the estimate of the death toll from the recent earthquake to 230,000. Nearly a month later, an 
emaciated man was pulled alive from beneath the rubble. Aid workers worried about the approaching rainy 
season.  

Laura Chinchilla became the fifth woman to be elected to the presidency in Latin 
America, winning Costa Rica’s election with 47% of the vote. She is a protégée of 
Óscar Arias, the outgoing centrist president. See article 

Faced with a power shortage caused partly by drought, Venezuela’s president, 
Hugo Chávez, declared an “electricity emergency”. Customers who do not cut their 
usage will face steep increases in their bills. 

Brazilian health officials prepared to hand out 55m condoms in the run-up to 
Carnival, as part of an AIDS-awareness campaign. See article 

 
Anyone for tea? 

The first national convention was held of the conservative “tea-party” movement. The star speaker in 
Nashville was Sarah Palin, who asserted that “America is ready for another revolution”. She also derided 
Barack Obama’s agenda, asking “How’s that hopey changey thing working out for you?” Once again, Mrs 
Palin left her options open for a run at the presidency in 2012. See article 

New Orleans elected its first white mayor since the 1970s. Mitch Landrieu takes over from the beleaguered 
Ray Nagin, who was in office during the flooding caused by Hurricane Katrina in 2005. See article 

Mr Obama called on Democrats and Republicans to attend a “summit” on his stalled health-care reform 
bill, to be televised from the White House on February 25th. Politicians from both parties immediately 
sought ways to gain partisan advantage from the bipartisan event.  

 
 

AFP
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Business this week 
Feb 11th 2010  
From The Economist print edition 

 
 
Global markets had a rocky time amid worries that the loss of confidence in Greece’s ability to tackle its 
debt crisis alone would spread to other euro-zone countries, particularly Spain and Portugal. Nervous 
investors awaited news of a possible Greek bail-out, led by Germany. See article 

Ben Bernanke outlined the exit strategy the Federal Reserve would take to tighten credit once the economy 
recovers. He raised the possibility of using the interest rate the Fed pays banks for reserves they maintain at 
the central bank, which have soared, as a guide to its main operating policy, as the current federal funds 
rate“could for a time become a less reliable indicator…of conditions in short-term money markets”. 

 
No longer Hector’s house 

Hector Sants unexpectedly resigned as the head of Britain’s Financial Services Authority. Mr Sants 
opposes a plan for the Bank of England to absorb the FSA’s regulatory responsibility for banks that has been 
put forward by the Conservatives, the likely winners of an election this spring. See article 

Google took steps to boost its business in parts of the internet it has yet to reach. It launched Buzz, a 
social-networking system for sharing messages, images and video that will compete with the likes of 
Facebook and Twitter. And it unveiled a project to test whether it could deliver ultra-high-speed broadband 
at one gigabit per second, 100 times faster than usual. See article 

In a co-ordinated agreement with America’s Department of Justice and Britain’s Serious Fraud Office, BAE 
Systems settled charges involving its “dealings in a number of countries”. The defence company will pay a 
$400m fine in America for making false statements to the government in regulatory filings, and a £30m 
($47m) penalty in Britain for its accounting procedures “in relation to its activities” in Tanzania. The deal 
settles allegations of corporate bribery; critics said that former BAE executives should have been prosecuted. 
There was political uproar in Britain in 2006 when the SFO dropped its investigation into a BAE deal with 
Saudi Arabia at Tony Blair’s behest.  

 
Accelerating problems 

Toyota’s woes mounted as it issued a worldwide recall of 440,000 of its 
hybrid cars built since April, including the Prius, because of a glitch with 
the brakes. After identifying a snag with sticking throttles that led to an 
earlier recall of millions of other vehicles, Akio Toyoda, the company’s 
president, expressed regret. Some said Toyota had responded too slowly 
to the crisis and had not fully grasped the scale of the damage to its 
brand. See article 

China charged four employees of Rio Tinto with bribery and violating 
commercial secrets. The four, who have been held since July, were 
negotiating the price of iron ore with steel mills, the rising cost of which 
has strained relations between China and Western mining companies. 
Their case is being watched for any signs of hardening Chinese attitudes 
towards foreign businesses.  

A judge who last year took the highly unusual step of overturning a settlement between the Securities and 
Exchange Commission and Bank of America, on allegations that BofA misled investors about its takeover of 
Merrill Lynch, questioned the details of their latest agreement and delayed his ruling. The SEC announced 
the new $150m settlement on February 4th, the same day that New York state’s attorney-general laid civil 
charges of fraud in the case against Ken Lewis, BofA’s former boss, and Joe Price, its recently appointed 
head of consumer banking. 

  



UBS reported a quarterly net profit, its first since Oswald Grübel took over as chief executive. But net 
outflows of funds at the Swiss bank’s private-banking division doubled from the previous quarter, spurred by 
withdrawals from clients to pay authorities in an Italian tax amnesty.  

UBS’s SFr2.7 billion ($2.5 billion) loss for the year activated its malus (Latin for “bad”) system of accordingly 
reducing an executive’s bonus (“good”). Separately, the $9m in deferred stock awarded to Lloyd Blankfein 
at Goldman Sachs was taken as a sign of pay restraint on Wall Street. Jamie Dimon, of JPMorgan Chase, 
received $17m.  

Last July’s proposed merger between Kirin and Suntory fell apart. Combined sales at the Japanese 
beverage companies would have been greater than Coca-Cola’s.  

 
A bitter aftertaste 

Roger Carr, who stepped down as chairman of Cadbury after the recent hostile takeover by Kraft Foods, 
called for changes to Britain’s takeover rules, which, he said, favour short-term investors at the expense of 
the long-term value of a company. Meanwhile, Kraft reversed an earlier pledge and said it would now not 
halt the closure of a Cadbury factory in Somerdale, near Bristol.  
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KAL's cartoon 
Feb 11th 2010  
From The Economist print edition 
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World economy  
 
 
 
New dangers for the world economy 
Feb 11th 2010  
From The Economist print edition 

 
 
When the crisis started, governments helped save the world economy. Now they are the problem
 

 
LAST year it was banks; this year it is countries. The economic crisis, which seemed to have eased off in the 
latter part of 2009, is once again in full swing as the threat of sovereign default looms. 

Europe’s leaders are struggling to avert the biggest financial disaster in the euro’s 11-year history (see 
article). This week all eyes have been on Greece. If it defaults, it will be the first EU member to do so. As 
The Economist went to press EU leaders were meeting to discuss what to do, and there was talk of a 
German-led rescue scheme. If it happens, other European candidates may be queueing up. Bond markets 
are worried about the capacity of Spain (see article), Ireland and Portugal to repay their debts, forcing these 
countries to increase taxes and cut spending, even as they remain mired in recession.  

Europe’s troubles have given investors good reason to worry; but they are not the only cause for concern. 
Policy changes around the world have also spooked investors. China’s government began to rein in its 
lending binge last month, worried about accelerating inflation and asset bubbles. India’s central bank has 
raised reserve requirements and Brazil’s fiscal stimulus is being phased out (see article). The rich world’s big 
central banks are gradually unwinding the emergency liquidity facilities they introduced at the height of the 
crisis. “Quantitative easing”, the process of printing money to buy longer-dated securities, is coming to an 
end—or at least being put on hold.  

All this has knocked asset prices. Stockmarkets are down sharply, commodity prices have tumbled and 
volatility is up. The MSCI World Index of global share prices has fallen by almost 10% from its peak on 
January 14th. Optimism about a “V”-shaped recovery is being replaced with pessimism about a double-dip 
recession, as fears grow that policymakers will be forced, or will mistakenly choose, to remove monetary and 
fiscal props too soon. 

 
Acropolis now? 

Three factors will determine whether such fears are justified. The first is the strength of the recovery—
whether it is self-sustaining, or still propped up by government stimulus. The second is the scale of the 
sovereign-debt problems—whether Greece is a basket-case all of its own, or investors lose confidence in 
other heavily indebted governments. The third is the deftness with which the world’s central bankers and 
finance ministers design and co-ordinate the withdrawal of policy stimulus (see article). 

  



The picture on global growth is increasingly split. Big emerging economies are in the best shape, with strong 
growth in domestic demand and scant spare capacity. Countries such as India and Brazil have largely put 
the downturn behind them. Given the scale of its government-directed lending binge, China’s economy is 
vulnerable to a sudden clampdown by bureaucrats. But, for all the markets’ worries, there are few signs that 
it will tighten too much too fast. A slowing is possible, indeed desirable, but a serious stumble seems 
unlikely.  

Not so in the rich world, where there are still few signs of strong private-demand growth. America’s latest, 
buoyant, GDP figures are misleading. Output grew at an annualised rate of 5.7% in the fourth quarter of 
2009 mainly because firms were rebuilding their stocks. With the economy still shedding jobs (albeit at a 
lower rate), share prices falling, the housing market still wobbly and household debt shrinking, consumer 
spending is likely to remain subdued. Nor, with plenty of capacity sitting idle, are firms likely to go on an 
investment binge. In Europe and Japan the situation is far grimmer. Though exports are recovering, Japan 
has slipped back into deflation. In the euro zone, recovery was faltering long before the Greek crisis hit. 
Domestic demand has stalled even in countries, such as Germany, where households have no excess debt to 
pay off.  

 
Searching for the exit 

This disparity between the rich and emerging worlds should be reflected in their macroeconomic policies. 
Emerging economies can, and should, unwind their stimulus and raise interest rates before inflation takes 
off. But in big, weak, rich economies it is still too soon to tighten. The dangers of repeating the mistakes 
made in America in 1937 and Japan in 1997—when premature tax increases and tighter monetary policy 
pushed fragile economies back into recession—are greater than the risks of inaction. With output so far 
below potential and credit growth stagnant, there is little chance of sustained inflation. Nor, in most 
countries, should fear of bondholders lead to sudden fiscal austerity. The right lesson to draw from the 
travails of Greece, Spain and Portugal is not that all deficits today are dangerous, but that governments 
need to do more to control their deficits and boost economic growth in the medium term in order to make 
room for looseness today. 

Most big, rich economies have absorbed half that message. At their gathering on February 6th, the G7’s 
finance ministers concluded, rightly, that it was too early to begin withdrawing stimulus. But no rich country 
has laid out a credible, medium-term fiscal plan. Top of the list should be reforms, like raising the retirement 
age or means-testing future benefits, which improve countries’ fiscal outlook without crimping demand 
today. France is leaning in the right direction, with its mooted overhaul of the pension system. America’s 
new budget, which simply punted on the medium term, was a shocking failure in that regard.  

Equally important is a more explicit agenda to boost growth in the medium term. To minimise the risk that 
they fall into a Japanese-style morass of high public debt and slow growth, the rich world’s economies must 
spur productivity, encourage investment and foster competition. That points to a renewed focus on freeing 
trade, cutting spending rather than raising taxes and agreeing on new financial regulations.  

Some of today’s nervousness comes from “policy risk”. Nobody—neither firms, banks nor individuals—is 
quite sure where government policy is going. The more that governments can do to reduce such uncertainty, 
the stronger the recovery is likely to be.  
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Spain's economic stagnation  
 
The zapping of Zapatero 
Feb 11th 2010  
From The Economist print edition 

 
 
After procrastination and paranoia, it is high time for some prime-ministerial leadership 
 

 
IF GREECE is broke, can Spain be far behind? More than four times as big as Greece, Spain has received 
almost as much unwelcome attention from investors. This month the Madrid stockmarket has tumbled and 
the risk premium on Spain’s bonds has risen (see article). Aides to José Luis Rodríguez Zapatero, the 
Socialist prime minister, claim that Spain is the victim not just of a speculative attack but also of a plot led 
by “the Anglo-Saxon press” to destroy the euro. 

To this piffle the best retort is: grow up. It is true that Spain is not Greece. Its public debt, relative to the 
size of the economy, is lower than that of Britain or the United States. It has not had to bail out its banks. 
And fears of financial contagion have made the markets unnaturally volatile. But there are good reasons for 
investors to worry about Spain. It has the highest unemployment rate in Europe, at 19.5%; an economy still 
in recession, which will not grow appreciably until next year; and a fiscal deficit that jumped to 11.4% of 
GDP last year, as recession cut tax revenues and forced up spending on the unemployed. Without a faster 
return to growth, the public debt will quickly become unsustainable.  

To make matters worse, Mr Zapatero looks out of his depth. He was a popular leader in the good times, 
during Spain’s long boom. But he failed to see the bust coming. When he belatedly recognised that the 
economy was in trouble, he misdiagnosed the problem as an imported recession that he could safely wait 
out. He carried on doling out public money and raising pensions and public-sector wages while shunning 
reform. Over the past month the markets have grasped that this course, if he persists in it, would lead to 
ruin. They are one step ahead of the government, which has reacted with fumbling confusion, abruptly 
launching an austerity plan and a vague scheme for labour-market reform, only to withdraw bits of both at 
the first cheep of protest. 

Many of Spain’s troubles start at home. The boom relied on a housing bubble, and on the low interest rates 
that came with the euro. Growth will now have to come from investment in other parts of the economy and 
from exports. But relative to the rest of Europe, Spain has become a high-cost, low-productivity economy. 
Wage indexation has made businesses uncompetitive. Generous severance arrangements discourage firms 
from hiring workers and have created a two-tier labour market and mass unemployment. Years of buying off 
regional governments with cash and exaggerated devolution means that the central government now directly 
controls only a fifth of spending, while businesses must surmount sierras of overlapping regulation.  

 
A national pact for reform and growth

  

Reuters



Rekindling growth and mustering a commitment to start slashing the deficit once the economy revives will 
take more than an executive decision. To reform the labour market, the economy and public spending, Spain 
should take a leaf from Germany’s book—or indeed from its own transition to democracy in the late 1970s—
with a national pact involving the unions, business and all the main parties. An earlier Socialist prime 
minister, Felipe González, was capable of such statesmanship. But Mr Zapatero has offered only tactical fixes 
to placate the unions, the regional barons—and now the bond market. He has only a few months to show 
that he can take the radical decisions needed to prevent years of stagnation, which could unleash the social 
disorder he fears. Delaying the pain will only increase it. If he cannot find it in himself to start leading, many 
in his own party as well as ordinary Spaniards may soon wonder why he is in the Moncloa palace. 
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Toyota  
 
Accelerating into trouble 
Feb 11th 2010  
From The Economist print edition 

 
 
The company’s problems sharply illustrate the failings of Japanese corporate governance 
 

 
IT IS hard to overstate the importance of Toyota in Japan’s business psyche. The company has long been 
regarded as the pinnacle of Japanese innovation, manufacturing quality and industrial strength—particularly 
since it overtook General Motors in 2008 to become the world’s biggest carmaker. Its “lean” manufacturing 
techniques and culture of continuous improvement were the envy of the business world. Companies sent 
delegations to tour Toyota’s factories in the hope that some of its magic would rub off on them. Within Japan 
the firm was considered the nation’s industrial champion, as the sun seemed to set on other giants such as 
Sony and Hitachi. 

But within a few weeks all this has changed. Problems with “unintended acceleration” of its cars, which the 
firm has only belatedly taken seriously, have triggered an escalating crisis and the recall of a whopping 8m 
vehicles. Toyota’s woes were compounded on February 9th when it said it would also recall 440,000 hybrid 
vehicles, including the celebrated Prius, to fix a problem with their brakes. The firm’s reputation for quality, 
on which the business was built, is shattered. Its market capitalisation has dropped by an amount roughly 
equal to the entire value of Ford. But the greatest damage has been done by its misreading and mishandling 
of the crisis (see article). 

The firm initially refused to acknowledge the problem; then, last year, it offered an explanation (badly fitting 
floor mats) that was greeted with scepticism; only last month did it change its mind and agree to replace the 
accelerator pedals in affected vehicles. Some people still doubt that it has really got to the bottom of the 
problem. As well as seeming indecisive, Toyota’s bosses went to ground as the story erupted in newspapers, 
on television and online. Only on February 5th did Akio Toyoda, 53, the scion of the founding family, appear 
in public to bow in apology—and even then critics complained that he did not bow deeply enough.  

Toyota’s problems are its alone, but they highlight broader failings in Japanese corporate governance that 
make large companies particularly vulnerable to mishandling a crisis in this way. Such firms typically have a 
rigid system of seniority and hierarchy in which people are reluctant to pass bad news up the chain, thus 
keeping information from those who need to hear it in a misguided effort to protect them from losing face. 
In many firms, including Toyota, family ties make challenging the boss all but impossible. Any attempt to 
short-circuit the hierarchy is deemed an act of disloyalty and a violation of the traditional consensual 
corporate culture. Groupthink becomes entrenched because there is so little mobility between companies: 
hiring from outside is thought to disrupt a firm’s internal harmony, and an executive willing to move will be 
stained as a disloyal “job-hopper”. This further hinders firms’ ability to take bold, decisive action. The 
preference for harmony crowds out alternative viewpoints.
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The lack of an outside perspective is particularly striking in the case of Toyota’s board. It is composed of 29 
Japanese men—all of them Toyota insiders, none of them independent. (Toyota’s first and only non-
Japanese board member, one of its American managers, who was appointed in 2007, was swiftly wooed 
away by an American carmaker.) Most of the rest of Japan Inc is just as lacking in diversity, apart from a 
couple of honourable exceptions, such as Sony and eAccess. Indeed, there is a greater percentage of women 
on boards in Kuwait than in Japan.  

 
A fault with the Toyota model 

For years, Japanese bosses rebuffed the idea of appointing outside directors on the grounds that Toyota 
seemed to be getting on perfectly well without them. That argument no longer holds water. Of course, 
Western-style corporate governance has problems of its own, highlighted by the Enron and WorldCom 
scandals and the failure of boards to monitor the activities of risk-taking financial institutions in the run-up 
to the financial crisis. But outsiders do at least bring in new ideas; and, because they have not been brought 
up in the company culture, are more likely to question the way things work. If Toyota’s board had included, 
say, a female German boss, a former American senator and a high-flying Hong Kong lawyer, its response to 
the crisis might have been different. 

Many large Japanese companies are now responding to Toyota’s troubles by re-examining such matters as 
their use of outsourcing to drive down costs, their dependence on external suppliers (most of the accelerator 
pedals were supplied by an independent American partsmaker) and their relationships with non-Japanese 
firms. But they might want to use the incident to reconsider their own internal workings, too.  
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Banks  
 
A better black-swan repellent 
Feb 11th 2010  
From The Economist print edition 

 
 
How banks can improve their approach to risk management 
 

 
THE annual gathering of the Global Association of Risk Professionals, held this week in New York, had as its 
theme “Transforming Risk in a New World Order”. Outwardly confident they may be, but those attending 
have been chastened by the experiences of the past two years. In the good times, it had seemed that 
threats to stability were being held in check by financial innovation and technological advances. It appeared 
that the quality of banks’ risk management had, like that of avionics, converged on a high standard, allowing 
banks to fly higher, more efficiently and more safely. In structured finance, however, giants such as AIG, 
Citigroup and UBS had been piling up “non-linear” bets, with a small—but, as it turned out, very real—
likelihood of life-threatening losses. It was the equivalent of a plane that ekes out an extra few miles per 
tank of fuel but suffers engine failure in a storm.  

Banks are scrambling to convince markets, regulators and politicians that lessons have been learned. Risk is 
now the hottest recruitment area in finance, with some large firms, such as Morgan Stanley, doubling the 
size of their teams. Industry groups are pumping out self-critical reports and are working to bring centralised 
clearing to over-the-counter derivatives and improve underwriting and disclosure in securitisations. Pay is 
being aligned more closely with long-term performance, even if it still looks obscenely high to outsiders. 

Yet there is scope for banks to do far more to improve their risk management. Some did better than others 
in coping with different aspects of the crisis, offering useful lessons. Admittedly, skill and luck are difficult to 
tell apart, and firms that were exemplary in some areas did badly in others. But several commonsense 
recommendations emerge from the crisis. 

Consider risk governance: the relationships between traders, risk managers, executives and directors. The 
balance of power is now shifting back from risk-takers to those who police them internally. But a chief risk 
officer is impotent if he is nothing more than a glorified compliance chief, as is still the case at many banks. 
Ideally it should always be up to traders, not their risk managers, to prove their case if the two disagree. It 
helps if the latter command respect. Goldman Sachs, for instance, moves senior traders to risk positions, 
making clear that such moves are a step towards the top. Despite the firm’s swashbuckling reputation, its 
senior people have a conservative streak, which explains Goldman’s decision to pull back from mortgages in 
2006 (though even its risk managers failed to spot the danger of being so heavily exposed to AIG). 

Boards, too, need to monitor risk better. Many were not even asking the right questions—such as whether 
the boom in mortgage-backed markets was sustainable. A lack of relevant experience among independent 
directors did not help. The outsiders hired onto boards after the passage of the Sarbanes-Oxley Act in 2002 
brought fresh perspectives, but could not always get their heads around collateralised debt obligations. As 
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well as having a strong financial-services bent, boards should be pared down from the 12-16 members that 
are typical today, so they are less vulnerable to groupthink. Directors should also put in more time: five or 
six days a year is not enough to master a labyrinthine balance-sheet. 

Ultimately, however, the tone on risk is set in the corner office. The bosses of banks that suffered 
devastating losses, such as UBS and Royal Bank of Scotland, were generally more interested in striking deals 
and leaping up league tables than in rooting out danger. By contrast, the top brass at banks that fared 
better, such as JPMorgan Chase, encouraged managers to flag up potential problems and eyed highly 
profitable units suspiciously. Jamie Dimon steered JPMorgan through the crisis by doggedly sticking to a few 
basic principles, such as not holding too much of anything. He also had a healthy scepticism of 
mathematical-risk models and metrics, even though his bank invented many of them. They seemed to work 
when asset prices were rising and volatility was low, but the meltdown exposed their inability to capture rare 
but catastrophic “black swan” events (see our special report). 

 
Geek drama 

The answer is not to reject quantitative finance but to be honest about its limits. Models have their place, 
but they must be coupled with more subjective approaches to risk, such as stress tests and scenario-
planning. Three years ago it might have seemed neurotic to fret about systemic liquidity shocks or the 
failure of a big investment bank. But the few firms that thought through the consequences of such events 
were better able to react when they occurred. Fixing finance will take more than sharper boards, greater 
scepticism towards “quants” and more powerful risk managers. But as the world awaits a regulatory 
panacea, those would be good places to start.  
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Ukraine  
 
Bloodless orange 
Feb 11th 2010  
From The Economist print edition 

 
 
Ukraine’s peaceful revolution turned sour because its leader was not ruthless enough 
 

 
FIVE years ago in Kiev, as the snow fell, rock bands played and hundreds of thousands of people 
demonstrated for free elections and against corruption, Ukraine seemed poised to be transformed from a 
post-Soviet oligarchy into a modern democracy. Yet on February 7th the disgraced loser of 2004-05, Viktor 
Yanukovich (pictured right), won the presidency at the second attempt—even if Yulia Tymoshenko, his 
opponent (pictured left), is reluctant to concede (see article).  

The election result feels like an extraordinary betrayal of the orange revolution. Yet the seeds of this 
outcome were planted even as the orange throng triumphed. Ukraine is a case study in how to entrench the 
gains of revolution—and how to squander them. 

 
Too quiet by half 

The revolution was mercifully peaceful; but it wasn’t free. On the contrary, like all such upheavals it was 
hugely costly, not only or principally in money. Viktor Yushchenko, the now-outgoing president, was swept 
to power but incurred heavy debts: to his allies, chief among them Ms Tymoshenko, heroine of the orange 
crowds; to other politicians, such as the Socialists, with whom he cut deals; to the businessmen who 
bankrolled his campaign; and to his enemies, who extracted concessions in exchange for going quietly. 

In office, Mr Yushchenko paid up. He made Ms Tymoshenko prime minister (a position she held twice). Alas, 
the qualities that had made her a formidable revolutionary proved a liability in government. She was 
relentlessly self-promoting, short-termist and populist, as for example when she imposed price caps on fuel. 
Meanwhile the Socialists were put in charge of privatisation. Unsavoury businessmen were given jobs in the 
presidential administration. And the “bandits” whom Mr Yushchenko had promised to punish for various 
crimes—not least the poisoning that disfigured him before the election of 2004 and the attempted rigging of 
the outcome—remained free. One of the alleged villains, Mr Yanukovich, became prime minister in 2006-07 
and will now be president. 

Some of this was unavoidable. Mr Yushchenko faced a chaotic and venal parliament, a messy constitution 
and a cadre of politicians whose view of the proper authority of any given office depends on their chances of 
occupying it. Some of the compromises he made were necessary, if distasteful. It would be wrong for any 
leader in so fragile a country as Ukraine to renege on all the pledges he makes to avoid conflict. Mikheil 
Saakashvili of Georgia offers a good example of the opposite danger—of how what can initially seem like 
satisfyingly firm government can slip into over-mighty rule. 
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All the same, Mr Yushchenko repaid his debts too generously. Corruption among his cronies earned his 
administration almost as bad a reputation for graft as the regime it replaced—confirming the belief of many, 
especially in eastern Ukraine (Mr Yanukovich’s stronghold), that all the pre-revolutionary talk of cleaner 
government was so much self-serving cant. The failure to punish almost anyone for the serious crimes Mr 
Yushchenko had denounced, or to overhaul the courts, led to disillusion among his supporters and boldness 
among his enemies. The orange coalition was plagued by rivalries and contradictions, collapsing on several 
occasions under their own weight. Especially at the beginning, when circumstances were propitious, Mr 
Yushchenko should have been tougher. 

Instead, his presidency was crippled by his revolutionary debts. Rather than curing the fractious pathologies 
of Ukrainian politics, Mr Yushchenko succumbed to them, failing to build the institutions that underpin 
democracy. The people and economy of Ukraine have been the losers.  

It isn’t all bad. Ms Tymoshenko appears to be contesting Mr Yanukovich’s victory. Yet by recognising it, as 
she surely must eventually, she could still confirm what had seemed one of the revolution’s gains: 
(relatively) free elections, respected by the losers. And by relinquishing her post as prime minister and going 
into opposition, Ms Tymoshenko could help Ukraine to avoid the paralysis and in-fighting that have plagued 
it for the past five years. The rancorous cohabitations between her and Mr Yushchenko, and between the two 
Viktors, never worked. Ukraine badly needs a united government and a constructive opposition if it is finally 
to deal with its daunting economic problems. 

And, in other ways, Ukraine remains a better and more civilised country than it was before the revolution. It 
has freer media and a more assertive citizenry. But those achievements have been won by the orange 
crowds, not by the politicians they once lionised. Peaceful revolution can be a wonderful thing. But the 
lesson of Ukraine is that, afterwards, their leaders need to continue the struggle.  
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Iran  
 
Barricades and the bomb 
Feb 11th 2010  
From The Economist print edition 

 
 
Iran’s demonstrators need support as much as its nuclear engineers need restraining 
 

 
THE West wants two things to happen in Iran. One is political change. The other is an end to what the West 
thinks are plans to build a nuclear bomb. Can it encourage both at the same time? That question is growing 
ever more acute, as tension over both issues ratchets up (see article).  

Since the elections last summer that set off political protests, demonstrators demanding political freedoms 
have been met by baton-wielding baseej militia, backed by the armed Revolutionary Guard. Protesters have 
been coshed, shot and dragged off to prison to face torture and beatings. The demonstrators planned to use 
the anniversary of the shah’s overthrow, on February 11th, to claim that they are the true heirs of the 
revolution. The regime has also been making its preparations in the run-up to the anniversary, by executing 
and arresting dissidents. As The Economist went to press there were reports of clashes in Tehran. 

At the same time, confrontation between the West and Iran over the nuclear programme looks ever likelier. 
On February 9th the nuclear plant at Natanz began enriching uranium from 3.5% to a little under 20%, on 
the orders of Iran’s president, Mahmoud Ahmadinejad. Iran insists that this is to supply its research reactor 
in Tehran, which is running out of the richer fuel it needs. It says that it is willing to stop enrichment at any 
time, if the West agrees to make fuel rods for the reactor by enriching Iranian uranium on its behalf—a 
variation on a deal that was almost struck in talks in Geneva last year, but fell apart because Iran would not 
release a large enough amount of its uranium at one time. 

Some think that the conjunction of these two events is no coincidence. Mr Ahmedinejad, they suggest, is 
being aggressive over enrichment in order to elicit a hostile response from the West and thus shore up his 
domestic position. 

So how should the West react? Optimists argue that it should now take Iran at its word, but you have to be 
very optimistic indeed to believe that this is still feasible. The work at Natanz is indistinguishable from what 
Iran would do if it was setting out to get 90%-enriched uranium for a bomb. With enough uranium at 20%, 
Iran would be about six months short of having a bomb’s-worth. Iran does not yet know how to turn the 
enriched uranium into fuel rods for the Tehran reactor, which only adds to the suspicion that its real motive 
is military. As a negotiating strategy, to begin further enrichment unilaterally is thus highly aggressive. 
Given the history of mistrust in the nuclear talks, the West can hardly be expected to undermine its own 
position by yielding to an implicit threat. 

Some say that the time is therefore drawing near for military strikes against Iran’s nuclear installations. In 
America Sarah Palin, who is bidding to be the Republican Party’s next presidential candidate, has recently 
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said she would support bombing Iran. One poll found that 71% of Republicans, 66% of independents and 
51% of Democrats agree with her.  

Yet there is everything to be said against trying to bomb Iran’s programme out of existence. For a start, 
such an attack could well fail, if only because Iran probably has secret nuclear sites buried deep out of 
harm’s way. It would also cause havoc in the Middle East. Iran or its proxies, Hizbullah in Lebanon and 
Hamas in Palestine, might retaliate by launching attacks on Israel or the West’s other allies in the region. 

At the same time, a military response would probably crush any chance of political change within Iran. 
Nations tend to unite against outside aggression. The reformists may well be less inclined to build a bomb 
than is the current regime, though they may want to continue a civilian nuclear programme, which the West 
would readily accept. A Western policy that damaged the Greens’ chances would also tend to undermine the 
aim of constraining Iran’s nuclear ambitions. 

 
Tempus centrifugit 

That leaves economic sanctions. Critics say they would be no better and no more likely to succeed. That 
rather depends on what sort of sanctions were applied. The broad ones being proposed by America’s 
Congress—on, for instance, refined petroleum products— risk hurting ordinary people, fuelling hostility to 
the West, shoring up the regime and thus undermining the Greens. Sanctions like the ones America 
announced on February 10th against four Iranian firms and a general should work better. They are targeted 
at the country’s elite and are more likely to command support at the United Nations.  

The glimmer of good news in nuclear diplomacy this week has been Russia’s hint that it may back sanctions. 
That could even persuade a reluctant China to abstain rather than use its veto. Mr Ahmadinejad wants the 
West to choose between the Green movement and the nuclear programme. It should not give him that 
satisfaction.  
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Letters  
 
 
 
On the state, Bihar, Haiti, obesity, New York, the Iraq war, rowing, 
consultants, bankers 
Feb 11th 2010  
From The Economist print edition 

 
 
 
Man against the machine  

SIR – Your leader on the growth of the state expressed a preference “to give power to individuals, rather 
than to governments” (“Stop!”, January 23rd). Would that the world were so simple. What about corporate 
power or, if you prefer, the market? Insatiable in its greed and utterly blind to any vision of humanity or of 
ethics, no government or political party is immune to its influence; “money talks” is its watchword.  

As corporate leverage becomes the life force of a government’s power, “individuals” find themselves left far, 
far behind. Surely, that is a central and clear message of the current economic crisis.  

Sam Watson 
McClellanville, South Carolina 

SIR – Seeing what “individuals” have done to the world economy over the past two years, on the contrary, 
there should be more government, not less. Then at least we can hear what politicians and parties propose 
as a strategy and hold them responsible for their actions. 

Denise Larking Coste 
Paris 

SIR – It is good news that you intend to take a deeper look at the power of the state in the coming months. 
But you might want to reconsider your prediction that entitlements will “consume a fifth of America’s GDP in 
15 years”. Entitlements “consume” next to nothing. Rather they redistribute purchasing power, which is then 
used essentially for private consumption. Generous entitlements may push up deficits to undesirable levels, 
but they should not be confused with public consumption.  

Daniel Tarschys 
Professor of political science 
Stockholm University 

SIR – You were remarkably selective about where to curtail the state. No mention of the huge and growing 
amounts spent on defence, or of the costly, never-ending, unwinnable “war on drugs”. You seem to be upset 
with governments providing health care, education and income security, services which the rich could buy 
for themselves and might rather not finance for the common people.  

Oliver Kent 
Ottawa  

 
Bihar’s other face  

SIR – You praised Nitish Kumar for “restoring law and order” in the Indian state of Bihar, but overlooked the 
impact that one of his policies is having on the state’s most marginalised children (“On the move”, January 
30th). As part of their campaign against Maoist fighters, Bihar’s police forces are occupying schools in rural 
areas and using them as bases. In a recent Human Rights Watch report we highlighted one school where 
police have occupied eight classrooms since 2006. 

  



We published interviews with students who told us that the police bring suspected culprits to the school and 
beat them in view of the children. Girls complain of being harassed. Law and order in Bihar would be more 
deserving of your admiration if the police forces which occupy schools also got “on the move”. 

Bede Sheppard 
Researcher on children’s rights 
Human Rights Watch 
New York  

 
Helping Haiti  

SIR – The blueprint that you put forward to rebuild Haiti suggests establishing a temporary development 
authority for the country (“A plan for Haiti”, January 23rd). But you proposed that the authority operate 
under the auspices of the UN or an ad hoc group of countries—the United States, Canada, the European 
Union and Brazil—totally ignoring the governments of the Caribbean Community or the Dominican Republic, 
which are Haiti’s closest neighbours historically as well as geographically. The first head of government to 
visit Haiti after the earthquake was Jamaica’s Bruce Golding, who was soon followed by Jamaican rescue 
workers and medical personnel. Other countries in the region were immediate in their response. 

Furthermore, the proposed membership of the authority seems to be based on size and the ability to provide 
aid. If that is the case then why not include China, a big source of aid and technical assistance to 
infrastructure projects in developing countries? 

Finally, a development authority is a worthy idea, but regardless of its membership, it should not usurp the 
role of the democratically elected government of Haiti. The Haitian people must have ownership of any plan 
for the future of their country.  

Richard Bernal 
Kingston, Jamaica 

 
Obesity in America... 

* SIR – Another factor contributing to obesity in America (Lexington, January 23rd) is the subsidies given to 
corn and soyabean producers. All things being equal, consumers will select the most affordable food items 
available. Sadly, eating healthily can add up to 20% to the average grocery bill. There is a simple solution to 
reduce the intake of sugar and excess dietary fat, which is to make them more expensive.  

But we do not need to tax fattening foods. We could merely stop paying taxpayer subsidies to big 
agricultural producers and let the free market respond by making fruits and vegetables more affordable.  

John Polagruto 
Professor of nutrition 
Sacramento City College 
Sacramento, California 

* SIR –America leads the world in the percentage of trips made by car. Several studies have demonstrated 
the link between auto use, suburban living and obesity. One simple prescription for reducing obesity is to 
move back to the city and enjoy the benefits of walking and bicycling (“active transportation”) to get where 
we need to go. 

Mark Chase 
Lecturer 
Department of urban and environmental planning 
Tufts University 
Somerville, Massachusetts 

* SIR – The decline of smoking has contributed to rising obesity. Tobacco has natural laxative qualities and 
cigarette manufacturers add chemicals to enhance those properties.  

Chris Duss 



Tokyo 

 
...but hunger in New York 

* SIR – As you noted, the increasing numbers of New Yorkers who have difficulty affording food is not a new 
trend (“The Big Apple is hungry”, January 16th). Although exacerbated by the current recession, hunger 
results from a longstanding poverty problem. New Yorkers have inadequate incomes that force them to 
choose between basics such as housing and food.  

The response from the public and private sector this past year illustrates that it is possible to eradicate 
hunger. The number of residents experiencing difficulty affording food decreased from 3.9m in 2008 to 3.3m 
in 2009.  

In the United States it is the combination of government, corporate, foundation and individual resources that 
facilitate the most effective solutions. For example, the work to ensure that eligible New Yorkers access the 
earned-income tax credit programme, which is one of the most effective ways to reduce poverty, is driven 
by partnerships in which the banking industry plays a leading role.  

Lucy Cabrera 
President 
Food Bank For New York City 
New York  

 
Regime change  

SIR – Your column on Tony Blair and the Iraq war inquiry stated that “more than ever joining the war 
appears a mistaken policy” (Bagehot, January 30th). I disagree. Saddam Hussein was a brutal dictator who 
killed tens of thousands of his own people, fought a long and disastrous war with Iran, invaded Kuwait, 
continued conflict by not accepting a no-fly zone to protect the Kurds, used chemical weapons and at one 
point was well on the way to developing nuclear weapons.  

He had vast funds to resume development or buy such weapons off the shelf if the West gave up its close 
monitoring of his activities. It is the most extreme form of wishful thinking to believe there was likely to be a 
happy ending to his ambitions. 

Peter Barker 
Snettisham, Norfolk 

SIR – I wonder whether other readers of The Economist feel the same as I do when it comes to the war in 
Iraq. I should no longer trust your newspaper’s judgment as a result of its position on the war, and yet I 
continue to read it because the alternatives are simply unbearable. 

Carolyn Gibson 
Birmingham  

 
A case of the blues  

SIR – As an enthusiast of globalisation and the free movement of labour and skills, it is odd that you should 
describe the annual Oxford-Cambridge Boat Race as “a slugfest between predominantly non-British 
mercenaries” (“Another one bites the dust”, January 23rd). A brief look at the demographics and finances of 
the universities would explain the composition of the present generation of crews.  

What would today’s reaction be if the Cambridge crew of 2010 came from the same background as that of 
1970, of which I had the honour to be president? This would require nine (including the cox) English public-
schoolboys, eight of whom learned to row at school.  

David Cruttenden 
Harare, Zimbabwe  



SIR – Foreign students pay inflated prices for their Oxbridge education. When rowers practise in London they 
are not given food or accommodation. They are hardly “mercenaries”, having to pay for the privilege of 
fighting. 

Tim Stafford 
Santa Rosa, California 

 
Clock watchers 

* SIR – Schumpeter wrote about the preponderance of management consultants in the public sector 
(January 23rd). This applies to the private sector too. I well remember a colleague saying resignedly to me 
30 years ago that a consultant is someone who borrows your watch, and then charges you for telling the 
time. 

Iain Smith 
Monção, Portugal 

 
Goodbye, cruel world  

SIR – When as a child I first read stories of brokers jumping to their deaths after the 1929 Wall Street crash, 
I thought they were meant to illustrate the humanity of the situation. After reading about people’s anger at 
bailing out banks (“Stage prop”, January 30th), I now understand that they were actually a manifestation of 
what the public wanted to see: the villains having the decency to do themselves in. 

Harald Anderson 
Arlington, Virginia 

 
 

* Letter appears online only 
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Europe's financial crisis  
 
The spectre that haunts Europe 
Feb 11th 2010  
From The Economist print edition 

 
 
A bail-out for Greece will not be the end of the euro area’s fiscal troubles 
 

 
AS FINANCE ministers from the European Union gathered in Brussels for a two-day “informal” summit on 
February 11th, there was only one topic on the agenda: how best to help Greece avoid defaulting on its 
debts while, at the same time, reassuring bond markets that other euro-area countries with big budget 
deficits, such as Ireland, Portugal and Spain, were still safe bets.  

As The Economist went to press, only the basic elements of a possible backstop for Greece had emerged. 
Pride is at stake, so it will be a “European solution”, with the IMF limited to an advisory role. It will be a joint 
effort led by France and a somewhat reluctant Germany, the country with the deepest pockets. Berlin frets 
that a rescue will only encourage further profligacy. 

Acting in concert limits the political fallout that comes from rescuing countries. It helps put pressure on 
Greece for more reforms and cuts in public spending as conditions of the bail-out. But the need for co-
ordination makes it hard to act decisively, and leaves bond markets nervous. Funding will be limited, 
perhaps just enough to help Greece meet its immediate obligations (€20 billion of its debts fall due in April 
and May). Help may take the form of a guarantee on refinancing bonds or an outright purchase of those 
bonds by Greece’s rescuers. 

There is talk that one reason to keep the IMF out is that its chief, Dominque Strauss-Kahn, may be a rival to 
President Nicolas Sarkozy in the French elections in 2012 (see article). If Europe snubs the IMF, it may 
eventually need to set up a clone—a European Monetary Fund—to deal with future funding crises. That idea 
has little support for now, it seems. The ad hoc response to the Greek crisis may partly reflect a fear that a 
formal set-up with a staff, budget and the ability to raise funds in capital markets would be too close to a 
fiscal union for many countries to stomach. 

For some, the rescue of Greece marks a new wave of the global financial crisis. The first was about the 
solvency of banks; this one is about the solvency of sovereign countries. Yet Greece’s public-finance 
problems were brewing long before the rich world’s banks started to falter. When it joined the euro in 2001, 
its public debt was already more than 100% of GDP. Despite a long boom spurred by low interest rates 
inside the euro, Greece did little to tackle its persistent deficits.  

After its new government admitted, last October, that its budget shortfall would be 13% of GDP, more than 
twice previous forecasts, Greece’s cost of borrowing started to pick up. Bond investors were further 
unnerved by the revelation that Greece’s debt had been understated by keeping unpaid bills off the books. 
With the country’s credibility shot, even the tough austerity programme announced earlier this month could 
not rally confidence. 
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Talk of a bail-out brought some calm to financial markets, though there is a risk that the lack of detail may 
trigger fresh paroxysms. The yield on ten-year Greek bonds fell below 6% the day before the EU gathering: 
in late January it had risen above 7%. The euro, which had been falling steadily against the dollar, perked up 
a bit.  

Some euro-crats (and more than a few people in Greece) feel the euro zone has been picked on by 
speculators. They point out that its debt burden is no worse than in other parts of the rich world. The OECD 
reckons public debt in Britain and America will be higher than in the euro zone by 2011, as a proportion of 
GDP. The problem for the euro area is that it has trouble-spots, like Greece, with worse than average 
finances, and no means (until now) to tap the credit of their thriftier brethren. 

Even that may be too kind a comparison. Bond investors have worried most about countries with big 
borrowing needs adding to an already high stock of debt. In future, they may fret more about the longer-
term prospects for GDP growth. Sluggish economies cannot sustain a big debt burden for ever; and the 
euro-zone countries with the most bloated debt burdens also face severe obstacles to growth. Fixing public 
finances is just the beginning of a much-needed programme of reforms. 
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Greek finances  
 
The labours of Hercules 
Feb 11th 2010 | ATHENS  
From The Economist print edition 

 
 
First task: persuade the middle classes to be honest about their taxes 
 

 
UP AND down Greece, public-sector workers, from teachers to rubbish-collectors, left their jobs on February 
10th. They braved the persistent rain to chant slogans against a pay cut for civil servants, the first anyone 
can remember. It means that chief executives at state corporations could have their real salaries cut in half, 
and even cleaners and drivers will see their earnings slip by 4%. That is the net result of a freeze in basic 
pay combined with a slashing of allowances.  

For all its sound and fury, the protest was a relatively tame affair, organised by unions who are close to the 
ruling Socialists but feel obliged to let off steam. The exception was a protest by farmers, whose tractors 
have been blocking many Greek highways, and the main border crossing with Greece’s EU neighbour 
Bulgaria, for the past three weeks. But by mid-week even these were trundling home. 

By some other indicators, domestic as well as external, this ought to be just the right moment for the 
Socialists to win acceptance for tough measures to raise taxes and curb spending. On the basis of polls, 
George Papandreou’s team is confident that at least two-thirds of voters will back moves to stem tax 
evasion, waste and graft. The conservative opposition, in a mood of deep introversion after being turfed out 
last October, can hardly challenge the handling of a crisis it helped to create. Its leader, Antonis Samaras, 
has been pointedly thanked by the European Commission president, José Manuel Barroso, for his 
constructive attitude.  

But the risk now is that the consensus for reform will ebb away. The pay cuts will undoubtedly draw blood, 
and people must brace themselves for an imminent reform of the pension system, which is likely to raise the 
average retirement age from 58 to 63. A mass exodus of elderly civil servants is expected in the run-up to 
the new regime. That will reduce the head-count, but will hardly bring needed improvements in productivity 
and efficiency.  

In a bid to offset the political cost of the wage cuts, and also to pre-empt demands from impatient EU 
partners, the government has announced a sweeping overhaul of the tax system, including a drive to collect 
more revenue from the rich. The upper tax rate of 40% will start at €60,000 ($82,000), down from €75,000, 
and there will be tough penalties for evaders; shops may be closed and assets seized. Big property holdings, 
including some church assets, will incur a progressive levy. However, implementing tax reforms will be an 
uphill struggle as long as corruption abounds among collectors.  

The first challenge is to induce citizens to show a modicum of honesty in declaring what they earn. Over 
95% of individual tax returns are below €30,000, and only a few thousand citizens admit to receiving more 
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than €100,000. To see how little this corresponds to middle-class Greek reality, you need only visit one of 
the flourishing and over-subscribed private schools in greater Athens. There, in return for handsome fees, 
pupils are groomed for elite colleges in Europe and America. 

The authorities already feel mildly encouraged by a scramble to collect receipts, triggered by a new rule that 
a tax break on the first €12,000 of income can be collected only if documentary evidence is shown. Cynics 
predict a brisk secondary market in receipts, especially towards the end of the tax year; but the sight of 
citizens rushing to bring small transactions into the taxed economy is a new one. 

Yannis Palaiologos, a young Greek writer, is encouraged by the warm response to his new play which 
satirises corruption: it describes a scheme by an unscrupulous government to sell the Acropolis to 
businessmen who prove to be priests. His conclusion? “People know the system is broken. I think there is a 
willingness to endure tough measures, on condition that moves are made against the people who profit 
most, such as rich doctors who pay no taxes or civil servants who take bribes to award contracts.” 

Still, there is a question over how long that willingness will endure as Greeks count the cost of recession. 
Banks have squeezed lending to consumers and small firms. The number of bounced cheques has reached 
record levels. In such a climate, the mood of nervous anxiety could give way to seething resentment.  

Among Greek politicians and commentators, there is plenty of talk of an international conspiracy to discredit 
the euro, Greece, or both. Aides to Mr Papandreou insist he is not fuelling conspiracy theories, despite 
efforts by interviewers to bounce him into conspiratorial statements.  

He is walking a tightrope. In a country that saw Europe’s worst riots of recent times just over a year ago, 
social peace is fragile. But the biggest threats come from fringe groups, such as ultra-leftists and disaffected 
youths, not from the mainstream unions or parties.  
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The crisis in Spain  
 
So hard to bend 
Feb 11th 2010  
From The Economist print edition 

 
 
Rigidities in the labour market make recovery even harder 

EVERY member of the eurozone has weaknesses that limit its potential. Spain seems to contain a 
continent’s-worth of frailties in just one country. Like Ireland, its consumers are weighed down by huge 
mortgage debts. Spain has a rigid system for setting wages, also a source of inefficiency in Greece and 
Portugal. The attempt to free up Spain’s jobs market by allowing temporary work contracts has reduced 
incentives to train workers, holding back productivity. That is true also of Italy. And, like all these countries, 
Spain has steadily lost cost competitiveness against the euro zone’s “core” countries, centred around 
Germany. As a member of the euro, it cannot address that problem by devaluing the currency. 

Politicians in Spain have woken only recently to the need for reform. The wage system demands it most 
urgently. Pay is set centrally through a complex system of agreements across regions and industries. That 
means wages adjust only slowly to changes in business conditions. Despite a deep recession and zero 
inflation, pay growth averaged 3% last year, according to the OECD. That helps explain why Spain’s jobless 
rate shot up so quickly; it now stands at 19.5%. In Britain, by contrast, though the recession was equally 
savage, firms could limit pay; they therefore did not have to shed as many jobs, and unemployment rose 
less steeply.  

 
Rigid wage-setting alone cannot account for Spain’s poor productivity growth. In the euro’s first ten years, 
output per worker rose by an average of 0.2% a year. In some years it fell even as wages grew quickly, 
which chipped away at Spain’s cost competitiveness (see chart). Part of the blame lies with Spain’s “two-
tier” jobs market. In the top tier around two-thirds of the workforce are permanent employees who are 
costly to fire. When firms cannot shed workers easily, they become reluctant to hire them at all, which 
pushes up unemployment.  

Spain’s response in the mid-1990s was to allow the spread of temporary contracts for newer recruits. That 
gave the economy some flexibility and helped create jobs. But it also tilted the country towards unskilled 
sorts of work, where productivity is low. And since “insiders” in the top tier are too expensive to sack, most 
job losses in Spain have been borne by temporary workers, usually the young and migrants. Spain’s 
government is looking at ways to address this, perhaps by promoting a contract that limits firing costs to 33 
days’ pay for each year worked—still remarkably generous.

  



The government says it will also press for reform of the wage-bargaining system in the next six months. 
That will prove tricky. Both businesses and unions have big bureaucracies tied to today’s set-up. The 
government may not push too hard, either. It does not believe that wage cuts are necessary to restore 
competitiveness and to reduce unemployment, the accepted wisdom in places like Ireland and, latterly, 
Greece. “The prime minister is not telling the country that Spain needs to adjust and that we are poorer than 
we had thought,” laments one economist. Indeed, on February 9th, an agreement between businesses and 
unions was announced that set wage growth at 1-2.5% in 2011-12.  

This lack of urgency could count against Spain because of another of its frailties. Its households are loaded 
down with mortgage debt, a legacy of its long housing boom. As in Ireland, the interest rates on most of 
these mortgages are variable, linked to the rates on offer to banks in short-term money markets. For most 
of the past year, the European Central Bank (ECB) has made vast quantities of cash available to euro-zone 
banks at a fixed rate of 1%, which in turn has pushed down mortgage rates. That has helped hard-pressed 
homeowners in Ireland and Spain. 

One worry is that the ECB might start to increase interest rates before Spain has carried out the necessary 
reforms. If so, Spain’s householders would find their wages falling just as the interest cost on their debts is 
rising, prolonging the economy’s slump. That risk seems fairly low, at least for a while (see article). Even the 
thrifty countries at the euro zone’s core are struggling to grow, so there is little pressure on the ECB to act 
soon. But monetary policy will not stay so loose for ever, so the wise course is to enact reforms quickly. 

The government seems keener to point out that things are not so bad. Spain “is not Greece”, says Elena 
Salgado, the finance minister. “At no time will we need the support of Europe. In fact, we could be part of 
the support for Greece, if necessary.” Spain’s public finances are in a less bad state, thanks to discipline 
during its boom. But if its economy cannot grow, Spain’s debt burden will loom that much larger.  
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Muddle obscures message 
Feb 11th 2010 | MADRID  
From The Economist print edition 

 
 
A prime minister caught between the unions and the bond market 

IT WAS the week Spanish Socialists would rather forget. José Luis Rodríguez 
Zapatero, Spain’s prime minister, began it on January 28th at the World 
Economic Forum in Davos where he found himself sharing a platform with the 
leaders of Europe’s lamest ducks, Greece and Latvia. Mr Zapatero had gone 
to Davos determined to instil confidence in his country, the only big 
developed economy still in recession. Instead, he raised more doubts, chiefly 
this one: is Mr Zapatero the man to lead Spain into recovery?  

At Davos he boldly announced proposals to raise the retirement age from 65 
to 67. But that provoked fury from his trade union allies at home. Then his 
finance ministry sent a deficit-reduction plan to the European Commission. 
Union anger, however, forced it to be watered down. Mr Zapatero’s next trick 
was to flag a package of proposals for labour reform, an issue on which he 
has stalled for almost two years. It turned out to leave all decision-making to 
employers and the unions, who of course disagree.  

In one poll, the prime minister’s rating has slipped below that of his 
notoriously plodding main rival, Mariano Rajoy of the conservative People’s 
Party (PP). In another, support for the Socialists slipped further, with the PP 
now holding a six-point lead. More than half of Socialist voters now have little or no confidence in him. José 
Maria Barreda, a Socialist who heads the regional government of Castilla-La Mancha, has called for 
ministerial heads to roll. But the government has encouraged Spaniards to see enemies abroad. “Nothing 
that is happening, including the apocalyptic editorials in foreign media, is just chance. It’s because it’s in the 
interest of certain individuals,” said José Blanco, the minister of public works.  

Mr Zapatero, now in his second term, lacks a majority in parliament. A solid pact with the moderate Catalan 
nationalists would greatly help his push for reforms, says Jonás Fernandez, an economist at Carlos III 
University. But the Catalans are wary of embracing a lame Mr Zapatero before an election for their regional 
government in the autumn.  

Mr Rajoy says he cannot bring the government down in parliament, because the balance of parties is too 
complicated. A leadership challenge from within Mr Zapatero’s own party is unlikely. So he is likely to cling 
on until 2012.  

The prime minister seems haunted by the fact that his two predecessors faced general strikes in the twilight 
of their rule. Murmurs of a strike are being heard again. Even as he declared a new-found enthusiasm for 
economic reform this week, he sought to sugar this pill with further aid to the long-term unemployed. But 
keeping both bond markets and the unions happy is impossible. 

 
 

  

  

AP

Slipping Zapatero

Copyright © 2010 The Economist Newspaper and The Economist Group. All rights reserved. 



 
The tea-party convention  
 
Scenes from a counter-revolution 
Feb 11th 2010 | NASHVILLE, TENNESSEE  
From The Economist print edition 

 
 
The growing power of the tea-party movement will make it hard for Republican politicians to 
compromise with the president 

 

MAKING a virtue of a necessity, Barack Obama has talked endlessly in recent weeks about the wonders of 
bipartisanship. He has to, now that the Republicans’ capture of Ted Kennedy’s old seat in the Senate last 
month has deprived the Democrats of the supermajority they were banking on in order to enact much of 
their legislative programme. Mr Obama has invited congressional leaders from both parties to a summit on 
health reform at the end of the month. And on February 9th he appealed for both sides to transcend “petty 
politics” and reach for compromise. 

Will they? Democrats and Republicans pay lip service to bipartisanship all the time. But the Republicans have 
two good reasons not to heed the president’s plea right now. The first reason is that it suits them nicely to 
keep the Democrats in Congress floundering as November’s mid-term election approaches. The second 
reason is the tea-party movement. 

A year ago this movement did not exist. Now it is by some accounts the most potent force in American 
politics. So when the “Tea Party Nation” began its first national convention in Nashville, Tennessee, on 
February 4th, Republicans paid particular attention. The event’s grand finale was a tirade against Barack 
Obama by the movement’s unofficial patron saint, Sarah Palin, who now says that she might run for 
president in 2012. But although the former governor and self-described “hockey mom” from Alaska captured 
the headlines, she was shrewd enough not to claim leadership of a movement that is suspicious of leaders. 
The bigger message to the Republicans from Nashville was this: whatever else they may or may not stand 
for, tea-partiers do not want to see Republicans making compromises in Washington. 

Even after a long weekend of speeches and workshops in Nashville, the precise composition, aims and 
ideology of this movement remain hard to pin down. That is because the tea-party is precisely what its 
supporters say it is: not an artificial “Astroturf” creation of the Republican Party, but a genuine grassroots 
movement, highly decentralised and composed of many people who have not participated in politics before. 
They have no agreed platform and no unified national organisation: the Tea Party Nation is itself only one of 

  



many tea-party organisations that have sprung up spontaneously around America. These people are learning 
their trade, honing their tactics and defining their politics as they go along. 

 
One thing that became clear in Nashville however was that the 600 or so solid conservative types, mostly 
middle-aged and many of them women, who shelled out $549 for a ticket to attend were not interested in 
minor modifications of Mr Obama’s health plan, budget or cap-and-trade legislation. As a name that harks 
back to the Boston Tea Party suggests, they see themselves as revolutionaries, or counter-revolutionaries. 
They want to “take back” an America which they say has been going wrong for generations as successive 
administrations have bloated the federal government and trampled on the constitution and the rights of 
states and individuals. Many of those attending said that Mr Obama’s election and big-spending, deficit-
expanding first year had been a sort of negative epiphany. “Suddenly I’m awake,” said Kathleen Gotto from 
Colorado Springs, who had not previously been involved in politics.  

Tom Tancredo, a former congressman and presidential candidate from Colorado, caught the mood and 
earned thunderous applause for thanking God that Mr Obama had defeated John McCain in 2008. Had Mr 
McCain won, America would have continued the long drift to the left that set in with Franklin Roosevelt. For 
decades, he said, Americans had been like the proverbial frog, boiling unawares by slow degrees in the 
cauldron of the nanny state. But when voters who could “not even spell the word ‘vote’ or say it in English” 
put that “socialist ideologue”, Barack Hussein (Mr Tancredo’s emphasis) Obama, into the White House, he 
turned the heat up so high that voters at last woke up to what was happening and started to jump out of the 
cauldron. 

If the tea-party movement confined itself to venting steam in speeches, it might not present such a potent 
challenge to established politics. But it can mobilise big numbers: tens of thousands of supporters (tea-
partiers claim a million or so) rallied in Washington, DC, last September. And now it is moving beyond rallies 
to a hard focus on elections. Much of the Nashville event was devoted to teaching the fired-up newbies 
practical skills, such as using Facebook and Twitter to spread the word, raise money and get out the vote so 
that “true conservatives” could challenge Democrats and RINOs (Republicans In Name Only) in local 
elections and primaries.  

The organisers promised to set up a political action committee to recruit and support candidates who would 
champion fiscal responsibility, lower taxes, smaller government and national security. Tea-partiers have 
already claimed scalps. They forced a moderate Republican out of the race for New York’s 23rd congressional 
district last year (though the perverse result was that this allowed a Democrat to win in a normally safe 
Republican seat), and claim the credit for electing Scott Brown last month in Massachusetts. 

Plainly, any congressional Republican tempted to betray the counter-revolution by heeding Mr Obama’s calls 
for compromise would be a prime target for attack. But if it is dangerous for Republicans to antagonise the 
tea-partiers, is it also dangerous to flirt with them?  

For all the talk about practical electioneering, some of those in Nashville teetered on the edge of the extreme 
and wacky. Thus the newly awakened Ms Gotto said she was researching Mr Obama’s family records for 
evidence that he was not eligible to be president. Mr Tancredo denounced the “cult of multiculturalism” and 
accused immigrants of swamping America’s Judeo-Christian values. “This is our country,” he declared to wild 
cheers, “Take it back!” Andrew Breitbart, the founder of a news site (Breitbart.com), railed in a speech 



against the hostile “mainstream media” in hock to the far left. At one point he had almost the entire 
audience on its feet, turned to the reporters and cameramen at the back of the room, pumping fists and 
yelling “USA, USA”. 

Such displays may fire up angry conservatives, but they are also in danger of repelling voters in the centre. 
Republicans ignore tea-partiers at their peril. Embracing them may be no less dangerous.  
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Ryan to the rescue? 
Feb 11th 2010 | WASHINGTON, DC  
From The Economist print edition 

 
 
A Congressman with a brave vision 

IF REPUBLICANS are displeased with their image as the party of “No”, few of them have done much about it. 
One notable exception is Paul Ryan, a congressman from Wisconsin whose “Roadmap for America’s Future” 
offers an ambitious alternative to the Democratic agenda.  

Mr Ryan’s roadmap takes as its starting point the CBO’s long-term budget forecast. By 2080 federal deficits 
are projected, if current policies continue, to grow to nearly 50% of GDP, while debt held by the public would 
rise to over 700% of the country’s annual output (in reality, of course, America would face bankruptcy long 
before the debt hit such levels). The red ink is driven by growth in entitlement spending, most of it on 
Medicare, the government’s health scheme for the elderly. Mr Ryan’s plan seeks to tackle the deficits 
produced by the growing health and pension costs of an ageing population, while limiting government 
spending as a share of the economy. He accomplishes the task by dint of a broad simplification of America’s 
tax code and health-care system.  

The plan replaces the current tax exemptions for employer-provided health insurance with a refundable tax 
credit, while Medicare benefits would ultimately be set aside in favour of a system of vouchers for private 
insurance. The aim is to invigorate the health-insurance market by drawing more people into it and by 
removing hidden subsidies. Social Security (pensions) benefits would be cut back for today’s younger 
workers, who would then be allowed to divert a share of their payroll-tax contributions (which go to finance 
Social Security) into private retirement accounts. In general, the CBO concludes, total benefit levels should 
be higher under the plan, but also somewhat less certain.  

The income-tax code is cut down to two brackets, and corporate income taxes are replaced with a corporate 
consumption tax of 8.5%. Capital-gains taxes are eliminated entirely. And Mr Ryan places a ten-year 
nominal freeze on non-defence discretionary spending (meaning that the real value of spending declines 
over time, assuming there is inflation). He caps federal government outlays at 19% of GDP; this year, they 
are running at around 25%.  

 
As promised, the plan ultimately moves the government budget into surplus and reduces the federal debt 
(see chart). And during the first ten years, according to the CBO’s analysis, the number of people enjoying 
health-care coverage should increase, thanks to the refundable health-care tax credit. Mr Ryan’s scheme, 

  



which is committed to reducing the growth of government and increasing the role of markets in the social 
safety net, is the apotheosis of a conservative approach to fiscal sustainability.  

It also has significant problems. It achieves its huge health-care savings by indexing the tax credits and 
vouchers to a measure of inflation smaller than the estimated growth in health costs over recent decades. 
Over time, this will mean that an increasing share of medical expenses is paid out of individuals’ pockets. 
The CBO thinks this will probably lead to reduced consumption of health-care services and reduced access to 
advanced technology. The balancing of the budget removes the crippling macroeconomic burden of debt, but 
in the meantime federal investments in transport, education and energy would have to be squeezed. Not 
even a perfunctory attempt is made to cut America’s defence spending. Mr Ryan is a Republican, after all.  

He deserves credit for an honest and daring proposal. Tellingly, his plan has faced criticism from both 
parties. Republican leaders have been careful to distance themselves from the slashing of programmes dear 
to one of their core constituencies. If nothing else, Mr Ryan has reminded everyone of the hard choices that 
will soon have to be made.  
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North Dakota's Senate race  
 
On the frontier 
Feb 11th 2010 | FARGO  
From The Economist print edition 

 
 
The state’s quirks are the Democrats’ nightmare 

ON JANUARY 18th, as Democrats scrambled to defend their vital but doomed Senate seat in Massachusetts, 
the Republican Senate minority leader was on the attack some 1,600 miles (2,575km) to the west. “They 
need to be stopped,” Mitch McConnell proclaimed cheerfully in Fargo, North Dakota. Byron Dorgan, North 
Dakota’s junior Democratic senator, had just shocked the political world by announcing, on January 5th, that 
he would retire. He has no clear successor, or at least not one from his own party. Mr McConnell was 
stumping for John Hoeven, the state’s Republican governor and Senate hopeful.  

The Democrats’ agenda has played poorly in North Dakota. So far there is only one Democratic candidate, a 
one-term state senator who announced his bid on February 5th. The state is a reminder of the varied local 
idiosyncrasies that nationally may add up to disaster for the party at the mid-term election this November. 

North Dakota has only 641,000 residents, or 0.2% of America’s population, scattered across more than 
70,000 flattish square miles. Yet, like every other state, it has two senators; so attention must be paid. It is 
hard to know how to get it right though. North Dakotans revere the private sector, but have a state-owned 
bank and grain-elevator company. Though residents say they despise bloated federal budgets, in 2005 they 
happily received $1.68 for every dollar they paid in federal taxes.  

Three moderate Democrats make up the state’s Washington delegation and have excelled in bringing home 
pork. Now Mr Dorgan’s retirement and a frontiersman’s fear of federal overreach give Republicans a chance. 
Many North Dakotans shudder at the hint of government-run health care. They are angry about the federal 
deficit—the state itself has a surplus, thanks in part to an oil boom. The cap-and-trade plan is deeply 
unpopular. North Dakota produces 30m tons of lignite coal each year. Mr Hoeven is a well-liked, pragmatic 
third-term governor. A swing to the right seems all but inevitable.  

It would help if there were an imposing Democrat to block the pendulum. But Mr Dorgan’s announcement 
caught local Democrats off guard. Tracy Potter, the only Democratic candidate so far, is a long shot. Many 
Democrats hope that Heidi Heitkamp, a former attorney-general, may enter the race. But when Ms Heitkamp 
ran for governor in 2000, she lost to Mr Hoeven by ten points. It may not be surprising that the Democratic 
field is slim. Mr Hoeven is a formidable opponent, and campaigning for the nomination requires traversing 
the state in the bleak midwinter.  

Republicans, meanwhile, are gleeful. Gary Emineth, chairman of the state Republican Party, also hopes to 
topple another Democrat: Earl Pomeroy, North Dakota’s one-and-only congressman. “It will be a solid one-
two punch,” he predicts merrily.  

Democrats have not given up just yet. Mark Schneider, chairman of the state Democrats, argues that Mr 
Hoeven will have trouble appeasing the far right. He even contends that Mr Potter may become a 
Democratic, North Dakotan version of Scott Brown, who beat the odds in Massachusetts. National 
Democrats, however, should brace themselves. Senate machinations in this remote state count just as much 
as those in California or New York.  
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Keeping snakes  
 
Constricting the pet supply 
Feb 11th 2010 | NEW YORK  
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Snake-owners may soon find their pets regulated by the government 
 

 
BOA CONSTRICTORS, pythons and corn snakes decorated sellers’ tables at the Reptile Show in White Plains, 
New York, last month. Awestricken visitors peered at them with delight. Experts examined them under the 
light and scrutinised their colouration. The breeding of snakes is serious business in America. Revenue from 
the sale of boas and pythons amounts to around $1.6 billion-1.8 billion each year.  

Americans own more than 2.5m snakes, according to the Pet Industry Joint Advisory Council, a trade 
association. The snake industry has grown dramatically over the past decade because of frenzied 
competition to create new “morphs”, the industry term for new colours of snakes. Rare morphs can fetch 
astonishingly high prices, sometimes more than $20,000.  

The recession, however, has hurt what used to be a lucrative hobby. Fewer people want to splurge on 
snakes that cost thousands, if not tens of thousands, of dollars. According to Brian Barczyk, a snake-
breeder, demand for “pet-grade” snakes, which cost under $50, has sunk even more than demand for 
“investment-grade” ones, because the average person is hesitant to buy a new pet.  

The snake industry’s most dangerous predator, however, is not the economy but the government. Ken 
Salazar, the secretary of the interior, wants to add nine types of large constrictor, including the Burmese 
python (pictured), to a list of “injurious” species regulated by the federal government. This would make it 
illegal to import or transport these types of snakes across state lines. Congress may also consider a bill that 
would do the same.  

The spread of Burmese pythons in the Florida Everglades is responsible for sparking this wave of 
herpetophobia. Burmese pythons are thought to have found their way into the wild because pet-owners 
released them, and now thousands are slithering around there. They are eating some endangered species, 
like the Key Largo woodrat. 

Breeders are up in arms at the prospect of the ban. Some opponents speculate that if snake-owners are 
unable to transport or sell some of their snakes beyond state lines, they may just release them into the wild. 
The federal government may have to consider offering “amnesty days”, as Florida does, when snake owners 
can turn in their foreign pets. Florida has also started giving people permits to kill Burmese pythons. Some 
may say this is cruel. But that depends on whether you side with the pythons or the woodrats.  
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Cyber-security  
 
Good for some 
Feb 11th 2010 | SAN ANTONIO, TEXAS  
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A growing threat and a growing opportunity 

BILL MORROW, the head of CSIdentity, a company that protects people from identity theft, paints a grim 
picture. In the 1980s, he explains, perhaps several hundred people a year would be unlucky enough to have 
their identities stolen. Last year, it happened to perhaps 10m people. In fact, there are so many thefts that 
it may take the crooks as long as a year or two to get around to draining your bank account. In the face of 
such facts, the most usual prophylactic measures can seem comically low-tech: update your virus-protection 
software, don’t save your passwords in a document called “passwords” and if a “friend” sends you a 
Facebook message asking you to wire money to Wales, be sceptical. 

Mr Morrow was speaking on February 6th at a debate sponsored by the Texas Lyceum, a bipartisan civic 
group, on the subject of whether people are safe online. The panellists agreed that, for the most part, they 
are not. Ari Schwartz, the vice-president of the Centre for Democracy and Technology in Washington, DC, 
observed that in terms of cyber-crime, individuals face the same types of threats as nation-states. It was a 
timely reminder. Cyber-security has been a deepening concern for the Obama administration since last year, 
when the White House announced that it would create a new military Cyber Command and appointed a 
cyber-security tsar. 

In January Google suffered a serious attack on its infrastructure, originating in China. On February 2nd 
Dennis Blair, the White House director of national intelligence, went to a Senate committee to give an annual 
threat assessment. He used it to give warning of a large and far-reaching threat. Sophisticated cyber-
criminals are stealing sensitive government information every day, Mr Blair explained, and state agencies 
often find shadowy presences on their networks—“the hallmark of an unknown adversary intending to do far 
more than merely demonstrate skill or mock a vulnerability.” An overarching concern is that in a time of 
crisis network infrastructure might be seriously compromised. 

For the city of San Antonio, at least, all this presents an economic opportunity. Last year the 24th Air Force, 
the air-force branch of the new Cyber Command, was established at Lackland base just outside the city. The 
24th joined a growing data industry, including the Texas Cryptology Centre, a data-mining operation 
belonging to the National Security Agency, and a number of private security firms and research centres at 
the University of Texas at San Antonio and Our Lady of the Lake University. According to a study done in 
January by San Antonio’s chamber of commerce, the IT sector contributed $8 billion to the city in 2008, and 
that was before the 24th Air Force got there. 

That is good for San Antonio, which is one of America’s largest cities but tends to lag behind Houston and 
Dallas on economic measures. One of its last economic coups came in 2006, when Toyota decided to build 
its Tundra trucks there. But the plant’s second-shift operations were suspended in July 2008, during a long 
hot summer when many Americans abruptly gave up pickup trucks in favour of tiny sedans. Production was 
meant to resume at full capacity later this month, but Toyota-specific circumstances intervened. The cyber-
security industry may have a rather more robust future.  
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New Orleans  
 
Back in the game 
Feb 11th 2010 | NEW ORLEANS  
From The Economist print edition 

 
 
Two sorts of good news from an unhappy city 

NEW ORLEANS is used to big weekends, but the last one stood out. On 
February 6th voters elected a new mayor, Mitch Landrieu, in a landslide more 
dramatic than any in memory. The next day the city’s beloved football team, 
the Saints—famous mostly for bumbling—won the Super Bowl for the first 
time in their 43-year existence.  

To those monumental happenings the annual bacchanal of Carnival, now in 
full swing, seemed an appropriate backdrop. The day after the big game New 
Orleanians walked around in a blissful haze, with schools, courts and 
workplaces operating at half-strength, and strangers greeting one another 
with hugs and the team’s signature chant: “Who dat!” All this has given the 
city a dose of optimism it sorely needs. A bit of the old swagger is back. 

It is hard to know how much to connect the Saints’ success to that of Mr 
Landrieu, the state’s lieutenant-governor, who snapped up 66% of the vote. 
But there is a common theme to both results: cross-racial unity in a city that 
was once staunchly segregationist, and which in more recent times has 
experienced an uneasy detente between wealthy whites who control most of the city’s economic affairs and 
powerful blacks who run its politics. 

The election of Mr Landrieu, a scion of Louisiana’s most prominent political clan and a surprise late entry into 
the race, may signal a departure from all that. Mr Landrieu is white. But his family has always been popular 
across racial lines, in part because his father, Moon Landrieu, was the first mayor to put blacks in positions 
of real power at City Hall. (Moon Landrieu was also the city’s most recent white mayor; he left office in 1978. 
One of his daughters, Mary, is Louisiana’s senior senator.) 

Still, the latest election was uncharted territory. Mr Landrieu won overwhelmingly among both blacks and 
whites; early analysis suggests he won 70% of the white vote and 63% of the black vote. It was a 
remarkably unanimous verdict considering that New Orleanians have historically voted along racial lines. Just 
over a year earlier, of course, Americans had elected a black president, a result that clearly shook up the old 
patterns. 

It is hard not to read Saturday’s results as a rebuke to Ray Nagin. The outgoing mayor was barred from 
running by a term limit, but he was certainly on voters’ minds. Four years ago Mr Landrieu lost to Mr Nagin 
in a tight election after Mr Nagin made a naked appeal to black voters’ racial loyalties. In that election, Mr 
Landrieu managed to get only about one in five black votes. 

Since then, however, blacks and whites alike have become increasingly dissatisfied with Mr Nagin. His 
approval rate was recently estimated at a dismal 20%. These low numbers have several causes. They stem 
partly from the city’s halting recovery after Hurricane Katrina in 2005. But they are also a result of Mr 
Nagin’s habit of dividing his constituents. He tends to suggest that any criticism of him is racially motivated; 
he mutters darkly about a “shadow government” and a conspiracy to install whites in offices once held by 
blacks. Last weekend, New Orleanians of all colours and walks of life seemed to say: let’s move on. That is 
reason for celebration.  
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Something to celebrate at last
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California's prisons  
 
Jailhouse blues 
Feb 11th 2010 | LOS ANGELES  
From The Economist print edition 

 
 
California must reduce its prisons’ overcrowding and cost. But how? 

ONE never quite knows whether Arnold Schwarzenegger, California’s governor, is joking or serious. So it is 
with his three most recent ideas for solving one of the state’s biggest problems: its prisons. They are 
overcrowded, to the tune of about 40,000 inmates according to a federal court, and often inhumane. And 
they are too expensive, exacerbating California’s desperate budget crisis.  

The governor’s wildest thought experiment has California paying Mexico to build prisons and house 
California’s inmates in them. This is “totally silly” and probably unconstitutional, says Joan Petersilia of 
Stanford Law School. Almost as silly is his proposal to amend the state constitution to mandate reversing the 
current shares of the state budget that go to prisons and universities. The fact that 9.5% of spending now 
goes to prisons while only 5.7% goes to universities—25 years ago, prisons got 4% and universities 11%—is 
indeed a harsh indicator of California’s fall from grace. But there is no logical reason to pit two parts of the 
state budget against each other constitutionally when legislators are perfectly capable of doing the 
allocating. 

However, Mr Schwarzenegger’s third proposal should be taken seriously. It is to privatise more of California’s 
prisons. He has already expanded a contract with Corrections Corporation of America (CCA), the oldest and 
largest private prison operator, to house about 8,000 of California’s 167,000 inmates, mostly out of state. 
California is one of 25 states which, along with the federal government, put some inmates in private prisons. 
Mr Schwarzenegger wants to do more of it. 

He has two reasons. First, private companies can expand capacity faster than government bureaucracies, 
and adding space is part of the answer to overcrowding. Ms Petersilia estimates that it takes seven years to 
build a new state prison in California, but only one year to open the equivalent private facility, through 
leasing, converting or building.  

Second, private prisons sometimes have lower costs, if they can keep prison-guard unions at bay. 
California’s happens to be the most powerful in the nation. About 70% of a prison’s costs go on personnel, 
and California’s guards not only have the highest wages but the most generous pension and health-care 
benefits. The union, which habitually spends lots of money on campaigns for judicial and legislative 
elections, as well as on ballot measures, will of course fight the proposal.  

But privatisation is not a long-term solution, says John Roman of the Urban Institute, a think-tank in 
Washington, DC. For big savings, a state would have to cut services to inmates, from drug treatment to 
counselling, whether the prison is public or private. Such cuts, however, leave inmates less prepared to re-
enter society and more likely to end up behind bars again.  

This is why Ms Petersilia emphasises another policy, agreed during last year’s budget deal. California has had
a high recidivism rate (of 70%) in part because every released inmate used to be placed on parole and many 
were returned to prison for small violations such as missing appointments or failing alcohol tests. Since 
January 25th only dangerous ex-convicts are placed on parole, and they only go back to prison if they 
commit new crimes. Whether this will reduce overcrowding is yet to be seen, but it should help.  
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Jack Murtha dies  
 
War hero and porker, RIP 
Feb 11th 2010 | WASHINGTON, DC  
From The Economist print edition 

 
 
A colourful congressman passes away 

TO HIS local newspaper, he was “a great leader and humanitarian”. To 
Citizens Against Government Waste, a watchdog group, he was a “porker” of 
a politician who showed “a blatant disregard for the interests of taxpayers”. 
The facts about Jack Murtha, who died on February 8th, were seldom in 
dispute. He used his power as the congressman in charge of defence 
appropriations to shovel piles of other people’s money into his constituents’ 
pockets. What you thought of this depended largely on whether or not you 
lived in Johnstown.  

John P. Murtha (the “P” stood for “Power”, he boasted), was the longest-
serving congressman from his state. Gruff, traditional and hawkish on 
military matters, he was the perfect fit for his district, a hardscrabble slice of 
western Pennsylvania. He grew up near Johnstown and owned a car wash. He 
dropped out of college to join the marines and served with conspicuous 
bravery in Vietnam, winning a Bronze Star and two Purple Hearts. 

In 1974 he won a seat in the House of Representatives. Gradually, he 
accrued seniority, power and a knack for back-room dealmaking. As the top Democrat on the Appropriations 
Committee’s defence subcommittee, he directed hundreds of millions of dollars to his district. He placed 
projects there regardless of whether the Pentagon wanted them in the first place. He decorated his fief with 
roads and health centres named after himself. He built the “airport for no one”—a boondoggle that made his 
commute to Washington, DC, a lot easier but was otherwise a huge waste of money. Then he extended its 
runway.  

He did not care a fig for his critics, though he would have used a stronger term than “fig”. Colleagues who 
voted for his pet projects were rewarded with their own; those who crossed him were shut out. He was often 
the target of ethical complaints, but shrugged them off. He reportedly described a proposed ethics reform as 
“total crap”.  

In 2004 he became a hero of the anti-war movement by speaking out against the war in Iraq, which he had 
originally voted for. When Democrats captured Congress in 2006, the new speaker, Nancy Pelosi, wanted Mr 
Murtha to have the number-two job in the House. But other Democrats thought it would look odd, having 
run against the Republican “culture of corruption”, to give such prominence to Mr Murtha. He was once 
filmed rejecting a bribe from an undercover agent, but appearing willing to discuss it later. A firm linked to 
him was raided by the FBI in 2008.  

He seldom gave interviews or appeared on television. In 2008, he described western Pennsylvania as a 
“racist area” unlikely to vote for Barack Obama. He was re-elected anyway. Voters “keep sending me back 
regardless of what I say,” he chuckled. His seat is now up for grabs; pundits give the Republicans a good 
chance of taking it.  
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Labour pains 
Feb 11th 2010  
From The Economist print edition 

 
 
Barack Obama will never satisfy his union backers. Nor should he try 
 

 
RICHARD TRUMKA does not mince his words. The former miner who now leads America’s largest union body, 
the AFL-CIO, describes George Bush’s legacy as: “stolen elections, ruinous tax cuts for the rich, dishonest 
wars, financial scandal, government-sponsored torture, flooded cities and, finally, economic collapse”. 
Barack Obama is a huge improvement, of course, but unemployment is close to 10% and the government 
must do something, reckons Mr Trumka. Fortunately, he has a plan to create 4m jobs. It can be summarised 
in a single word, the same one that Samuel Gompers, one of Mr Trumka’s predecessors, used to describe 
what his members wanted: “More.” 

Washington must spend more on unemployment benefits, on roads, on schools, on green energy projects 
and on aid to state and local governments. The president’s recent budget proposal was all very well, but it 
needs at least another $400 billion in “immediate job-creating investments”. Too much attention is paid to 
the budget deficit, says Mr Trumka, and not enough to the jobs deficit. Funds can be found by squeezing 
“Wall Street and the super-rich”, who must “pay their fair share…to rebuild the economy that they 
destroyed.” 

As the Senate debates a jobs bill, it is worth knowing what Mr Obama’s most powerful backers want. Unions 
spent hundreds of millions of dollars on electing Democrats in 2008, and provided an army of campaign 
volunteers. They expect something back, and Mr Obama is keen to oblige—up to a point. Union leaders such 
as Mr Trumka and Andy Stern, the leader of the more moderate Service Employees International Union, are 
regular guests at the White House. Mr Obama has revoked some Bush-era executive orders that unions hate 
and issued a few they adore. He has appointed union insiders to top jobs, allowed Congress to add “buy 
American” provisions to the stimulus bill, risked a trade war with China to please tyre-workers, let other 
trade deals wither and brazenly favoured unions when bailing out car firms.  

But his biggest favour has been green, foldable and borrowed. For example, he encourages the use of 
“Project Labour Agreements” on big federal construction projects, whereby contractors must recruit through 
a union hiring hall. Such agreements inflate costs by 12-18%, according to David Tuerck of Suffolk 
University, and were banned under Mr Bush. Even where PLAs are not in force, federal contractors are 
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obliged to pay “prevailing” wages. That actually means something close to the union rates, which is nice for 
the workers in question but means that taxpayers get fewer roads and schools for their money.  

For the unions, public cash is a lifeline. The proportion of American workers at private firms who belong to 
unions tumbled from more than 30% in 1960 to 7% last year. By contrast, a hefty 40% of government 
workers are unionised and the rate has remained stable for decades. Under Mr Obama, the private sector 
has haemorrhaged jobs but the number of government workers has fallen only slightly. Last year for the first 
time more than half of American union members worked for the government.  

Market forces place a natural check on unionisation at private firms. In the short term, collective bargaining 
can raise wages. But if unions demand above-market pay and impose cumbersome work rules, unionised 
firms will gradually lose market share to non-unionised competitors. The Nobel prize-winning economist Paul 
Samuelson’s quip—that unions determine “how industries in decline are accelerated towards their 
extinction”—is not quite right. Within an industry, firms with no unions (or less aggressive ones) tend to 
displace unionised ones. Capital moves to places where unions are weaker, and job-seekers follow it. 
Stephen Walters of Loyola University finds that American cities with above-median unionisation rates have 
grown poorer and less populous. Richard Vedder of Ohio University observes that, between 2000 and 2008, 
more than one American a minute moved from a closed-shop state to a “right-to-work” state (ie, one where 
you cannot be forced to join a union as a condition of employment).  

 
Meanwhile, on the cushy side… 

Such checks do not apply in the public sector. The government cannot easily go bust. When a company pays 
over the odds for labour, the money comes straight out of its owners’ pockets. They usually object. But 
when a politician hikes public servants’ pay, he wins votes. If this year’s budget is tight, he can promise 
lavish pensions, secure in the knowledge that the bill will come due only in the distant future. Unfortunately, 
that distant future is now, which is why so many states are in a fiscal pickle. Per hour worked, state and 
local government workers enjoy 34% higher wages and 70% more benefits than their private-sector 
counterparts, calculates Chris Edwards of the Cato Institute, a libertarian think-tank. But are the unions 
satisfied?  

Not really. Mr Trumka sees a “pressing need” to pump “at least $3 trillion” into infrastructure over the 
coming years. Unions are desperate to be allowed to organise private firms without a secret ballot, and are 
hoping to slip this bad idea into the jobs bill. The Senate is unlikely to play ball, however. Stories of union 
featherbedding enrage the tea-party crowd, and that makes Democrats in swing states nervous. On 
February 9th Democratic senators from Arkansas and Nebraska voted to block the appointment of a union 
man to the National Labour Relations board.  

Organised labour is, of course, organised; and that confers political influence. But union bosses can sound 
jarringly out of touch. “A job is a good job because workers fight to make it one,” says Mr Trumka. Many 
other Americans, however, think a job should pay well if you do it well, and grumble that this rule doesn’t 
seem to apply to unionised public servants. Taxpayers are angry, and itching to vote in November.  
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Venezuela and Cuba  
 
“Venecuba”, a single nation 
Feb 11th 2010 | CARACAS  
From The Economist print edition 

 
 
Hugo Chávez, as he drafts in ever more Cuban aides to shore up his regime, is fulfilling a 
longstanding dream of Fidel Castro’s 
 

 
IN A small fishing village on the Caribbean coast of Venezuela stands a plinth. Unveiled by government 
officials in 2006, it pays homage to the Cuban guerrillas sent by Fidel Castro in the 1960s to help subvert 
Venezuela’s then recently restored democracy. Almost entirely bereft of popular support, the guerrilla 
campaign flopped. But four decades later, and after a decade of rule by Hugo Chávez, Cuba’s communist 
regime seems finally to have achieved its goal of invading oil-rich Venezuela—this time without firing a shot. 

Earlier this month Ramiro Valdés, a veteran revolutionary who ranks number three in Cuba’s ruling hierarchy 
and was twice its interior minister, arrived in Caracas, apparently for a long stay. Officially, Mr Valdés has 
come to head a commission set up by Mr Chávez to resolve Venezuela’s acute electricity shortage. But he 
lacks expertise in this field, and Cuba is famous for 12-hour blackouts. Some members of Venezuela’s 
opposition reckon that Mr Valdés, whose responsibilities at home include policing Cubans’ access to the 
internet, has come to help Mr Chávez step up repression ahead of a legislative election in September. Others 
believe he was sent to assess the gravity of the situation facing the Castro brothers’ most important ally 
(Cuba depends on Mr Chávez for subsidised oil). He has been seen in meetings with Venezuelan military 
commanders.  

Although by far the most senior, Mr Valdés is only one among many Cubans who have been deployed by Mr 
Chávez under bilateral agreements that took shape in 2003. As well as thousands of doctors staffing a 
community-health programme, they include people who are helping to run Venezuela’s ports, 
telecommunications, police training, the issuing of identity documents and the business registry. 

In 2005 Venezuela’s government gave Cuba a contract to modernise its identity-card system. Since then, 
Cuban officials have been spotted in agencies such as immigration and passport control. A group of Cubans 
who recently fled Venezuela told a newspaper in Miami that they had bribed a Cuban official working in 
passport control at Caracas airport. 

In some ministries, such as health and agriculture, Cuban advisers appear to wield more power than 
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Venezuelan officials. The health ministry is often unable to provide statistics—on primary health-care or 
epidemiology for instance—because the information is sent back to Havana instead. Mr Chávez seemed to 
acknowledge this last year when, by his own account, he learned that thousands of primary health-care 
posts had been shut down only when Mr Castro told him so.  

Coffee-growers complain that in meetings with the government it is Bárbara Castillo, a former Cuban trade 
minister, who calls the shots. Ms Castillo, who was formally seconded to Venezuela four years ago, refuses 
requests for interviews. 

Trade unions, particularly in the oil and construction industries, have complained of ill-treatment by the 
Cubans. No unions are allowed on Cuban-run building sites. In September last year Froilán Barrios of the 
Confederation of Venezuelan Workers, which opposes the government, said that “oil and petrochemicals are 
completely penetrated by Cuban G2,” the Castros’ fearsomely efficient intelligence service. Oil workers 
planning a strike said they had been threatened by Cuban officials. 

The new national police force and the army have both adopted policies inspired by Cuba. The chief adviser to 
the national police-training academy is a Cuban, and Venezuela’s defence doctrine is based on Cuba’s “war 
of all the people”. Foreign officials who watch Venezuela closely say that Cuban agents occupy key posts in 
Venezuela’s military intelligence agency, but these claims are impossible to verify. 

Mr Chávez portrays Cuban help as socialist solidarity in the struggle against “the empire”, as he calls the 
United States. When he was visiting Cuba in 2005 Fidel Castro said publicly to him that their two countries 
were “a single nation”. “With one flag,” added Mr Chávez, to which Mr Castro replied, “We are Venecubans.” 
These views are not shared by Venezuelans. In a recent poll 85% of respondents said they did not want their
country to become like Cuba. Perhaps Mr Valdés will include that in his assessment.  
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Brazil's recovering economy  
 
Joining in the carnival spirit 
Feb 11th 2010 | SãO PAULO  
From The Economist print edition 

 
 
The government will be less abstemious than it claims 
 

 
THE run-up to Carnival, which this year starts on the weekend of February 13th-14th, is a strange time in 
Brazil. At the airports that serve the most sinful cities, arriving passengers are handed free condoms as part 
of a government public-health programme. There is a run on mouthwash in Salvador, where kissing as many 
people as possible has become as traditional a Carnival pastime as watching the fierce competition between 
samba schools in Rio de Janeiro. Catholics and evangelicals tut-tut, and the middle-aged try to avoid it all. 
This year excess is on the minds of economists and financiers too. Having left behind a slowdown induced by 
the world financial crisis, many expect the economy to grow at 5-6% this year.  

The Central Bank now sees signs of overheating. Inflation, at 0.75%, was surprisingly strong in January, 
pushing the rate for the past 12 months to 4.6%. The minutes of the latest meeting of the bank’s monetary-
policy committee suggest that it will raise its benchmark interest rate in March or April, for the first time 
since September 2008. Though the São Paulo stockmarket had a poor January, some big share offerings are 
expected (from Petrobras, the state-controlled oil firm; Banco do Brasil, a state-controlled bank; and OSX, a 
company with designs on shipbuilding and oil services). Familiar worries about creaking infrastructure are 
returning. Folha de São Paulo, a newspaper, recently reported that Brazil had to forego $1 billion in export 
earnings from soya because of congestion in a port in Maranhão state, in the north.  

To slow things down a little and to head off a string of interest-rate rises, Guido Mantega, Brazil’s finance 
minister, said this month that the budget will be pared back, with the aim of posting a surplus for the year of 
3.3% before debt payments. He also announced the end of tax breaks on cars and white goods that made 
up part of last year’s stimulus package.  

Withdrawing the stimulus in an election year shows welcome political maturity. But only up to a point: at 
about 1% of GDP, Brazil’s fiscal stimulus, launched in 2008, was comparatively small. Most of the extra 
spending went on hiring more public-sector workers and on social-security payments, rather than on building 
roads, ports or hospitals. Since public-sector workers are close to unsackable and trimming social security is 
even harder, the stimulus will leave the government’s balance sheet with an enduring hangover.  

Second, to create Mr Mantega’s surplus, the government would have to strip out 496 billion reais, or half of 
its total discretionary spending, according to economists at Itaú, a bank. This will be hard in an election 
year, when the federal government usually splurges. Curbing the hunger for pork of the government’s 
coalition is always hard. It will be harder still as the political leverage of Luiz Inácio Lula da Silva, the 
president, ebbs ahead of the presidential election in October.  
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Almost continuously since 2003, federal-government spending has gone only one way, rising at an annual 
average rate of 8% in real terms (see chart). This year the budget allows for a 15% increase, which puts the 
finance ministry’s talk of prudence in perspective. This binge has been possible because revenues have risen 
fast, too, because of economic growth and because more businesses have left the informal economy and 
gone legal. But so long as the extra money continues to go on hiring civil servants rather than doing things 
that will allow the economy to grow faster without overheating, interest rates will remain high. At its present 
level of 8.75%, the benchmark rate would be absurdly high in most big economies. For Brazil, it is 
apparently too loose.  

There is a trade-off at work here that is familiar to many Brazilians. The government could spend less and 
create room for interest rates to come down. Or it can carry on spending and see them stay high, restricting 
Brazil’s sustainable rate of growth to around 5%. This is not bad compared with even the recent past, but 
not as good as it could be. Carnival, though, is all about enjoying the present and forgetting about 
tomorrow.  
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Costa Rica's new president  
 
Thriller for Chinchilla 
Feb 11th 2010 | MEXICO CITY  
From The Economist print edition 

 
 
Another woman president 

FOR decades Costa Rica has been an oasis of stability in the troubled Central American isthmus. It is the 
only Latin American country to figure on a list of the world’s 22 “older democracies” compiled by Robert 
Dahl, an eminent political scientist. It rides high in regional rankings for health care, education, public safety 
and equality. For all that, its traditional social democracy has recently come under strain. The main job for 
Laura Chinchilla, who won a presidential election on February 7th with 47% of the vote, will be to retain her 
country’s unique strengths while trying to adapt it to a globalised world. 

Ms Chinchilla will become Latin America’s fifth elected woman president, but she and Chile’s Michelle 
Bachelet are the only ones not to owe their victory to marriage to a politically prominent husband. Rather, 
she is a protégée of Óscar Arias, the outgoing president whom she served as vice-president and justice 
minister.  

Mr Arias, who cannot run again until 2018, won a Nobel peace prize for his efforts to end Central America’s 
civil wars during his first term from 1986 to 1990. This time he focused on economic policy, with a mix of 
investor-friendly policies and social-welfare measures. His main accomplishment was to win a referendum in 
2007 on a free-trade deal with the United States and the rest of Central America. This will require Costa Rica 
to dismantle several state monopolies. However, he also bumped up spending on schools, pensions, and 
health care. 

Ms Chinchilla benefited from Mr Arias’s popularity, and a divided opposition. To her left Ottón Solís 
campaigned against the free-trade deal. Her other main rival was Otto Guevara, a right-wing libertarian. 
Though Ms Chinchilla’s party was originally social-democratic, under Mr Arias it has moved to the centre. 
She has promised to continue his economic policies and his wooing of foreign investment in industries such 
as semiconductors and medical equipment. Those policies have helped make Costa Rica’s economy the 
second most dynamic in Central America, behind that of Panama. But they have also made it one of the few 
countries in Latin America where income inequality has recently risen.  

Some believe there is a link between this and a recent rise in violent crime that saw the murder rate nearly 
double between 2004 and 2008. But the spread of drug-trafficking gangs in Central America is a more likely 
cause. Ms Chinchilla proposes to hire more police and expand special courts that dispense swift sentences to 
offenders who are caught red-handed.  

But money may be tight. Mr Arias borrowed heavily to shield Costa Ricans from the world recession. Public 
debt stands at 46% of GDP, and is forecast by the Economist Intelligence Unit, our sister company, to rise to 
52% by 2011. That is a heavy burden for a country where tax revenues amount to just 15% of GDP. The 
budget will be further strained by the loss of revenue from import tariffs as the free-trade deal comes into 
effect. 

Ms Chinchilla’s powers will be limited too. Her party was expected to win only 23 of the 57 seats in the 
parliament. Under Costa Rica’s constitution, small groups of legislators, as well as individual citizens, can ask 
the courts to review bills, causing endless delays. The need to secure near-unanimity for changes has 
stymied many reform efforts. But these are problems that other Central American countries, variously 
battling organised crime, poverty and instability, would love to have.  
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Peru's flood-hit tourism  
 
Ruined 
Feb 11th 2010 | LIMA  
From The Economist print edition 

 
 
Making do without Machu Picchu 
 

 
WHEN the Pacific Ocean becomes unusually warm, as it does periodically in the weather phenomenon called 
El Niño, that spells trouble for Latin America, and beyond. Last time this happened, in 1997-98, extreme 
weather killed 23,000 people worldwide and the damage cost the region about $33 billion. The impact of this 
year’s El Niño has so far been less severe, but bad enough. 

Since December flooding has claimed 201 lives in Brazil, 43 in Mexico and 15 in Bolivia, whereas drought has 
contributed to electricity shortages in Venezuela and Ecuador. But it is Peru that often bears the brunt of El 
Niño (the last one cost it $3.5 billion). In late January torrential rain in the Cusco area brought chaos and 
tragedy. The Urubamba river, which runs through the Sacred Valley of the Incas and down past the ruins of 
Machu Picchu, swelled to an unprecedented volume of 1,100 cubic metres (39,000 cubic feet) a second. 
Flooding killed at least 26 people and destroyed the homes and livelihoods of some 20,000.  

The river undermined eight stretches, totalling 28km (18 miles), of the railway line that is the only way to 
get to Machu Picchu (except for the Inca Trail footpath). The government had to borrow helicopters from as 
far away as Brazil for a weeklong airlift of 3,900 tourists stranded in Aguas Calientes, the small riverside 
town at the foot of the ruins. 

Officials reckon the damage to infrastructure and farming totalled $240m. They estimate the losses to the 
tourist industry will be at least $1m a day. The Cusco regional government says at least 15,000 people in 
the tourism business will be out of work for a few months.  

Although the rains did not affect Machu Picchu, it is now cut off. Some 68,000 people a month normally visit 
the ruins. The only thing that has prevented the site from being further overrun is that there is no road to it 
from Cusco. The government issued a decree for the rapid rebuilding of the railway, which is operated by 
PeruRail, an affiliate of Orient-Express Hotels, a Bermuda-based company. Enrique Cornejo, the transport 
minister, has promised that the link will be restored by the end of this month. That strikes many Peruvians 
as wildly optimistic. Peru’s tourist industry fears the prospect of being deprived of its main attraction for 
several months. Machu Picchu is “on vacation,” declared Martín Pérez, the tourism minister.  

This ought to be an opportunity. To relieve the pressure on Machu Picchu, and to encourage repeat visits, 
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officials and operators have long tried to encourage visitors to explore other parts of Peru. They are now 
hurriedly promoting the Nazca lines (giant, pre-Inca geoglyphs, or drawings, in the desert south of Lima) 
and the Colca canyon, where condors fly over an abyss twice as deep as the Grand Canyon (though less 
sheer). They also want to encourage tourists to continue to visit Cusco. Northern Peru holds many recent 
archaeological discoveries. Lima, once bypassed by tourists, has begun to attract gastronomes, because of 
the excellence of Peruvian cuisine. 

The problem is that none of these places quite has the allure of Machu Picchu (voted one of the seven 
wonders of the world in a privately organised poll in 2007). Governments have talked about developing new 
tourist destinations for decades. But away from Cusco and Lima, hotels and other facilities are often limited. 
Tour companies reported many cancellations this month. 

Peru is braced for further rain. Lake Titicaca is close to overflowing. At least meteorologists say that the 
Pacific has begun to cool. And Machu Picchu should be open again for business by May, the start of the high 
season in the Peruvian Andes. 
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North Korea's regime trips up  
 
Market forces 1, brute force, 0 
Feb 11th 2010 | SEOUL AND TOKYO  
From The Economist print edition 

 
 
An embarrassing climb-down puts Kim Jong Il in a difficult position 
 

 
HOWEVER loathsome his neighbours find Kim Jong Il, the nuclear-armed North Korean dictator, most admit 
that beneath the big hair lurks the mind of a tactical genius with a flair for survival. At home North Koreans 
are smothered by his ruthless personality cult. Abroad, he is an adept blackmailer: act mad enough to be 
dangerous; then conciliate for cash. 

Recently, however, he has made tactical mistakes on both counts. Diplomats think none is so serious as to 
endanger his regime. But the blunders give heart to those who believe they can eventually push North Korea 
back to talks about dismantling its nuclear arsenal. And they reaffirm the benefits of what Americans call 
“strategic patience”: waiting until North Korea is desperate enough to offer concessions. 

Even the regime appears, in its own odd way, to have admitted the most recent blunder. News reports 
suggest North Korea has reversed some elements of a crackdown on private enterprise that it unleashed 
with a cack-handed redenomination of the won on November 30th. In the interim, the currency collapsed, 
the price of rice surged by as much as 50 times, and much of traders’ working capital for buying and selling 
goods was wiped out. As food distribution seized up, some rare grumbles of protest were heard. 

But since early February, regulations on trading in the jangmadang, or markets, across North Korea appear 
to have been lifted. Implausible official prices have been posted—from 240 won ($1.78) for a kilo of rice (a 
bit less than a pair of socks) to 25 won for a toothbrush. 

Meanwhile, the Dear Leader has made a perhaps unprecedented apology to his people for feeding them 
“broken rice” and not enough white rice, bread and noodles. He was, he said, “heart-broken”, and implicitly 
acknowledged he had violated an oath to his godlike father, Kim Il Sung, to feed the people rice and meat 
soup.  

Adding to the poignancy, experts say the bungled reforms were done in the name of Kim Jong Un, the 
dictator’s third son and potential heir. His involvement may have been part of a strategy to reassert 
Stalinist-style state control of the enfeebled economy ahead of 2012, the 100th anniversary of grandfather 
Kim’s birth.  
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It seems unlikely the plan has been abandoned altogether, not least because the small markets that have 
flourished since the famine of the 1990s pose such a challenge to the state’s authority. But the ineptitude 
must have been glaringly obvious, even in the hermetic state. 

“The government has never said sorry to the people, especially on a topic as sensitive as rice,” says Andrei 
Lankov, of Kookmin University in Seoul, a writer on North Korea. “Because of Kim Jong Il’s age and the age 
of those around him, it looks like he may be losing touch with reality.” 

Mr Lankov has described North Korea’s leaders as brilliant Machiavellians. However, he believes there may 
have been a similar miscalculation in North Korea’s recent behaviour towards America, China, Japan, Russia 
and South Korea, the countries with which it started spasmodic “six-party talks” on denuclearisation in 2003. 
Its firing of a long-range missile and explosion of a nuclear bomb last year hardened the resolve of the five 
to strengthen United Nations sanctions against Pyongyang. However much Mr Kim has cajoled and coaxed 
since then, he has not yet achieved his usual success in dividing the five. 

What’s more, diplomats say he seems increasingly open to a return to the six-party talks, which last year he 
vowed “never” to do. China, which is closest to North Korea and chairs the six-party forum, sent Wang 
Jiarui, a senior Communist Party official, to meet Mr Kim this week and invite him to Beijing. Mr Kim made 
no public commitment on the six-party talks, but his nuclear negotiator returned with Mr Wang to the 
Chinese capital. 

Lee Myung-bak, South Korea’s president, surprised his countrymen by saying he, too, hoped to meet Mr Kim 
“within this year”. The timing was odd. His statement came as North Korea was lobbing artillery shells 
threateningly into the Yellow Sea. But it revealed what officials say is a twin-track process in Seoul to 
engage North Korea, bilaterally as well as in the six-party framework. Wi Sung-lac, South Korea’s special 
representative for peace on the peninsula, thinks the North is “moving in the direction of talks”. 

Both North Korea and its six-party counterparts have set such tough conditions on coming together that it 
would be rash to expect too much. North Korea wants UN sanctions lifted, and a peace treaty with America 
to mark the formal end of the 1950-53 Korean war before restarting talks. America has resisted both. An 
East Asian diplomat says the other five nations are demanding that North Korea take “concrete measures” 
towards denuclearisation before talks and the lifting of sanctions. “We’re not giving any carrots.” 

Underscoring the resolve, humanitarian assistance to North Korea has slowed to a trickle. South Korea sent 
only $37m of public aid last year, compared with $209m in 2007. Officials say Mr Lee is adamant no money 
will be spent coaxing North Korea to a summit. Talks on cross-border tourism and factories, another means 
for Pyongyang to extort hard currency from the south, have made no progress. 

Mr Kim still has some trump cards up his sleeve. Tensions between China and America over Taiwan and 
Tibet provide a thread of disharmony to tug upon. And China has a strategic eye on North Korea’s ports and 
minerals, which some diplomats fear may encourage it to be overly generous to the regime. 

But the mere hint of economic fallibility in a regime that demands almost religious devotion from its subjects 
may turn out to matter more than the diplomatic manoeuvres. It comes at a time when North Koreans, 
using smuggled DVDs and telephones, have a better idea than ever before of how far their living conditions 
fall short of their neighbours’. That is a rare point of vulnerability for Mr Kim’s interlocutors to exploit.  
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NATO's planned offensive in Afghanistan  
 
Get out of the way 
Feb 11th 2010 | KABUL  
From The Economist print edition 

 
 
NATO tries the power of advertising 
 

 
FOR months now United States Marines in Helmand, Afghanistan’s bloodiest province, have been sporting T-
shirts proclaiming their intention: “Just do Marja”. This refers to a cluster of Taliban-controlled villages close 
to Lashkar Gah, the provincial capital. Marja’s lawlessness and the protection it affords to insurgents and 
drug-traffickers has been frustrating the marines’ efforts nearby. The T-shirt wearers are about to get their 
wish. American forces, led by the marines, are preparing a big operation to clear the area.  

Unusually, NATO has made no secret of its plans and for some time has been loudly publicising “Operation 
Mushtarak” (or “togetherness” in Pushtun). They hope this will encourage civilians to get out of harm’s way. 
They also hope that the mere prospect of NATO and Afghan soldiers massing on Marja will prompt insurgents 
to leave via three unsealed exit corridors.  

Neither hope has been entirely realised. Since NATO started its publicity drive, thousands of civilians have 
abandoned their homes and headed for nearby cities and an overcrowded refugee camp on the outskirts of 
Lashkar Gah. But others say they have been prevented from leaving by the Taliban, who have been digging 
in to defend their territory, and by the improvised explosive devices with which the insurgents have been 
seeding the roads. Mark Sedwill, NATO’s civilian representative in Afghanistan, advised locals to stay indoors 
and keep their heads down.  

Marja is being billed as an important test and advertisement for the counter-insurgency strategy of Stanley 
McChrystal, the American and NATO commander in Afghanistan. He says the follow-up work to maintain 
security and build a semblance of basic governance will matter more than the initial fight. Mr Sedwill 
believes Marja residents will learn the benefits of better governance, economic opportunities and of living 
under the rule of law.  
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Critics say there is nothing especially new about such a strategy. Last year, similar claims about the rolling-
out of a comprehensive strategy accompanied Operation Khanjar, a plan to clear areas south of Lashkar 
Gah. The results are mixed. Progress in the town of Nawa, on the fringe of the fertile, populated area 
(known as the “Green Zone”) is said to very promising. But the operation has also been criticised for 
focusing scarce resources on thinly populated areas.  

NATO says things will be different this time. For one thing there are thought to be about 100,000 people 
living in the area known as Marja. Much emphasis is being placed on the role of the Afghan security forces, 
which General McChrystal claims have a leading role in the operation.  

Building bigger and better Afghan security forces capable of keeping insurgents out of areas that have been 
expensively cleared is crucial not just to Marja but also to the West’s entire Afghan strategy. But the Afghan 
National Army (ANA) remains deeply troubled. Attrition rates are high, as large numbers of soldiers are killed 
or quit. It will struggle to meet its target of growing from around 102,400 at present to 171,600 by October 
2011. The police force, long neglected by Western donors, is far worse. The EU’s political office in Kabul 
suggests that almost 10% of policemen were killed in action in 2008.  

Also of deep concern is the ANA’s ethnic make-up. According to a diplomatic cable written by the American 
ambassador last November, the low recruitment in the south of Pushtuns is crippling. They are the country’s 
largest ethnic group, whose resentment of the post-2001 political order has done much to fuel the 
insurgency. With Persian-speaking Tajiks and Hazaras from the north dominating the army’s ranks, the risk 
is that ANA soldiers operating in Pushtun areas like Marja will seem as almost as foreign as NATO forces.  

One way around this would be for Afghanistan to reintroduce conscription, as Hamid Karzai suggested this 
month at a conference in Munich. The idea met with mixed reviews. Some former army generals who served 
during the conscription years that ended in 1992 welcomed it. Dissenting voices, however, said the 
government was unlikely to be able to compel people to fight on its behalf in areas, such as Marja, where 
state control is non-existent and likely to be contested for some time.  
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China's embattled dissidents  
 
Tougher and tougher 
Feb 11th 2010 | BEIJING  
From The Economist print edition 

 
 
Dissent becomes even more dangerous 

IN A new mood of even sharper hostility towards dissent, China is coming down hard on the country’s small 
but courageous community of human-rights activists. On February 9th a court in the south-western city of 
Chengdu handed down a five-year jail term to Tan Zuoren, who had been campaigning on behalf of 
thousands of parents whose children were killed when shabbily built schools collapsed in an earthquake two 
years ago. His crime was “inciting subversion”.  

Life has never been easy in China for people like Mr Tan. Their activities focus on helping people seek 
redress for injustices, rather than on overthrowing Communist Party rule. But local officials often see them 
as troublemakers. Police harass them and sometimes detain them for allegedly disturbing order. But now 
China is often resorting to the full force of its chillingly vague subversion and secrecy laws.  

In November, also in Chengdu, another activist, Huang Qi, was jailed for three years for alleged “illegal 
possession” of state secrets. Like Mr Tan, Mr Huang had been trying to help the families of children killed in 
the May 2008 earthquake north-west of Chengdu. Mr Huang had already served five years in prison for 
inciting subversion (in fact, running a website exposing official wrongdoings).  

In December a court in Beijing sentenced another activist, Liu Xiaobo, to the unusually harsh term of 11 
years in prison, again for “inciting subversion”. The offence was issuing an appeal for political liberalisation in 
December 2008, signed by hundreds of people. This week a court in Beijing rejected Mr Liu’s appeal, 
prompting swift rebuke from America and the EU. China, viewing the West as weakened by recession, 
appears even less inclined than usual to heed such interventions.  

Mr Tan’s indictment focused on his criticisms of the crushing of the Tiananmen Square protests in 1989 and 
comments he had made to foreign journalists after the earthquake that had “severely harmed the image of 
our party and government”. The authorities apparently feared that the activities of Mr Huang and Mr Tan 
could provoke protests by irate parents and embarrass officials, who have prided themselves on their 
handling of earthquake relief. Similar worries seem to have prompted the arrest in November of Zhao 
Lianhai, who had been campaigning on behalf of the parents of some 300,000 children who were affected by 
milk powder tainted with melamine, an industrial chemical, in 2008.  

Much to the government’s embarrassment, a high-profile campaign to clean up the milk industry in the wake 
of the melamine scandal appears to have failed. The authorities are now trying to trace around 100 tonnes 
of melamine-contaminated milk powder that is believed to be back in circulation. There have been recent 
reports of melamine-laced products being discovered. Greater tolerance of whistle-blowing is clearly not 
among the government’s remedies for such hazards. Mr Zhao’s lawyer received confirmation this month that 
his client had been charged with disturbing social order. 
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Sri Lankan politics  
 
Lock up the losers 
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The president tightens his grip 

NOT content with trouncing his main opponent, Sarath Fonseka, in Sri 
Lanka’s presidential election last month, President Mahinda Rajapaksa has 
had him arrested. Mr Fonseka was nabbed—brutishly, by over 100 soldiers, 
according to his supporters—on February 8th. Officials say he will be charged 
in a court martial with conspiring to topple the government. 

Shortly after he lost the acrimonious election, he was accused of plotting to 
assassinate Mr Rajapaksa and seize power. That heralded a purge in the 
army that the then General Fonseka led until recently, with 14 senior officers 
made to retire and around 40 serving and former soldiers arrested. But the 
government has given no details of Mr Fonseka’s alleged plot, which it says 
he hatched while still in uniform.  

A government spokesman also suggested that his crime was in fact to have 
got involved in politics while serving. Neutrals, a rare breed in Sri Lanka, a 
place long divided by war and now politics, may reserve judgment. Mr 
Fonseka was the architect of the army’s annihilation of the Tamil Tiger rebels 
in a brutal military campaign that saw many atrocities before it ended last 
May. This week Mr Fonseka said he would be happy to testify in any war-
crimes investigation. For the government, this confirmed that he was 
“hellbent on betraying the gallant armed forces of Sri Lanka”.  

Yet his arrest, in the absence of any obvious evidence against him, is consistent with the autocratic and 
vindictive habits of Mr Rajapaksa’s regime. During the election the president’s team, sensing a strong 
challenge from Mr Fonseka, set goons on his supporters and commandeered state resources to get out the 
vote. He and the rest of the opposition claim that the vote-count was also rigged—though, even if true, this 
may not have affected the result, so thumping was Mr Rajapaksa’s margin.  

Sri Lanka’s Sinhalese majority, to which both candidates belong, mostly voted for the president, whom they 
credit with ending the war. They also seem largely complacent about the erosion of their civil liberties under 
his rule. Recent weeks in Sri Lanka have provided more evidence of this. To pay back the president’s 
election-time critics, journalists have been assaulted, threatened and arrested. On February 11th the 
minister of mass media and information announced that the president himself was taking over his ministry. 

For those hoping for better from the re-elected Mr Rajapaksa these events are dismaying. His regime’s 
wartime ruthlessness was at least largely driven by a justified fear of the terrorist Tigers’ capacity for 
survival. Yet the Tigers are no more. And Mr Rajapaksa is Sri Lanka’s unchallenged ruler. He will expect his 
Sri Lanka Freedom Party and its allies to win a majority in parliamentary elections that are scheduled for 
April 8th. This week he dissolved parliament ahead of the polls. The next day the police used tear gas to 
disperse pro- and anti-government protesters in Colombo, the main city, and opposition protests in three 
other places. With many more demands ahead—including an urgent need for reconciliation between the 
Sinhalese majority and the bruised Tamil minority—Mr Rajapaksa’s government is looking as clumsy and 
paranoid as ever.  
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India and GM food  
 
Without modification 
Feb 11th 2010 | BANGALORE  
From The Economist print edition 

 
 
A setback for GM in India 
 

 
HUNDREDS of farmers in long, faded cotton sarongs swarmed outside an auditorium at Bangalore University 
on February 6th. They were waiting for India’s Environment Minister, Jairam Ramesh. This was the last of his 
public consultations on the commercial release of Bt Brinjal, a genetically modified (GM) aubergine, created 
by Mahyco, an Indian hybrid-seed company, and Monsanto, an American biotech giant. Waving placards and 
appetising images of aubergines, known in India as brinjal, they shouted themselves hoarse praising the 
transgenic vegetable. 

But most of these men, registered at the consultation as farmers, were in fact landless labourers with no 
aubergine experience. Mr Ramesh was the first to call their bluff. The companies, he said, without naming 
any, had bussed farmers from rural districts, to play the pro-GM crowd at the hearing that day.  

The tactic failed miserably. On February 10th Mr Ramesh announced that he would not allow Bt Brinjal to be 
grown or consumed in India until independent studies could show that it would have no adverse impact on 
human health, the environment or biodiversity. This overruled the recommendation last October by India’s 
Genetically Engineered Approvals Committee (GEAC) that Bt Brinjal was safe, in spite of being modified with 
a gene from the soil bacterium, bacillus thuringiensis. 

Mr Ramesh’s seven-city roadshow to canvas public views was unusual. And many were surprised at his 
decision to snub the seed companies and powerful domestic and American biotech lobbies. GM crops have 
always been highly controversial in India. But they already account for about 85% of the cotton grown there. 
Supporters claim that Bt Brinjal could cut losses from insect damage by over 50%, and pesticide usage by 
80%. 

The moratorium is a victory for what has become India’s first nationwide anti-GM movement. After the GEAC 
judgment, consumers, medical groups, farmers and state governments mobilised at once to campaign 
against Bt Brinjal. Hindu-nationalist and Communist politicians rallied to the unmodified brinjal’s cause. Anti-
GM groups cried foul over India’s lack of an independent biosafety regulator. They also argued that the 
guidelines for trials of GM foods are flawed and that studies revealing more about the long-term health 
dangers had been ignored.  

Environmental groups claimed Bt Brinjal might, through cross-pollination, wipe out thousands of indigenous 
brinjal varieties. Throughout November and December the “Coalition for a GM-Free India”, grouping more 
than 100 NGOs from 15 states, campaigned at village councils and farmers’ meetings, political rallies and in 
the non-English press and blogosphere. They held countless protests, fasts and educational drives in public 
schools.  

The crucial step, however, was to enlist the support of the chief ministers of the state governments—a 

  

AP

GM can have some remarkable effects



requirement the seed companies seem to have overlooked Under India’s federal constitution, agriculture is a 
“state subject”. States have the authority to regulate the planting or importing of GM crops. In mid-January 
the states, one after another, began to declare themselves against the release of Bt Brinjal. With nearly half 
of India’s 29 states opposed, “a lack of consensus in the scientific community” and an unusually well-
organised national protest movement, Mr Ramesh, said his official statement, felt obliged to be “responsible 
to science and responsive to society” and impose an indefinite moratorium on Bt Brinjal.  
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Jailed and tortured in Myanmar  
 
Paying the price 
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The terrible fate of two brave men 

IT TAKES great courage and commitment to translate for a foreign journalist in Myanmar. Two men who 
helped The Economist after Cyclone Nargis, which killed some 140,000 people in 2008, were rounded up last 
September for opposing the ruling junta.  

The men are held in Insein prison in the main city, Yangon. Information about their conditions and treatment 
is hard to come by. But the latest reports are horrifying. Khine Kyaw Moe has reportedly been hooded, half-
suffocated, savagely beaten, half-starved and then fed contaminated food. He is said to be very sick. There 
is no recent news of another colleague, Tun Lun Kyaw. The two men were earlier seen together at the 
prison. They were weeping, and looked emaciated and broken.  

Both men are from the north-western state of Rakhine (formerly Arakan), which is rich in natural gas yet 
very poor, and home to some of Myanmar’s many oppressed ethnic minorities. Along with at least 13 other 
students arrested around the same time, they are accused of belonging to the All Arakan Students’ and 
Youths’ Congress, which the regime calls a terrorist organisation, but professes belief in a peaceful struggle 
for democracy. That they had helped the foreign press will have worsened their plight. 

Myanmar’s best-known political prisoner, the opposition leader, Aung San Suu Kyi, is detained at home in 
Yangon. Besides her, more than 2,100 other political prisoners are held, all in squalid and brutal conditions. 
Many are serving sentences of up to 65 years for peaceful political activities. Former detainees say that 
torture is routine, and that medical attention is often denied even when prisoners fall gravely ill. 

Under a “road-map for democracy”, Myanmar will this year vote in a “multiparty election”. Miss Suu Kyi’s 
party, the National League for Democracy, is deciding whether to take part. It is a difficult choice. Joining in 
would add legitimacy to a process with a preordained outcome—army dominance. But no other sort of 
change is on offer. This week a court sentenced a Burmese-born American activist, Nyi Nyi Aung, to three 
years in prison for forging an identity card and violating immigration law. One League precondition to taking 
part in the election is the release of all political prisoners. The regime, however, seems intent only on adding 
to their number. 
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Uncrowning Gloria 
Feb 11th 2010  
From The Economist print edition 

 
 
In the Philippines, politics implies neither policies nor progress 
 

 
THE lethal carnival that counts for election season in the Philippines began officially on February 9th. It 
comes to a head in May, when voters choose a new president to replace Gloria Macapagal Arroyo, in office 
since 2001. With the outcome too hard to call, the only sure thing that can be said is that the Philippines is 
not poised to start giving Asian democracy a good name. 

The gleaming country Mrs Arroyo says she is handing on is hard to spot. A jeepney ride through the capital’s 
snarled streets offers time to reflect on the shortage of political commitment to the public good. Manila’s 
infrastructure is shoddy, and private gated communities exist near public slums. Even in these, the famed 
Filipino cheerfulness is impressive. But the Philippines now has a higher proportion of extreme poor, ie, 
those living on $1 a day or less, than does China or Vietnam. With a wry smile, Filipinos remind visitors that 
they were once Asia’s second-richest country, behind only Japan; and that a perhaps mythical World Bank 
report half a century ago picked them as Asia’s most promising prospects (alongside the Burmese).  

Islamist and Communist insurgencies rumble on in parts of the country. Violence is also embedded in a 
political system run by and for a feudal gentry and businessmen-on-the-make. The massacre in November of 
57 journalists, relatives and supporters of a candidate for the governorship of the southern province of 
Maguindanao is only an extreme example. Before the carnival’s end, dozens more will be dead. Few believe 
the government’s promise to disband the country’s 130-odd private militias before the elections. 

Corruption has flourished on Mrs Arroyo’s watch. Yet attempts to impeach her for corruption and vote-
rigging, along with a string of attempted coups, have been farcical. Her popularity is at rock-bottom, 
evidence enough that the country is ready for a change. The presidential candidate who stands most 
convincingly for clean government is Benigno “Noynoy” Aquino, son of the blessed Corazon Aquino. Her 
death in August saw a national outpouring of grief which propelled the senator’s candidacy so powerfully that 
he was soon the easy favourite. 

There are problems with Mr Aquino, however. When Banyan characterised him as lacking even a scintilla of 
charisma, with a legislative record that left scarcely a mark, one of his own close advisers thought that 
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rather charitable. What is more, honesty, taken too far, is a questionable asset in a system rigged for power 
and patronage. The notion that a presidential race can be won without money- and vote-gathering allies to 
whom all sorts of promises are made in return is, to say the least, a novel one. 

Indeed, Mr Aquino’s tide may have turned. In recent weeks his chief rival, Senator Manuel “Manny” Villar, 
has closed the gap. A construction magnate from a poor family, his rags-to-riches story appeals to many. His 
deep pockets allow him to outspend all rivals. He denies allegations that, in the Senate, he has tailored laws 
to suit his business interests. The accusation does not, as yet, seem likely to derail his campaign. Lagging 
behind are Gilberto Teodoro, the ruling-party candidate, and Joseph Estrada, a film star adored in slumland 
despite disgrace as a former president. 

Both main candidates are pro-business. In theory a convincing victory might at least produce a governing 
mandate rather than gridlock. The issue is how that mandate might be used. On campaign platforms, policy 
is nearly absent, though the country’s problems are clear. Much physical infrastructure is creaky, and the 
country is again suffering the “brownouts” for which it was famous until President Fidel Ramos put the lights 
on in the 1990s. Private investment is low. Small and medium-sized businesses perform poorly compared 
with those in Indonesia, Malaysia or Thailand. Distorted fiscal incentives, along with rampant tax evasion, 
mean weak national finances. The state takes in less than 14% of GDP in taxes. Social programmes are 
inadequate and ill-directed; the chief victims are the very poor. 

Bright spots exist. One is the outsourcing of back-office services by overseas companies. Thanks to high 
English fluency and (for once) decent telecoms infrastructure, the $7 billion business is growing by nearly a 
fifth a year and employs more than 400,000 Filipinos (ie, roughly as many as does prostitution).  

But the brightest spot is the Philippines’ best export, its people. Some 9m, one in ten of the population, work 
abroad. In the first 11 months of last year they sent home nearly $16 billion, equivalent to more than a 
tenth of GDP and up over 5% from a year earlier. The money is driving a boom in consumption and housing. 

Though Filipinos on Dubai construction sites and at casinos in Macau have lost their jobs, the global crunch is 
not hurting overseas workers as much as feared. Starting with America, growing numbers of Filipinos work 
in white-collar jobs such as accounting and finance, and are still in demand. Filipino seamen are the cream 
of the world’s merchant fleets, and some lines are using the shipping recession to replace higher-paid 
Western crews with Filipinos. As for hard-suffering Filipina domestic helpers, spoilt employers have come to 
depend on them. 

 
Wanted: overseas people power 

No doubt these émigrés are a force for good back home. Apart from the sheer spending power of their 
remittances, the money pays for education and entrepreneurial activity, from jeepneys in Manila to small 
businesses in the countryside. But it also offers a cop-out for the politicians. As money flows in and people 
flow out, they can more easily keep snouts in the trough rather than address the national good. The people 
power of Filipinos abroad—who after all may vote—could be a vocal force for good. Now, if a decent 
candidate found a way to harness such power, that would be a presidential campaign with a difference.  
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Iran's dilemma over democracy and nukes  
 
Are they fearless or foolhardy? 
Feb 11th 2010  
From The Economist print edition 

 
 
The Iranian government has dangerously upped the nuclear ante in diplomacy and still faces 
resilient protesters at home. On both fronts the road ahead is misty 
 

 
IRAN’S brittle but brutal regime is being squeezed from within by the relentless protests of the opposition 
and from without by the threat of more sanctions unless it backs down over its controversial nuclear plans. 
Yet Iran’s rulers, rather than parrying, sidestepping or giving ground, seem determined to fight on both 
fronts at once. After months of rising tension they seem to be asking for a double showdown, sooner rather 
than later. 

Since last summer’s disputed presidential election, the opposition Green movement, uniting followers of the 
thwarted candidates with other critics of the conservatives who now dominate the government, has taken 
advantage of Iran’s memorial-saturated Islamic revolutionary calendar. The latest anniversary, celebrating 
the 1979 overthrow of the Shah, on February 11th, was a chance for it to claim that it is the revolution’s 
true inheritor.  

As The Economist went to press, clashes between security forces and protesters erupted anew in Tehran, 
Iran’s capital, and in other cities. Early reports of the events were harder to verify, as the authorities 
severely curbed internet and mobile-phone messaging services, the Greens’ crucial tools, and appeared to 
block Gmail, Google’s e-mail service. The handful of foreign reporters granted visas were carefully herded to 
points from which only loyalist rallies could be viewed. 

Rattled by the scale and fury of the last big protests in December, President Mahmoud Ahmadinejad’s 
government pulled out the stops to prevent another big show of protest. Loyalists brought in by bus in their 
thousands to support the regime were duly shown on television chanting such time-honoured slogans as 
“Death to America!” YouTube and the unofficial news media showed wobbly films of protesters here and 
there—but how many had turned out was hard to say.  

In January the conservative-controlled judiciary handed down its first death sentences for political crimes 
since the unrest began in June. Two protesters were hanged. There was a new wave of arrests of opposition 
campaigners, especially journalists, at least 65 of whom are in jail. Among those held, according to a 
website, was a granddaughter of the revolution’s founder, Ayatollah Ruhollah Khomeini.  

Unlike the December protest, which was not backed strongly by the opposition’s main leaders, this one 
clearly had their backing. Mir Hosein Mousavi, widely thought to have bested Mr Ahmadinejad in the 
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disputed poll if votes had been fairly counted, called for a big turnout. So did his fellow candidate, Mehdi 
Karroubi, a reformist cleric, along with a former president, Muhammad Khatami, whom many reformers still 
admire. The Greens want to keep up the momentum of protest to sustain their loose coalition, which 
includes outright secular liberals as well as Islamists who think the revolution has gone astray.  

Still, it is unclear whether Mr Ahmadinejad and, more crucially, Iran’s supreme leader, Ayatollah Ali 
Khamenei, are bent on repression as their sole means of retaining power. In recent weeks milder 
conservatives, including another former president, Akbar Hashemi Rafsanjani, have tried to defuse the crisis 
by urging restraint. Perhaps as a result, several high-ranking reformists have been freed from jail.  

A similar hint of hesitation and even confusion has been evident in the nuclear sphere. At his rally on 
February 11th Mr Ahmadinejad boasted that a nuclear plant at Natanz had successfully enriched uranium 
from 3.5% to 19.75% for the first time. That is potent enough to fuel a research reactor in Teheran—but 
also that much closer to the 90% level needed for a bomb. By contrast, earlier presidential statements had 
suggested that Iran might agree to an American plan to export low-enriched uranium in exchange for 
imports of higher-enriched stocks for producing medical isotopes.  

Ali Akbar Salehi, who heads Iran’s Atomic Energy Organisation, quickly made a qualification. He suggested 
that Iran’s move was a bargaining chip to secure better terms to enable Iran to accept last year’s American 
offer. Specifically, it would exchange uranium in batches rather than send the bulk of its low-enriched stocks 
abroad before getting back the rods that can be used solely for the isotopes, as America had proposed. 

America, Britain and France, the UN Security Council’s Western veto-wielding trio, instantly denounced Iran’s 
latest move and called for tighter sanctions to be imposed within weeks. Russia, sounding unusually 
unamused, may agree. Of the veto-wielders, only China, which remains loth to punish Iran, stayed mute. 
The ruling ayatollahs must be feeling nervous.  
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Covert action against Iran  
 
Who killed the professor? 
Feb 11th 2010  
From The Economist print edition 

 
 
New light is being cast on the strange death of an Iranian physicist 

WHEN a motorcycle was blown up by remote control in Tehran last month, killing Masoud Alimohammadi, a 
professor of physics, the regime blamed “the triangle of wickedness”—Israel, America and their “hired agents”.  

It is no secret that America, Israel and European countries are seeking to impede Iran’s nuclear plans, overtly 
and covertly. Yet the assassination theory was widely dismissed. The professor’s known works on particle and 
theoretical physics did not seem central to Iran’s nuclear programme. And his name had appeared on a list of 
Iranian academics favouring Iran’s protest movement. So, ran the prevailing theory, Israel or America had little 
reason to kill him, though Iranian hardliners may have wanted to do so.  

But listen to the whispers of Western spies and diplomats, and the Iranian regime may turn out to be right. 
Well-placed sources in two Western countries now say the professor was “one of the most important people 
involved in the programme”. 

Such conclusions, admit some, are based on “imperfect insight” into the workings of Iran’s nuclear 
establishment that includes the public and ostensibly civil projects run by the Atomic Energy Organisation of 
Iran (AEOI) and an overlapping but secret organisation run by the ministry of defence that focuses more on 
turning fissile material into nuclear weapons. 

The AEOI said it had not employed Mr Alimohammadi. Several Iran-watchers said they had never heard of him 
until his death. But a Western counter-proliferation source says he “is known to have worked closely” with two 
key figures in Iran’s ministry of defence, Mohsen Fakhrizadeh-Mahabadi and Fereidoun Abbasi-Davani. Both are 
on the UN’s sanctions list of Iranians whose assets are to be seized and whose travels must be reported to the 
UN. 

Even if correct, this does not prove the professor was killed by outsiders. It may provide a stronger motive for 
Iran to kill a scientist for flirting with the opposition or to stop his defection. But why blow him up ostentatiously 
in the morning instead of removing him quietly at night? Perhaps to warn other would-be defectors? 

In any event, Western spooks are undoubtedly trying to thwart Iran’s nuclear ambitions. There are stories of 
dodgy parts being slipped into the black market where Iran shops for components. Some prominent Iranians in 
recent years have mysteriously disappeared or died. They include General Ali Reza Asgari, reported to have 
defected; Ardeshir Hassanpour, a nuclear scientist, who died in 2007; and Shahram Amiri, another nuclear 
scientist, who went missing last year on the haj to Mecca. 

What effect might all this have? Iranian scientists are said to have run into technical problems, with 
malfunctioning centrifuges, among other things. Inspections by the International Atomic Energy Agency, the 
UN’s watchdog, have found that about half Iran’s centrifuges are idle and those that work are yielding little. 
Dennis Blair, America’s director of national intelligence, has taken this as evidence that Iran has been 
“experiencing some problems”. 

A few days after the professor’s death, Al-Ahram, an Egyptian newspaper that tends to echo the government, 
ran a glowing front-page story calling Meir Dagan, head of Mossad, Israel’s spy service, the “Superman of the 
Jewish state”. But for him, it said, “Iran’s nuclear programme would long ago have been completed.” 
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Iraq's dangerous trigger line  
 
Too late to keep the peace? 
Feb 11th 2010 | KIRKUK AND MOSUL  
From The Economist print edition 

 
 
The Americans are trying again to keep the peace between Arabs and Kurds 
 

 
FROM the market town of Khanaqin, on the Iranian border, all the way to Sinjar, near the border with Syria, 
a fortified line snakes across northern Iraq. To the east and north stand Kurdish forces, known as the 
Peshmerga, keen to reclaim land taken from them by Saddam Hussein more than two decades ago. On the 
other side of the line, to the west and south, are Iraqi regular-army troops sent by the central government 
in Baghdad to stop ancient cities along the Tigris river falling into what it fears may become a purely Kurdish 
sphere.  

The two forces have come close to flat-out fighting several times, usually outside the cities where 
commanders act off their own bat. Last year an Iraqi army unit drove into the disputed, though mainly 
Kurdish, town of Altun Kupri and took up sniper positions on rooftops. When residents, supported by armed 
Peshmerga, started demonstrating against their presence, the Arab soldiers were told to shoot to kill. 
Bloodshed was avoided at the last minute by American troops stationed nearby. 

Small incidents of this kind could easily spark a wider conflict. Edginess along the “trigger line”, as it has 
become known, is now the biggest threat to Iraq’s stability. Sectarian tension between Sunni and Shia Arabs 
further south are far from resolved, but an ethnic conflict between Arabs and Kurds is more dangerous, 
partly because both sides are well-armed. Hence the Americans are making one last effort to dampen 
tension before their combat troops leave Iraq by the end of August. 

Since late January, several hundred Kurdish and Arab soldiers have been patrolling parts of the disputed 
area together, under American tutelage. The idea, forged by General Ray Odierno, the overall American 
commander in Iraq, is to build trust between the two sides by bringing them into daily contact. In addition to 
staging joint patrols, they have started manning checkpoints together. In a few places they sleep and eat 
under the same roof.  

Americans are always around to keep the peace. Patrols are tripartite, so the Americans are now 
peacekeepers rather than counter-insurgents. Since they withdrew from all Iraq’s cities last year, they have 
not been manning checkpoints outside their bases.

  



Will this work? Tension ran high before provincial elections a year ago—and is running even higher now, as 
the general election on March 7th draws near. The hope is that joint checkpoints will let voters move more 
freely in the disputed areas and prevent incidents such as one that occurred when Kurdish soldiers stopped 
the Arab governor of restive Nineveh province from visiting the Kurdish-controlled town of Bashiqa, in the 
area he is supposed to govern. It is also hoped that the joint patrols may deter al-Qaeda’s suicide-bombers, 
who want to exploit ethnic tension along the trigger line to reignite civil war. 

But trust is scarce. The Kurds regard Abdul Amir, who commands an Iraqi army division near the disputed 
city of Kirkuk, as a former Saddam henchman who once slaughtered their people and may be ready to do so 
again. In turn, many Arabs believe the Kurds will never compromise on land they occupied after Saddam’s 
fall. 

Yet the two sides are co-operating well in Kirkuk, where they and the Americans jointly operate a police 
command-centre. But assassinations and kidnappings of officials persist. Efforts to co-operate along the 
trigger line can seem to make matters worse. In Khanaqin Kurdish soldiers and Iraqi interior-ministry forces 
run joint patrols in the town, but the commander on each side claims he is in sole charge. There is little 
chance that fortifications along the line in Kalar and Kifri, north-west of Khanaqin, will be dismantled soon or 
landmines removed. Nor are the Kurds likely to take down fortifications around Dibis, where a big oil-
pumping station sits on top of one of Iraq’s biggest oilfields. 

So the American peace effort may have come too late. The two sides, both ruthless, are engaged in what 
they see as an existential struggle. In the end, a solid peace will emerge only if clear regional borders are 
agreed. And that has yet to happen.  
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Palestinian politics and the mosques  
 
Can the Islamist tide be turned? 
Feb 11th 2010 | HEBRON  
From The Economist print edition 

 
 
The West Bank’s secular rulers want to stop preachers backing the Islamists 

THE religious-affairs ministry of the Western-backed Palestinian Authority 
(PA) recently thought it had found the perfect sermon to rally the faithful to 
strengthen its grip over the West Bank. The ministry told all the imams 
across the West Bank that it was their religious duty to dedicate their Friday 
prayer to campaign for Palestinian political prisoners.  

The plan backfired. In Hebron, the West Bank’s largest city, the PA 
authorities were outsmarted by the Islamists of Hamas. Before the PA’s 
appointed preacher could reach the pulpit of Ansar, one of the town’s largest 
mosques, a popular Hamas member of the Palestinian parliament, Mahir al-
Badr, who had recently been released from an Israeli jail, got there instead. 
Far from following the PA’s script, he began to lambast Egypt for pleasing 
Israel by building siege walls around the Gaza Strip, the enclave run by 
Hamas to the exclusion of Fatah, its secular-minded rival headed by the PA’s 
president, Mahmoud Abbas. “We couldn’t do anything to stop him,” 
bemoaned a religious-affairs official. “He had parliamentary immunity.” The 
PA’s Western-trained security forces had to make do with detaining Mr Badr’s 
son. 

The PA’s effort to control the mosques is a big part of its bid to stamp its authority on the West Bank, muzzle 
its Islamist foes, and convince friendly and cash-providing Arab and Western governments that it can be 
trusted to run a would-be state. The PA’s religious-affairs minister, Mahmoud Habbash, has dispatched 200 
new imams, armed with security clearance, to manage mosques hitherto run by their pro-Hamas rivals. He 
issues scripted weekly sermons and instructs censors to monitor mosques and verify compliance. “A Muslim 
must respect the sultan,” says the minister. “There is no place for politics in the mosque.” All the West 
Bank’s 1,700 mosques, including nearly 300 in conservative Hebron, are now, he says, in government 
hands.  

The PA says it is bringing order after the chaos wrought by the Palestinian intifada (uprising) that ended in 
2002. In those days, virtually anyone could build and run a mosque. But Hamas and its Islamist allies say 
the PA is curbing religious and political liberty and creating a typical Arab security state in hock to the West. 
In the 2006, when Hamas beat Fatah in a general election, many mosques doubled as offices for Hamas. 
And the Hamas government that then briefly held power gave acolytes jobs administering government 
mosques.  

As part of its crackdown, the PA has also dissolved the 92 zakat (charitable) committees that used to provide 
Hamas with its social and patronage network. In their place the PA has appointed 12 of its own committees, 
which have removed the Hamas-dominated boards that offered services such as kindergartens, schools, 
bakeries and cheap rental accommodation for the poor. After a shaky start when cash from Gulf countries 
ran dry, the PA is injecting funds from Western and Arab aid-givers to revive dormant charities in its thrall. 
“Instead of encouraging civil society, they are throttling it,” says another Hamas parliamentarian, Hatem 
Qafishah, who has been ousted from his post as deputy head of the Islamic Youth Association. 

 
Disturbing Abraham 

The PA’s burgeoning security forces add a helping hand. They recently shot their way into a Hebron mosque 
during a search for a Hamas man wanted by both Israel and the PA. They fired on the Mercedes of the 
irrepressible spokesman for the Liberation Party (Hizb ut-Tahrir), an up-and-coming Islamist group that 
wants to replace the parliamentary system with a caliphate, and beat him up. When worshippers interrupted 
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a PA-endorsed preacher in Hebron’s Ibrahimi mosque, the fabled resting place of Abraham, and told him to 
speak out against Israel’s continuing siege of Gaza, the PA’s local religious-affairs official summoned heavies 
to boot them out. 

Not everything has gone the PA’s way. Worshippers in two of the West Bank’s main towns, Nablus and 
Ramallah, have ejected imams who condemned the Islamists in Friday sermons. Elsewhere official imams 
have had shoes thrown at them.  

Still, the PA’s government of Salam Fayyad, a former IMF man credited with reviving the West Bank 
economy, has managed to contain Hamas more thoroughly than many expected when he took office in 
2007. Islamists feel hunted. Hamas, on the defensive in the West Bank, has closed its media offices and 
retreated beneath the parapet. “The PA has ended the public existence of Hamas,” says a former finance 
minister of the brief Islamist government.  

Unable to use school buses, Hamas can no longer bring thousands of supporters to rallies. The Liberation 
Party, too, has suspended protests. Since protests during Israel’s war on Gaza a year ago, demonstrations 
have all but ceased. “They permit beauty pageants but ban recitals of the Koran,” moans a Liberation Party 
leader.  

It is unclear whether the PA’s muzzling of the Islamists has dented their popularity. Some former recipients 
of Hamas charities admit they have switched allegiance since the Islamists’ social services have run dry. 
Opinion polls show Fatah well ahead, but pollsters reckon many Hamas sympathisers are shy of identifying 
themselves. A recent survey shows that, though the PA is praised for bringing stability by cutting crime and 
clan feuding, three-quarters of the people still agree with Hamas that Islamic law should be applied. “More 
and more Palestinians, particularly women and the young, are identifying with a religious rather than 
national struggle,” says a pollster at Near East Consulting, a leading West Bank barometer.  

Moreover, many dissenters have gone underground. The Liberation Party, which damns elections as a man-
made affront to the divine, says it has taken support from Hamas, many of whose backers lost faith in 
democracy after their election victory in 2006 was, in effect, torpedoed. Though the Liberation Party says it 
is non-violent, some suspect it—and a plethora of other Islamist groups—of offering cover for those who 
want to resume an armed fight against both Fatah and Israel. Hamas, too, may rethink its strategy of lying 
low. “We won’t wage civil war,” says a senior Hamas man. “But we could rebuild our military cells to resume 
attacks against Israel.” 
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Nigeria's new president  
 
Good luck, Jonathan 
Feb 11th 2010 | LAGOS  
From The Economist print edition 

 
 
He will have to live up to his name, as he takes over in murky circumstances 

WEARING the wide-brimmed hat favoured by tribal chiefs in his corner of Nigeria, 
Goodluck Jonathan this week assumed office as the country’s acting president. In a 
televised address to his 150m people, the erstwhile vice-president said that the 
“circumstances” that had led to his promotion were “uncommon, sober and 
reflective”.  

Africa’s most populous country had been leaderless for almost 80 days, since 
President Umaru Yar’Adua abruptly left for medical treatment in Saudi Arabia. He 
failed formally to transfer power to Mr Jonathan before his departure, leaving Nigeria 
in a state of limbo. The president’s inner circle and cabinet repeatedly put off filling 
the vacuum, knowing that a change at the top could threaten their privileged 
positions. Investors and oil people grew anxious and querulous. 

However, amid growing calls for action, Nigeria’s parliament has at last passed a 
resolution that transfers full power to Mr Jonathan until the president returns to 
work. The resolution used Mr Yar’Adua’s faltering BBC telephone interview last 
month as the official “sick note” to parliament that the constitution requires for a 
handover.  

Mr Jonathan could now be in the top job until elections scheduled for next year. Although he has been the de facto 
leader since Mr Yar’Adua’s departure, he has been largely passive. Some attribute this silence to spinelessness, 
others to tactical guile. “If he had overdone it earlier, people would have said he was power-grabbing,” says a 
businessman in Lagos, the commercial capital. “He has been clever.” 

In his address on February 9th, Mr Jonathan unveiled his aims. In the Niger Delta region, his homeland, where 
militants have long campaigned for a greater share of their land’s oil revenues, he vowed to build on Mr Yar’Adua’s 
amnesty of last summer. Thousands of youths gave up their weapons in return for promises of stipends and 
training, but the leaderless government has been slow to make good on those pledges and the peace is fraying.  

It is hard to predict how much the acting president will assert himself in the coming months. In many ways an 
unknown entity, Mr Jonathan has a history of assuming big roles by being in the right place at the right time. When 
the Bayelsa state governor was arrested on money-laundering charges in 2005, Mr Jonathan, then deputy 
governor, found himself at the helm. On February 10th, chairing his first cabinet meeting, he had the confidence to 
reshuffle some of the ministers known to be allies of Mr Yar’Adua. But there was no hint that he was about to 
sweep away the ancien régime.  

Moreover, his accession is still dogged by controversy and uncertainty. The parliamentary resolution does not 
strictly adhere to Nigeria’s constitution, which states that a handover can only take place if the president writes a 
letter stating he is unable to serve or the cabinet sends a medical team to examine him. Neither has happened, and 
Mr Yar’Adua has said nothing. “The resolution is an illusion,” says Rotimi Akeredolu, president of the Nigerian Bar 
Association. “The legal issues will cloud how active Jonathan can be.” 

Meanwhile, the race is on to be next year’s presidential candidate for the ruling People’s Democratic Party, which 
rotates its leadership between the largely Muslim north and Christian south every two terms. Mr Yar’Adua, a 
northerner, had served only part of one term, and northern hopefuls are already laying claim to the second. Until 
then, unless he is bold, the southern Mr Jonathan may be allowed to do little more than keep the seat warm.  
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Homosexuality in Nigeria  
 
Go online if you're glad to be gay 
Feb 11th 2010 | LAGOS  
From The Economist print edition 

 
 
One church’s answer to rampant homophobia 

ONCE a fortnight, 50 or so Nigerians furtively log on for an online Bible study class. “This is the only way we 
can worship because of the stigma,” says one of them. The reason for the secrecy is that the participants, 
ranging from students to married men, are gay. To go to a mainstream church in Nigeria would risk beatings 
or even a forced exorcism. So hundreds are turning to House of Rainbow, Nigeria’s only gay-friendly church, 
which is flourishing online after almost meeting a violent end two years ago.  

Many Nigerians strongly disapprove of homosexuality. The dominant role of religion is widely seen as the 
root of the country’s homophobic culture. Punishing gays is one of the few common themes that politicians 
can promote with equal zest in the mainly Christian south and the largely Muslim north. Under federal law 
sodomy is punishable by a 14-year jail sentence. An even more stringent bill to ban gay-rights groups and 
homosexual displays of affection is also under consideration. 

It is a similar story in many other parts of Africa. Uganda, influenced by evangelical Christianity, has 
provoked an international outcry over a still harsher bill that advocates the death penalty in certain cases of 
gay sex, for instance when one partner is HIV-positive. Barack Obama recently called the bill “odious”. In 
Malawi two men have gone on trial for gross indecency after holding a “traditional engagement ceremony”. 
The judge refused bail on the grounds that their release might provoke mob violence. 

The founder of House of Rainbow, Rowland Jide Macaulay, a gay Nigerian pastor, knows all about anti-gay 
intimidation. Two years after he set up his church in Lagos in 2006, the project was brought to a halt. 
Members of his congregation had been beaten and sometimes raped as they left Sunday services in order—
said their assailants—to “correct their sexuality”. After receiving death threats Mr Macaulay fled to Britain, 
from where he now preaches via YouTube.  

Undaunted, he is now seeking funds in the West. He wants to start hairdressing and fashion courses to 
complement Bible study. The exclusion of gays from Nigeria’s mainstream churches can limit their 
educational chances. Mosques and churches often perform the duties of a state that has all but collapsed in 
many parts of the country. Muslim movements such as Izala build schools in the north, while Pentecostal 
groups have set up universities in the south. As Anthony, a 27-year-old bisexual living in Lagos, says: “In 
Nigeria the church is not just about a spiritual lift...they run our [social] services. If they say ‘We don’t want 
you’, where do you go?” 
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Ukraine's presidential election  
 
Viktory for the blue camp 
Feb 11th 2010 | KIEV  
From The Economist print edition 

 
 
The election of Viktor Yanukovich is not as surprising as it may seem 
 

 
THE big picture in Ukraine often looks clear and dramatic. In the 2004 orange revolution Viktor Yanukovich 
was the operatic villain. In the cast-list of Ukrainian politics he is a former convict, a stooge of Moscow and a 
gaffe-prone thug. But in the latest act, on February 7th he became the democratically elected president, 
winning 49% of the vote, against 45.5% for the defeated prime minister, Yulia Tymoshenko. 

Five years ago Mr Yanukovich had been the hand-picked successor to Ukraine’s autocratic leader, Leonid 
Kuchma, who rigged the election in favour of his protégé but sparked mass protests that brought Viktor 
Yushchenko and Ms Tymoshenko to power. In the words of Mr Kuchma, the score has now been “annulled”. 
Mr Yushchenko, who spectacularly failed to govern the country well, has been kicked out. Ms Tymoshenko 
refuses to concede defeat, causing irritation in the Ukraine and the West. And Mr Yanukovich has (almost) 
become a champion of democracy.  

International observers say the vote was honest, and the result was unaffected by a late amendment to the 
election law, vote-buying, the use of vanishing ink and four girls stripping naked at one of the polling 
stations. So while the orange revolution has run out of steam, its democratic legacy endures—even if it has 
brought Mr Yanukovich’s blue party to power.  

But step closer to this scene and the images start to blur; orange and blue merge into grey. Mr Yanukovich’s 
comeback is exaggerated, largely because he never went away. In 2004 as today, his support came almost 
exclusively from the Russian-speaking and densely populated industrial east of the country, and the south. 
His party consistently won more votes than Ms Tymoshenko’s, and he briefly served as prime minister under 
Mr Yushchenko. 

His narrow victory is thanks neither to his talents nor his popularity. The election was not so much won by 
his blue party as lost by the orange coalition. A deep economic crisis hurt Ms Tymoshenko as a prime 
minister. And Mr Yushchenko called on his few remaining supporters to vote against his former ally, 
depriving Ms Tymoshenko of crucial votes.  

Ms Tymoshenko is contesting the election in the courts and demanding a recount in Mr Yanukovich’s core 
regions. Her bet is not that she can change the outcome of the election, but that by exposing violations she 
will undermine Mr Yanukovich’s legitimacy and energise her supporters for a future political battle. In fact, 
with turnout lower than usual, and a higher vote choosing the “against all” option, only a third of the 
electorate cast their ballots for Mr Yanukovich. “The brightest and most active voters don’t want anything to 
do with either candidate,” says Yuri Levenets, a political scientist.
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But though Ukrainians place little trust in Mr Yanukovich, the problems he has to solve are huge. Ukraine has
a 12% budget deficit and is struggling to pay pensions and salaries. Lending by the IMF has been frozen, 
and according to Mr Yanukovich’s team, the only option in the short-term is to print money, which will 
inevitably fuel inflation (already in double digits).  

Mr Yanukovich’s first task is to form a coalition in parliament. He wants to avoid fresh parliamentary 
elections and will try to win the backing of Mr Yushchenko’s party, which may not come cheap. Mr 
Yanukovich may appoint a caretaker prime minister, who will implement unpopular reforms, including raising 
heavily subsidised gas prices, freezing government projects and bringing more of the grey economy into the 
open to persuade the IMF to restart the lending.  

Mr Yanukovich’s government team is stronger than those of Ms Tymoshenko or Mr Yushchenko. It includes 
competent and Western-trained economists such as Irina Akimova, the likely economics minister. The 
question, however, is whether this team has sufficient will and power to build institutions, push ahead with 
structural reforms and curb corruption.  

Mr Yanukovich is no visionary reformer. He is the flesh and blood of the rent-seeking and corrupt system of 
government that has dominated Ukraine ever since its independence in 1991. As a governor of Donetsk he 
served the interests of his backer, Rinat Akhmetov, Ukraine’s richest man, who emerged the winner from the 
brutal wars for control of Donetsk steelworks and mines. Yet, paradoxically, it is the interests of people like 
Mr Akhmetov that could yet force the government to implement reforms. None of the Ukrainian oligarchs 
secured their assets with kid gloves, but all of them now want to husband what they have and to enhance its 
value. They argue that property rights, stability and clear rules will increase the stockmarket value of their 
firms. “We must build an independent judiciary at any cost,” says Boris Kolesnikov, Mr Akhmetov’s associate 
and a deputy for Mr Yanukovich’s Party of the Regions who was briefly arrested after the orange revolution.  

Despite such views, old habits will die hard. The practice of buying judges or appointing prosecutors to 
safeguard business interests is alive and well. The temptation to bend the rules again to win a valuable asset 
could prove too much to resist.  

 
The Russian Question 

In Moscow Mr Yanukovich’s victory is seen as a victory over the West, and a belated vindication of Vladimir 
Putin’s decision to back him five years ago. Mr Yanukovich is more at home in Moscow than in Brussels. He 
will almost certainly offer Russia’s Gazprom (along with a European firm) a deal to form a long-term 
consortium to operate Ukraine’s gas pipeline system in the hope that this will reduce gas prices and dissuade 
Moscow from building an alternative pipeline to bypass Ukraine. That said, Mr Yanukovich will zealously 
guard the interests of Ukraine’s own tycoons, who see their future in the European Union, not in Russia. As 
one senior Ukranian diplomat put it, “A good relationship with Russia is also what Europe wants from us.” 

Ukraine’s politics may be operatic, but do not expect a great redemption or a terrible retribution. The next 
scene is likely to be a muddle, with the protagonists making the best of a bad job.  
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French arms sales to Russia  
 
The cruel sea 
Feb 11th 2010 | PARIS AND TALLINN  
From The Economist print edition 

 
 
NATO allies worry about France’s decision to sell big warships to Russia 
 

 
CHAMPAGNE and other French products may soon face declining sales in Tallinn, Tbilisi and places in 
between. The possible sale by France to Russia of up to four Mistral-class assault ships, at up to $750m 
each, is stoking fear and mistrust. The deal, agreed on “in principle” by France, could be formalised during a 
visit to Paris next month by Russia’s president, Dmitry Medvedev. The ships would enter service in 2015. 

The deal highlights Russia’s increasing military ambitions and the decay of its own arms industry. Once one 
of the world’s top naval powers, Russia is now struggling to complete even the repair of an aircraft-carrier 
destined for India, let alone to build new ships from scratch. The Mistral is a mighty, 199-metre-long vessel 
that carries tanks and helicopters, and can conduct and manage amphibious landings. Kaarel Kaas, of the 
International Centre for Defence Studies, a think-tank in Tallinn, says that such ships would “transform the 
power balance” on Russia’s borders. 

One region affected is the Baltic, where Estonia, Latvia and Lithuania, NATO’s most vulnerable members, are 
still waiting to see concrete plans for the alliance to defend them in a crisis. The other is the Black Sea. The 
Mistrals could matter in any conflict over Crimea in Ukraine, where Russia is due to give up a naval base in 
2017. Russia’s naval chief, Admiral Vladimir Vysotsky, says that with such ships Russia would have won the 
2008 war against Georgia “in 40 minutes instead of 26 hours”.  

But if Russia wants to attack Georgia again, it can do so without Mistrals. And to make the new ships usable, 
Russia will need to buy or build flotillas of escort vessels, as well as advanced (and expensive) weapons and 
electronic systems. Even then, the Russian navy would be no match for NATO’s navies. Those who 
remember the backstage help that France gave Britain in trying to counter the French-made Exocet missiles 
used by Argentina during the Falklands war in 1982 may wonder how effective the Mistrals would be in any 
war that France disapproved of.  

The sale was first mooted in November when Vladimir Putin, Russia’s prime minister, visited France. Georgia 
has complained publicly, as have some Baltic officials. Robert Gates, the American defence secretary, had a 
“good and thorough exchange of views” (ie, a disagreement) this week with his French counterpart, Hervé 
Morin, but this may be just a blip in the improving relations between France and America. The Pentagon is 
planning manoeuvres in the Baltic later this year. It may now beef them up. 

Some critics worry more about the political balance than the military one. Some compare the Mistral deal to 
Nord Stream, a controversial planned Russian-German gas pipeline. Running along the bed of the Baltic Sea, 
it would circumvent troublesome transit countries in eastern Europe. But its real importance is that it 
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provides Russia with a tool to peddle influence in European countries.  

The Saint-Nazaire shipyard, which builds the Mistral class, is in trouble. It has won only one order, from the 
French navy, in the past three years; 350 workers there are being asked to quit. The French state recently 
bought a third of the shipyard company to save jobs and know-how. 

Haggling over the Mistral orders (one will be built in France, the others probably in Russia) could thus give 
the Kremlin bargaining clout in the coming years. An early sign of that, cynics say, is a decision to boot a 
Georgian-run Russian-language television channel off France’s Eutelsat satellite. France pooh-poohs the ex-
communist countries’ protests as paranoia. Russia cannot be treated both as a NATO ally and as an enemy, 
France’s president, Nicolas Sarkozy said this week. Yet that is how Russia seems to see things. Its new 
military doctrine paints NATO, and particularly its enlargement, as the biggest threat to Russia. The ex-
communist states know that protesting against a done deal will only make them look weak and paranoid. 
Still, they don’t like it. 
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Russia, Poland and war crimes  
 
Unburied dead 
Feb 11th 2010  
From The Economist print edition 

 
 
At last, Russia marks the Katyn massacre 

FIRST the crime, then the lie. After the massacre in April 1940 of 20,000-plus captured Polish officers by 
Stalin’s NKVD secret police, during the Nazi-Soviet carve-up of Poland, came five decades during which the 
Soviet Union blamed it on the Germans. Russian media still sometimes peddle Soviet lies, mostly amid 
official silence. The files are sealed. Victims’ relatives are suing Russia in the European Court of Human 
Rights.  

But now Russia’s prime minister, Vladimir Putin, has invited his Polish counterpart, Donald Tusk, to attend a 
ceremony on the 70th anniversary of the massacre at its site, in Russia. That matters: Russian television 
viewers will for the first time see their leaders publicly accepting the true story.  

The phone call followed two years of patient diplomacy by the soft-spoken Mr Tusk, who has created a 
rapport with Mr Putin. Notably, he brought the Russian prime minister last September to an event in Gdansk 
marking the 70th anniversary of the outbreak of war. That was tricky. Like many Russians, Mr Putin prefers 
to commemorate the tens of millions of Soviet war-dead than to be reminded that the Soviet Union and Nazi 
Germany were allies before they were foes. But the event went smoothly.  

Poland’s foreign minister, the once-hawkish Radek Sikorski, is being similarly canny. He has asked a 
predecessor, Adam Rotfeld, to get Russian and Polish historians to find consensus on the facts. Stanislaw 
Budzik, a senior Polish bishop, has been mending fences with Russia’s Orthodox church. Some Orthodox 
monks visited Czestochowa, Poland’s holiest Catholic shrine, last year. During the war their monastery was 
used to intern 6,000 Poles who were then killed by the Soviets. The monks want to build a commemorative 
chapel. 

Along with Orthodox and Catholic leaders, senior Jewish figures may attend a religious ceremony at the 
Katyn site in September. Among the many hundreds of Jewish officers and reservists murdered was Baruch 
Steinberg, the chief rabbi of the Polish army.  

Poles may sense a sell-out: Mr Putin’s language at Gdansk last year fell short of the kowtow that some 
desire; it may be the same at Katyn. But the thinking in Warsaw is that rubbing Russian noses in past crimes 
and demanding compensation has proved fruitless. A softer approach may work better.  
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French politics  
 
The Sarko-slayer? 
Feb 11th 2010 | PARIS  
From The Economist print edition 

 
 
Dominique Strauss-Kahn mulls a presidential bid 

NO SOONER had he been elected French president in 2007 than Nicolas 
Sarkozy began to emasculate the opposition. One by one, Socialist grandees 
were picked off, co-opted or dispatched out of the country. Mr Sarkozy 
installed no fewer than six figures from the left in government, including 
Bernard Kouchner, the foreign minister. He selected others, such as Jacques 
Attali, Jack Lang and Michel Rocard, to serve on grand commissions. And he 
persuaded fellow Europeans to back his nomination of Dominique Strauss-
Kahn, a Socialist one-time finance minister, to head the IMF in Washington. 

By robbing the Socialist party of some of its stars and compromising the left-
wing credentials of others, all of these moves have worked well for Mr 
Sarkozy—bar one. The appointment of Mr Strauss-Kahn is turning into a 
headache, as manoeuvring begins for France’s 2012 presidential election. 
Thanks to the crisis, the IMF job has transformed a losing contender for the 
2007 Socialist presidential nomination into a figure of international stature. 
Mr Strauss-Kahn now ranks as France’s most popular politician, according to 
a monthly survey by TNS Sofres, a polling agency. Another poll found that, in 
a hypothetical run-off vote, Mr Strauss-Kahn would beat Mr Sarkozy by 52% 
to 48%. 

The IMF boss had until recently kept silent about his plans. Interviewed on a 
popular French television show last November, he refused to discuss his 
ambitions, insisting on talking about banks and bail-outs instead. Now, however, he has hinted that he may 
run in 2012. “At the moment, I intend to finish my mandate,” he told French radio on February 4th, referring 
to his term at the IMF, which runs out in September 2012, four months after the French vote. “But if you are 
asking whether, in certain circumstances, I could reconsider that question, the answer is yes.” 

In the view of one friend, “of course he is preparing a come-back. He is already on the campaign.” Political 
allies are readying the ground for him. Every couple of months Mr Strauss-Kahn drops into Paris, lunching 
and dining with the right people. When he ran for the Socialist nomination in 2006, he was roundly beaten 
by Ségolène Royal, whose popularity with party members outweighed her shortcomings. Now, however, his 
IMF job has given him weight and credibility—and supplied him with an enviable album of photos standing 
beside world leaders.  

There are obstacles, however. Chief of these is uncertainty over the procedure for selecting a Socialist 
presidential nominee. Last time round, the party held its vote only five months before the first-round 
presidential poll. But the timing may not be so propitious for Mr Strauss-Kahn this time. If the Socialists hold 
their vote early in 2011, this would force him to resign from the IMF more than a year before his term 
expires. Martine Aubry, the party’s leader, says that she would prefer a vote in the second half of 2011. 
Other ambitious types do not agree. “We are not going to adapt the vote to suit just one person,” snaps one.

Another issue is the potential fallout from a workplace sexual-harassment scandal involving Mr Strauss-Kahn 
in 2008. He was cleared by an independent inquiry, but the IMF board noted that the incident was 
“regrettable” and “reflected a serious error of judgment”. The French are not usually bothered by such 
matters, but Mr Strauss-Kahn’s enemies could bring them up to try to destabilise him. 

A final question hangs over the plans of other would-be candidates. Mr Strauss-Kahn is unlikely to want to 
give up his plum job to return to face a grubby nomination contest. Better to work out some sort of deal with 
potential rivals, such as Ms Aubry, ahead of time. Yet, for the moment, Ms Aubry is leaving open the 
possibility that she might ultimately decide to stand. So are others, including François Hollande, Ms Aubry’s 
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predecessor. And then there is Ms Royal; the losing candidate from 2007 may have faded from view for now, 
but she has a proven capacity for headline-grabbing disruption.  
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The Turkish army  
 
Coups away 
Feb 11th 2010 | ANKARA, DIYARBAKIR AND ISTANBUL  
From The Economist print edition 

 
 
Despite frenzied stories of coup plots, the Turkish army is becoming less likely to intervene in 
politics. That is all to the good 
 

 
BOMBS target the faithful in Istanbul’s busiest mosques; a Turkish air force jet is shot down over the 
Aegean, provoking a war with Greece. Chaos descends over Turkey. The army steps in, overthrows the 
mildly Islamist Justice and Development (AK) Party that has governed Turkey since 2002, and takes control. 

This plan, codenamed “Sledgehammer” and hidden among 5,000 pages of army documents, was exposed in 
January by a small independent newspaper, Taraf. It caused a storm. The army said it was just a “simulation 
exercise”. How, thundered General Ilker Basbug, the chief of the general staff, could Turkish soldiers, who 
charge into battle crying “Allah, Allah”, bomb a mosque? It is a question which civilian and military 
prosecutors are now attempting to answer. 

“Sledgehammer” is only the latest in a string of alleged coup plots to have been exposed in recent years. 
That helps explain why, on February 4th, Turkey’s government scrapped the controversial security and 
public order (“Emasya”) protocol, which lets the army choose to take charge in the provinces when law and 
order breaks down. Critics argued that Emasya’s real purpose was to provide the legal framework for a 
future coup. 

The army’s image has been badly tarnished and its role is now being questioned. Is its influence fading 
irreversibly as Turkey becomes a fully fledged Western democracy? Or is this just the latest twist in the long 
battle between the elite, made up of generals and an old guard used to monopolising wealth and power, 
against a rising class of overtly pious Anatolians, symbolised by the AK government? 

The answers matter, and not just to the Turks. Turkey is a strategic pivot between Europe and the Middle 
East. It has a large and growing population of 72m people. It is poised to become a main transit route for oil 
and gas from the east. It has NATO’s second-largest army, after America’s. And it is a rare example of a 
secular democracy in a mainly Muslim country, closely watched by other democracies, such as Pakistan and 
Indonesia, where the army is strong. 

Herein lies the conundrum. The Turkish army has long been seen as the guarantor of the secular republic 
founded 86 years ago by Kemal Ataturk. For all its recent troubles, it remains the country’s most trusted and 
popular institution (although its ratings are slipping to unprecedented lows). Yet the generals’ persistent 
meddling in politics and the red lines they seem to draw around some of the thorniest subjects—such as 
Cyprus or the Kurds—are among the biggest obstacles to Turkey becoming a full democracy. Turkey’s 
constitution was drafted by the army 30 years ago; it urgently needs a rewrite. And the issues on which the 
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army is most recalcitrant are precisely those that most bedevil Turkey’s chances of joining the European 
Union. 

 
A parallel state 

The army has staged three coups since 1960, when it hanged the country’s first freely elected prime 
minister, Adnan Menderes, established the National Security Council and set up its own courts. “They 
created a parallel state,” explains Umit Kardas, a former military prosecutor. The generals cemented their 
power after the 1980 coup by pushing through an authoritarian constitution that remains in force.  

In 1997 the generals toppled the country’s first Islamist-led government, on the dubious ground that it was 
seeking to introduce sharia law. This “post-modern coup” came after a sustained campaign orchestrated by 
the generals and their friends in the media and business. In 2007 they threatened to intervene again, this 
time through a web posting on the defence staff’s website objecting to Abdullah Gul, then Turkey’s foreign 
minister, becoming the country’s president. They were unhappy that Mr Gul’s wife chose to wear a 
headscarf, which is banned in state institutions as a symbol of Islamic fundamentalism.  

This “e-coup” proved a huge miscalculation. Recep Tayyip Erdogan, the prime minister, called a snap 
election, AK won a second term with a greater share of the vote (47%), and Mr Gul duly became president. 
“The army tried to dictate its will and the people said no—and what’s happened since shows that the army is 
losing its power,” notes an EU diplomat in Ankara.  

Undeterred, in 2008 the generals tacitly backed the country’s chief prosecutor, Abdurrahman Yalcinkaya, 
when he tried to persuade the constitutional court to ban the AK party on the flimsy charge that it was 
seeking to reverse secular rule. The constitutional court ruled against the ban, though by a whisker. 

Since then, the government has been fighting back. Over the past two years the public has been bombarded 
with revelations of the army’s alleged skulduggery. Scores of officers, including retired generals, have been 
interrogated or arrested in connection with the so-called Ergenekon case, named after an alleged shadowy 
network of rogue security officers, academics, journalists and businessmen. Prosecutors accuse the network 
of planning to foment chaos through a series of bloody provocations, thus justifying a coup against AK. But 
the evidence has not always been convincing, and some innocent people have been caught up; many have 
been detained for months without charge. 

The generals insist that Ergenekon is part of a smear campaign led by Fethullah Gulen, a moderate Islamic 
cleric who heads Turkey’s richest and most influential Islamic brotherhood. This movement, which abhors 
violence and embraces capitalism, is acknowledged to have kept Turkish Islam tame. But the generals 
believe Mr Gulen and his followers are steering Turkey towards Islamic rule. One of the army’s alleged coup 
plots involved the planting of weapons in the homes of Gulenists in an attempt to discredit them. 

It is not just coup-mongering that is blighting the army’s image. A recent string of bloody attacks by the 
separatist Kurdistan Workers’ Party (PKK) has raised questions about the army’s prowess in the field. These 
grew louder when Taraf published documents purporting to show that the army had advance warning of a 
PKK attack carried out in 2007 on Daglica, a remote outpost on Turkey’s border with Iraq. The revelations 
provoked an outcry, and previously taboo questions about Turkey’s military activities are now being asked. 
Ali Bayramoglu, a liberal academic, notes: “Until recently, losing a son in service of the country was a badge 
of honour. But for the first time the Turkish people are openly questioning the merits of the war.” 

Ergenekon and Daglica have sapped the army’s prestige. But it is EU-oriented reforms that are nibbling at its 
power. This may explain why the generals, although paying lip service to the goal of joining the EU, are in 
fact rather ambivalent about it. 

 
Suits v uniforms 

The reforms began in earnest in 2002, when AK formed Turkey’s first single-party government in 17 years. 
In January 2004 the National Security Council, through which the generals used to impose their views, was 
shrunk to an advisory body. In one of its boldest moves, the AK government passed a constitutional 
amendment last year paving the way for officers to be tried in civilian courts.  

The generals may be down, but they are by no means out. The civilian-trials AP



amendment was struck down by the constitutional court in January. To say 
that the army’s power is declining indicates “a comfortable assumption of 
linear progress, where democracy and the politicians are gaining ground,” 
comments William Hale, a British analyst; that is not entirely accurate, he 
says. 

In truth the army is strong whenever the civilian government is weak, or 
when danger threatens. Many people worry that tensions between Turks and 
Kurds could escalate into the kind of unrest that might justify a fresh army 
intervention. And there is another catch. The army’s own internal-service law 
allows it to intervene in defence of secularism and “the indivisible unity of the 
state” when these are perceived to be at risk—from Kurdish separatists, for 
example. Although General Basbug endorsed the scrapping of Emasya, he 
has made it clear that this last safeguard must remain untouched. EU 
demands that the generals should be answerable to the defence ministry, 
rather than the other way round, have yet to be met. “Let them subordinate the army to the ministry of 
sports if they want,” scoffs Armagan Kuloglu, a retired general. “The army will still do what it needs to do.” 
Lale Kemal, a military analyst, says that “until the constitution is replaced, civilian control over the army is a 
pipe-dream.” Mr Erdogan has vowed to replace the constitution, but he is widely suspected of cutting deals 
with the generals behind the scenes.  

Quarrels between Turkey’s soldiers and its civilian rulers are nothing new. In 1908 the “Young Turks” 
mounted the first successful modern coup when they overthrew the tyrannical Sultan Abdulhamid II. The 
army was hailed then as a force for modernisation. It also offered a leg-up for the rural masses to climb the 
social ladder. 

But it was not until Ataturk rescued Turkey from dismemberment at the hands of the western Allies after the 
first world war that the army was put on a pedestal. Millions of Turks believe that, had it not been for 
Ataturk and the army, there would be no Turkey today. Such feelings are cemented during the 15 months of 
military service that are mandatory for all Turkish men. The army also owes its popularity to an education 
system which decrees that “Every Turk is born a soldier”.  

For millions of secular Turks the army remains the sole guarantor of their freewheeling lifestyle. The main 
opposition Republican People’s Party (CHP), founded by Ataturk, should be in the vanguard of pro-EU 
changes. Yet it has opposed many of them, even though it is EU membership, not the army, that offers the 
best shield against radical Islam.  

With no credible rivals in sight, the AK party may well win a third term in 2012. This could give freer rein to 
what critics call Mr Erdogan’s tilt towards authoritarianism. His attacks against opposition newspapers and 
his reluctance to change laws that keep smaller (ie, Kurdish) parties out of parliament have reinforced this 
image. “One might feel better about the military’s loss of power if Turkey had a balanced political system 
with the possibility of alternance of government,” says Eric Edelman, a former American ambassador to 
Turkey. 

Unlike the crooked politicians who have long mismanaged the country, “the Turkish army doesn’t represent 
narrow interests,” argues Mesut Yegen, a sociologist at Ankara’s Middle East Technical University. “It draws 
its legitimacy from the people. It is truly a national force.” This may explain why Turkey’s generals have 
always handed power back to civilians after their coups. Yet for all its talk of being of the people, “the army 
believes that it knows what is best for them,” says Mr Kardas. Cloistered in their barracks, clubs and holiday 
camps, soldiers are often out of touch. “We lived in a surreal world where officers who wanted to get 
promoted had to drink wine and dance the waltz,” says Senol Ozbek, a retired lieutenant-colonel. 

 
A very modern general 

If Turkey’s army is beginning to lose its addiction to political meddling, it is in part thanks to the efforts of 
the man at the top. General Basbug, who won a reputation for toughness in the early 1990s during the 
height of the Kurdish insurgency in south-east Turkey, is as strict a secularist as any. But he is well aware 
that the army’s perceived aversion to Islam has contributed to its sagging popularity. 

The general has a more enlightened understanding of the army’s role than did some of his predecessors. 
According to Mr Edelman, General Basbug’s experiences as a cadet during the 1960 coup convinced him that 
there was no place for the army in Turkish politics. His name has never been linked to any alleged coup-

Basbug, the anti-coup leader



plotters. He says he is determined to weed them out. Now some of his soldiers seem to be catching the bug; 
they are said to be behind many of the alleged coup plots that have been leaked. “Some are out to get their 
peers, some are Gulenists, but many are idealists who believe the army should keep out of politics,” says 
Mehmet Baransu, the Taraf journalist who broke the Sledgehammer story.  

Such attitudes are spreading throughout Turkey, helped by the forces of globalisation and the internet in a 
country where half the population is below the age of 29. Every Tuesday night millions of Turks tune in to 
watch a new mini-series called “Would This Heart Forget You”. Were it not for the romantic plots, the 
programme might be mistaken for a documentary on the army’s abuses during the 1980 coup. Recent 
episodes showed torture scenes in the notorious prison at Diyarbakir. “The soldiers would stick truncheons 
up our anuses, urinate on us and force us to eat dead rats,” says Salih Sezgin, a former inmate. Until 
recently such a series could not have been aired. 

Back in 1909, Ataturk delivered a speech to his fellow Young Turks. “Our colleagues in the army should no 
longer dabble in politics,” he said. “They should direct all their efforts to strengthening the army instead.” 
Over 100 years later, the message may at last be getting through.  
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Charlemagne  
 
Shrinking the job to fit the woman? 
Feb 11th 2010  
From The Economist print edition 

 
 
The European Union's new foreign-policy chief is causing grumbles. Blame those who chose her 
 

 
IT IS easy to like Catherine Ashton, the European Union’s new foreign-policy chief. Foreign ministers can be 
a pompous lot, striding about with a half-dozen bossy aides in tow. But Baroness Ashton has retained the 
accent and the no-nonsense manners of her native Lancashire. Arriving for an interview after her 
confirmation by the European Parliament on February 9th, she plonks herself down on a sofa in a corner of 
the Euro-parliament in Strasbourg. She is accompanied by just two officials, the younger of whom is 
dispatched to fetch beers (it has been a long day). When Charlemagne hesitates over the beer, Lady Ashton 
says cheerily: “If you don’t have one, I can’t.” 

Lady Ashton never expected to become EU High Representative, a gigantic job created by the Lisbon Treaty; 
she is the head of external relations at the European Commission (the bit of the EU machine with billions in 
aid money), the foreign-policy envoy of the 27 EU governments (a post previously held by Javier Solana), 
and she will chair meetings of EU foreign ministers.  

Her political career began in the kindlier reaches of British public life. After campaigning for nuclear 
disarmament, she chaired a regional health authority and worked on rights for the disabled and education. 
She was appointed (not elected) by the Labour Party to the House of Lords, from where she was sent to 
Brussels as trade commissioner. She unexpectedly got the foreign-policy job late last year, when Europe’s 
cogwheels clicked, turned and aligned to favour a High Rep who was British, from the centre-left and a 
woman. Lady Ashton fitted the bill. 

Though she only started work nine weeks ago, she already faces nasty briefing against her. In part that is 
because Europe is full of proud men with more foreign-policy experience than her. Some French politicians 
accused her of not giving the EU “visibility” after the Haiti earthquake. Europe pledged more aid to Haiti than 
America and sent scores of rescuers, they complained. Yet it was America’s secretary of state, Hillary 
Clinton, who flew to Port-au-Prince, capturing headlines, while Lady Ashton worked the telephones from her 
family home near London. She should have “flown the flag” in Haiti, grumbled the French Europe minister, 
Pierre Lellouche, sighing that, alas, “not everybody is Nicolas Sarkozy”. Lady Ashton retorts that she would 
have merely blocked the airfield if she had played “disaster tourism”.
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She is criticised for spending every other weekend in London (she has a school-age child and is married to a 
leading British opinion pollster). She smells sexism. “I work very hard. I want to send a message to women: 
you can be part of this important world and still have a family and a life.” It is said she speaks no French. 
This is untrue. Unprompted, she slips into the language. The French have offered her an language course in 
Avignon; she says she will “happily” take it up. 

And yet, though it is still early, things are not going well. Diplomats fret that she is not asserting her 
authority in the turf fights surrounding the new External Action Service (EAS), the diplomatic machine 
created by Lisbon. The European Commission president, José Manuel Barroso, is accused of chipping away at 
Lady Ashton’s dual status as a commissioner and representative of national governments. Mr Barroso wants 
the commission to control the EU’s development funds in places like Africa, it is reported, and a veto over 
top posts in the EAS. 

This matters. There is a consensus among governments that the EAS cannot flourish unless it breaks free of 
the commission, a senior diplomat says; a “development mindset” prevails among commission officials who 
inhabit a universe of programmes and partnership agreements. Nation states live in a rougher world of 
realpolitik. Some argue the EAS was always ill-conceived. Diplomacy, says one top Eurocrat, is a world of 
“disinformation”. So how can Lady Ashton fly to Russia to “speak for Europe” when any number of European 
countries will be deep in Russian intrigues she knows nothing about? 

 
Talking Euro-babble 

Put these big questions to Lady Ashton, and she gives small answers. “I am not trying to be the equivalent 
of the UK foreign secretary for all of Europe,” she says. Ask whether Europe can achieve a common foreign 
policy, and she explains why it should, which is not the same thing. EU unity is “a huge challenge” but “a 
real opportunity”, she waffles. “It is harder to ignore us if we are able to be coherent and consistent in what 
we say.” 

Ask what the EAS is for, and Lady Ashton lists things the EU already does, then suggests they need to be 
done better. For instance, helping the Palestinian Authority with governance and security. In Afghanistan 
training police and “backing up NATO”. In Africa doing development work or hunting pirates off Somalia. She 
is unimpressed by big symbols. She “remains to be convinced” that the EU needs its own military 
headquarters. 

Some of this is sensible pragmatism. Today’s EU is in no mood for deep political integration. Europe’s best 
chance of making a difference around the world may well lie in the gaps that cannot be filled by big powers 
like America or bodies like NATO. Yet after the humiliation of the Copenhagen climate talks, at which the EU 
barely had a voice, even countries wary of integration would like Europe to become smarter at diplomatic 
strategy, once it has a common position. Even supporters of Lady Ashton worry that this is not her forte. 
“She is a quick learner,” says one well-placed official. “She is never going to be a great strategic thinker.” 

Many complain her team lacks “grown-ups”. At their bleakest, diplomats worry that a huge job has fallen 
onto a mid-sized politician, who is now tailoring the job to fit. Is Lady Ashton the wrong woman for her job? 
Ask EU leaders: they picked her. She is a symptom of Europe’s shrinking ambitions, not the cause.  
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“Torture” secrets revealed  
 
Under duress 
Feb 11th 2010  
From The Economist print edition 

 
 
Judges force the disclosure of secret intelligence, and deliver a damning assessment of British 
spies’ complicity in torture 
 

 
SINCE the beginning of the so-called war on terror, many Britons have been appalled by the dirty tactics 
employed by American intelligence. Though British freedoms have been eroded—most infamously through 
detention without charge—torture itself has been thought off limits since the prime minister of the day gave 
assurances in 1972 that British forces would never use it to aid interrogations. No one got waterboarded in 
Ian Fleming’s “Goldfinger”. 

Slowly and painfully, many are beginning to reshape their view of MI5 and MI6, Britain’s home- and foreign-
intelligence services. Evidence is building that, in their pursuit of intelligence on Islamic extremists, British 
spies have been complicit in torture, even if they have avoided turning the thumbscrews themselves. An 
appeals-court judgment on February 10th has added fuel to the fire. 

The case concerned Binyam Mohamed, an Ethiopian-born British resident who spent the best part of seven 
years imprisoned in Pakistan, Morocco, Afghanistan and Guantánamo Bay, before being released without 
charge last year. In 2008 Mr Mohamed applied to see evidence held by Britain supporting his claims that 
confessions he had made during his imprisonment were extracted under torture. The Foreign Office resisted 
publishing even a judicial summary of that evidence on the grounds that the information had been provided 
by American intelligence agencies, which did not intend it to be made public. The three judges ruled that the 
information must be published anyway. 

A seven-paragraph summary of intelligence which now appears on the Foreign Office website shows that Mr 
Mohamed was shackled, deprived of sleep and told that he would be “disappeared” unless he co-operated. 
The tactics constituted “at the very least cruel, inhuman and degrading treatment” by the American 
authorities, the summary said. Though British agents did not carry out the abuse themselves, the evidence 
suggests they knew the extent of Mr Mohamed’s maltreatment before one of their number flew out to ask 
the broken man a few questions of their own. 

That was awkward enough. But it has emerged that an earlier draft of the judgment contained much more 
sweeping criticism of MI5. Lord Neuberger, the Master of the Rolls and one of the three-member panel that 
made the ruling, watered down his opinion at the request of the Foreign Office’s counsel, Jonathan 
Sumption. Mr Sumption’s letter to the court suggests that Lord Neuberger’s original opinion said MI5 
operated under a “culture of suppression” in its dealings with the government, such that the court should 
distrust any official assurance based on its advice. Lord Neuberger believed MI5’s problems were systemic, 
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the letter implied. 

The judge has admitted that he was “overhasty” in tempering his criticisms. The court has set a deadline of 
February 12th for other parties to express their views on whether the original draft should prevail. But as the 
spooks well know, once a secret is out it is hard to cover it up again. 

British spies now face a separate worry about their relations with American intelligence. The “secrets” 
published this week contain nothing that is damaging to anyone’s national security: names and other details 
were omitted. In any case, most of the material had been disclosed by an American court in November, in a 
separate case. Nonetheless, they were not Britain’s beans to spill. David Miliband, the foreign secretary, 
warned that the case had caused “a great deal of concern” in America. The White House confirmed that the 
judgment “will complicate the confidentiality of our intelligence-sharing relationship with the UK, and it will 
have to factor into our decision-making”. This could well be boilerplate. But spies may think twice now 
before passing on information. 

Mr Miliband has tried to soothe the Americans by saying that the court would have ruled differently had the 
information not already been aired in America. That is uncertain. In his ruling Igor Judge, the Lord Chief 
Justice, held that the principle of confidentiality between intelligence agencies was “not absolute”. Sir 
Anthony May, sitting with him, wrote that “a real risk of serious damage to national security, of whatever 
degree, should not automatically trump a public interest in open justice”. 

This case leaves a bitter residue, as cover-up upon cover-up is revealed. It was bad that the government 
tried to conceal the facts, worse that its counsel intervened to alter a court ruling. It now faces the 
possibility that its own spies are lying to it.  
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Northern Ireland  
 
Deal or no deal 
Feb 11th 2010  
From The Economist print edition 

 
 
The peace process lurches forward 

MAKING history is supposed to be exhilarating. But when Sinn Fein and the Democratic Unionist Party (DUP), the 
competing parties that together run Northern Ireland, finally reached agreement on policing their province on February 
5th, they flopped over the finishing line feeling fatigued and frazzled. They have rescued the peace process, but the 
mood is sombre. 

Partly, that is down to the inordinate amount of time they spent talking—more than 100 hours, in the end. More 
worrying is the almost complete lack of trust the deal reveals. Designed to deliver devolved policing by April (until then 
Whitehall remains in charge), with changes to the regulation of contentious Protestant parades coming later in the year, 
it is a micro-managing patchwork of timetables and deadlines that cover even the smallest details.  

In the talks Sinn Fein was, for once, on the side of the angels. It achieved its aim of getting agreement on the early 
devolution of justice. It also refrained, self-interestedly, from making life difficult for Peter Robinson, the embattled 
leader of the DUP. Republicans want the Stormont Assembly to survive, and they need a unionist partner to ensure that 
it does. Mr Robinson is by far their best bet: the DUP’s deputy leader, Nigel Dodds, is much less keen on power-sharing 
and a weaker figure all round. 

Mr Robinson has had a torrid time of late. In January his wife Iris (herself a former assembly member) hit the headlines 
with an explosive mix of financial and sexual scandal. Mr Robinson lost 35 pounds in ten months, commenting wryly, 
“This is not a diet plan I would recommend.” 

At one stage he looked a political goner. But the fact that he delivered a deal on policing means that, for the moment at 
least, there is no more talk of resignation. He displayed considerable negotiating skills: at one point 14 of his 30-plus 
assembly members said they were unhappy with a deal that was acceptable to Mr Robinson, to Republicans, to London 
and to Dublin. But after a series of clearly persuasive one-on-one encounters, his party unanimously accepted the 
accord. The striking turnaround was a personal triumph for Mr Robinson. It is also an unmistakable sign that Protestant 
opinion is in a febrile state. 

Some within the DUP still chafe at being in the same administration as Sinn Fein, and they may make more trouble for 
Mr Robinson in the future. In this recent negotiation it took the combined pressure of their party leader, the British and 
Irish prime ministers, and indeed Hillary Clinton, America’s secretary of state, to get them to reach agreement. 

The next test is the election to the British Parliament, which is due by June 3rd. Since campaigns are hardly ideal times 
to build trust and partnership, this could well increase the centrifugal forces acting on the assembly. Sinn Fein looks set 
to remain the biggest nationalist party. It does not seem to have suffered much from revelations of sexual abuse within 
the family of its president, Gerry Adams, although a forthcoming book, which reportedly will accuse Adams of 
involvement in IRA killings in the 1970s, could cause problems. 

The DUP’s continuing dominance of unionism is not so certain. Fallout from Mrs Robinson’s peccadillos and 
dissatisfaction over the policing deal may generate challenges from both moderates (the Ulster Unionist Party, now 
closely linked to the British Conservative Party) and more extreme elements such as the Traditional Unionist Voice. A 
splintered unionist movement would probably mean more instability in Northern Ireland.  

The lesson of the recent talks is that Belfast seems fated to throw up recurring crises. The peace process has ended 
most paramilitary violence, established a devolved government and hugely improved life in Northern Ireland. Building a 
sense of community and an idea of a shared future, however, will take a lot longer. 
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The politics of the environment  
 
Greener than thou 
Feb 11th 2010  
From The Economist print edition 

 
 
The main parties have not abandoned environmentalism, even if some voters have 
 

 
THE greening of British politics once seemed certain to be among Labour’s legacies. Tony Blair’s zealous 
prosecution of the war against climate change was an aspect of his messianism abroad, and proved 
infectious at home. There were concrete achievements to show for his investment of political capital: the 
government played an acclaimed role in securing the Kyoto agreement of 1998, for one. The Conservatives, 
huskies in tow, were later moved to flaunt their own green credentials as part of their efforts to soften the 
party’s image. And as prime minister Gordon Brown evolved an interest in the environment that he had 
rarely evinced as chancellor of the exchequer.  

And yet environmentalists have reasons to fear for their cause. The economic crisis has rendered green 
issues a luxury in the eyes of many voters. Some 19% rated pollution and the environment as a major 
concern in January 2007, according to Ipsos MORI, a polling firm. The figure has been at around 8% for the 
past two years. The recession may be over, but the confidence that allowed environmental concerns to 
become more salient during the boom years is some way from returning.  

There have been other setbacks. In November, e-mails stolen from the University of East Anglia’s Climate 
Research Unit seemed to show that scientists had been manipulating evidence to prove that global warming 
was real and man-made. The public, perhaps egged on by the coldest winter since 1995-96, is growing 
cynical. According to a Populus poll released on February 7th, the share of voters claiming not to believe that 
climate change is happening at all has risen from 15% to 25% since the e-mail furore. The proportion who 
think both that it is happening and that it is man-made has dropped from 41% to 26%.  

Another of the green lobby’s fears is a change of government. Many Conservative activists and MPs are 
sceptical about climate change. Many more, including some in the shadow cabinet, think the matter should 
be given low priority. And even true believers worry about the divisive potential of the issue. The grim 
example of Australia’s centre-right Liberal Party, which deposed its leader in December after he backed an 
emissions-trading scheme, has not gone unnoticed. 

But worries about the Tories’ commitment to the cause may be exaggerated. For one thing, neither 
scepticism nor indifference is prevalent at the very top of the party. Steve Hilton, Mr Cameron’s strategist, 
voted for the Green Party at the last general election. A rough measure of a leader’s commitment to an issue 
is the calibre of personnel he allocates to the relevant portfolio. The government has given the main 
environment brief (which, after much gerrymandering, is now the Department of Energy and Climate 
Change) to a deputy prime minister, two cabinet ministers who went on to become foreign secretary and, 
currently, a plausible candidate to lead the party in the future. Similarly, Mr Cameron has handed it to Greg 
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Clark, one of his better shadow-cabinet talents. Nick Herbert, who holds the other green portfolio of 
environment and rural affairs, is another bright spark whom many in the party want to see in a bigger job.  

A challenge for the Tories is to resolve the tension between fighting climate change and other forms of 
environmentalism that are dearer to Conservative hearts. Traditional, romantic conservatism was always 
jealously protective of the countryside, where the Tories still have many of their parliamentary seats. There 
is some of this in Mr Cameron himself, a product of the rural Home Counties. Cutting emissions may, 
however, mean scarring bucolic landscapes with wind farms, nuclear plants and the like. The Tories say they 
will scrap the embryonic infrastructure planning commission, created to speed up planning permission for 
such installations. Mr Cameron argues that its ability to override local objections is undemocratic. His 
proposal to give the power to ministers, who will always have one eye on voters, may mean that it remains 
hard to build such necessary eyesores.  

The difference between the parties’ approaches to the environment is ultimately one of emphasis. The 
government has impressed the green movement with broad visions and exhortation on the world stage. The 
Tory focus tends to be on the small and the local. A “green deal” to pay for energy-saving renovations to 
homes features prominently in the party’s plans, as do incentives for schools, hospitals and small businesses 
to “micro-generate” electricity using low-carbon methods. It tends to be Conservative local councils, Tories 
boast, that are most assiduous in cutting emissions and waste. (Boris Johnson, a Tory, is turning out to be a 
greener mayor of London than expected.) That is all very well, say Labour supporters, but the most profound 
changes are agreed among states in international forums. These include the European Union, which is 
conspicuously unloved by the Conservatives.  

The Tories are also more likely to frame the big-ticket items of environmental policy, such as energy 
strategy, in utilitarian rather than moral terms. Making Britain less reliant on oil and gas, Mr Cameron says, 
will also make it less reliant on the unstable or hostile countries that supply much of it. And the process of 
getting to a low-carbon economy will create new jobs and skills. Cynics rightly scoff that this “green growth” 
has been lazily promised by politicians for years. But it remains significant that Tories, generally averse to 
taking a Gaullist-style strategic view of what an economy “should” look like, make an exception for the 
renewable energy sector.  

The hard-headed arguments for environmentalism advanced by the Conservatives are unlikely to make 
green campaigners swoon in the way they have for Labour’s more rousing approach. But they may prove a 
cannier way of rallying voters who, the polls suggest, are steadily losing their ardour for the green cause.  
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Green communities  
 
Kicking carbon 
Feb 11th 2010  
From The Economist print edition 

 
 
A thousand whacky ideas may bring a few answers 

PLANTING nut trees and salvaging old frying fat to make biodiesel are among ideas devised by communities 
across Britain competing for government money to fight climate change. Twenty-two struck lucky. Over the 
past two months the Department of Energy and Climate Change (DECC) has given these winners of the Low 
Carbon Community Challenge (LCCC) grants of up to £500,000 ($780,000). Most of the projects involve 
small communities of 1,000 to 3,000 people planning a mix of measures such as new hydro-, wind, solar and 
biomass power; home insulation; electric transport and growing their own food. 

This may seem small beer given Britain’s target of an 80% cut in greenhouse- gas emissions by 2050. But 
by letting a thousand flowers bloom, DECC wants to understand “what is and isn’t working…on the ground,” 
said Joan Ruddock, minister for energy and climate change, on February 8th. Many local councils have 
appointed climate-change officials. A plethora of foundations offer advice and support. But there is nothing 
like a bit of competition to stiffen sinews.  

DECC is seizing a moment which may be brief. It announced the challenge in July, awarded the first ten 
grants in December and another 12 on February 4th. Why the hurry? DECC was stitched together from the 
Department for Business and the Department for the Environment, Food and Rural Affairs late in 2008 and 
needs to make its mark soon. Moreover, an election looms, which may see Ms Ruddock and her boss, Ed 
Miliband, thrown out of office. 

Most important, perhaps, the programme will coincide with the birth of electricity feed-in tariffs on April 1st. 
Small electricity providers with up to 5MW capacity will be able to sell their excess power to the grid at a 
subsidised premium. Many of the LCCC projects depend on getting repaid through such sales. Ministers hope 
the new tariffs will create up to 750,000 micro-power installations by 2020. (That may be overly optimistic: 
in Germany, where feed-in tariffs began in 2000, there were just 290,000 micro-power installations by the 
end of 2006.)  

The question is whether these measures will make much difference. A study by the Royal Academy of 
Engineering suggests that small wind turbines are not cost-effective and that insulating homes is a better 
use of money. One LCCC project includes building 30 German-inspired Passiv houses, which require less 
than 15kWh per square metre per year to heat (a standard house uses 55kWh). 

Fortunately for those that missed out on the latest handouts, there are other sources of cash. The South 
West has grand ambitions to make itself a renewable-energy powerhouse. Its Regional Development Agency 
(with some assistance from Europe) has financed the Wave Hub project in Cornwall, which will feed power 
from numerous offshore wave-power machines into the grid. Russell Geake at Community Energy Plus, a 
charity, thinks the county could save £260m a year on its energy bills.  
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Inequality  
 
In sickness and in health 
Feb 11th 2010  
From The Economist print edition 

 
 
Despite efforts to improve the health of the poor, the richer you are, the better 

GOOD news: people in Britain are living longer than ever before. They are the 
healthiest they have ever been. Moreover, the lot of the poor has been 
improving at a phenomenal rate. Over the decade to 2005, the most recent 
years for which data are available, life expectancy for boys born in the least 
salubrious neighbourhoods has rocketed by 2.7 years to more than 75 years. 
Yet, despite this progress, they are losing ground to more fortunate folk. 
Boys born to parents living in more comfortable surroundings have always 
expected to live longer. But the gap between the two groups has increased. 

On February 11th Sir Michael Marmot, a well-known epidemiologist at 
University College London, published a report looking at the relationship 
between health and wealth. It was the third officially-sanctioned attempt to 
do so in 30 years. The findings demonstrate what Sir Michael calls “the social 
gradient in health” (see chart). People living in rich communities live longer 
than those in modest suburbs who, in turn, outlive those residing in the 
rougher parts of town. And the poor also spend more of their shorter lives 
coping with a disability. In England people on the poorest housing estates 
die, on average, seven years earlier than those in the grandest 
accommodation. They can expect to become disabled 17 years earlier. 

 
Why should this be, given that the National Health Service (NHS) provides free care to all? One argument is 
that the poorer people are, the more likely they are to do unhealthy things that brighten their otherwise dull 
lives temporarily. Smoking, for example—blamed for a third of all cancers—is twice as common in 
households where the main breadwinners have routine and manual jobs than in professional and managerial 
homes. And white-collar workers are kicking the habit faster than manual labourers. So too with obesity, 
which causes diseases such as diabetes: it is increasing fastest among those at the bottom of the heap. Yet 
the rich also have their vices, among them under-reported drink: a third more alcohol is put back by 
professionals than by manual labourers.  

The government has long sought to reduce persistent health inequalities, but to little effect. One problem 
has been that it sets targets which focus efforts in the wrong places. For example, the goal of reducing infant 
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mortality among lower social classes, more prevalent than higher up the scale, initially appears laudable. But 
the mandarins count only those babies whose father’s occupation is stated clearly enough for the cherub’s 
social class to be ascertained. Infant mortality among the offspring of single mothers, and of others whose 
partners remain vague, is ignored in the rush to reach the target. Yet infant deaths in this group are 
markedly more frequent than among babies whose fathers are poor but committed parents.  

Anna Dixon, acting head of the King’s Fund, a health-policy think-tank, describes the reasons for health 
inequalities as “complex and long-standing”. It is clearly up to the NHS to help everyone improve their 
chances to live longer and healthier lives. But the health service on its own cannot do away with all the 
factors that lead to poor health. The government should take a wide view in assessing health inequalities 
and support not just NHS efforts but programmes that address the wider determinants of health, she says. 

The highest priority, Sir Michael suggests, is to ensure that every child has a good start in life by 
concentrating on poorer children during their earliest years. This begins when a child is in the womb and his 
mother needs extra health care. Toddlers whose mothers may not have achieved much at school themselves 
and so might fail to equip them properly for starting school also need help, through more SureStart centres 
and the like. Equality of nurturing is key. 

Sir Michael points out, sensibly, that more should be done to avoid ill health in the first place. The NHS 
accounts for a fifth of all public spending but uses just 4% of its funds to dodge disease rather than tackle it. 
As ever, prevention is better than cure.  
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Inflation outlook  
 
Storm before the calm 
Feb 11th 2010  
From The Economist print edition 

 
 
A bout of slumpflation should be short-lived 

RECESSIONS normally curb inflation, and deep recessions even more so. So it is odd, to say the least, that 
on February 16th official figures are expected to show consumer-price inflation moving smartly above 3%. 
This may not be stagflation, 1970s-style; rather it is slumpflation, given that the economy is bumping along 
the bottom of the biggest hole dug in GDP since the second world war. 

The Bank of England has the task of keeping consumer-price inflation at 2%. If it moves more than a 
percentage point away from that target, the bank’s governor must write a public letter of explanation to the 
chancellor of the exchequer. For the third time in three years, an upsurge in inflation will prompt such a 
letter from Mervyn King.  

Mr King gave a foretaste of what he will write when he presented the bank’s latest economic forecasts on 
February 10th. He pointed out that on both previous occasions, the bank’s monetary-policy committee (MPC) 
had said that inflation would come back down again; both times they had been proved right. The MPC 
“expects that to be the case this time too”. 

 
This sanguine view is set out in the bank’s latest inflation forecast (see chart). The central projection shows 
inflation approaching 3.5% in early 2010, subsiding to about 1% a year later and then staying below 2% for 
the rest of the forecast. The immediate surge reflects in particular the impact of restoring the main rate of 
VAT (value-added tax), which returned on January 1st to 17.5% after 13 months at 15%. Inflation will then 
fall back even though the economy is expected to recover quite strongly, because so much spare capacity 
has opened up during the recession. 

The forecast augurs well, yet inflation has of late been running ahead of the central bank’s projections. Last 
August, for example, the bank thought that inflation would barely rise above 2% in the first three months of 
this year. Indeed, a year ago, the bank thought it would peak in early 2010 at 1.4%.  

Of course much else has changed since then, including a big bounce-back in oil prices which partly explains 
why inflation has turned out higher than expected. But the crucial question is whether the upsurge in 
inflation is likely to be short-lived because the economy will still be running well below its potential. Although 
the recession has seen a steep fall in output, it has also hurt productive capacity. The bigger that damage, 

  



the fewer the spare resources available to bear down on prices. 

Some damage has undoubtedly been inflicted on capacity, because the recession was spawned by a banking 
crisis. Past experience suggests this tends to do a lot of harm, but also that some economies get off more 
lightly than others. Outcomes vary so much that there is little agreement about how extensive the damage 
will turn out to be in Britain’s case. The Treasury has lopped 5% off the level of potential output, but thinks 
that trend growth from that lower base will be the same as before, around 2.75% a year. Others take a 
gloomier view. Michael Dicks, an economist at Barclays Wealth, recently estimated that the hit to potential 
output could be as much as 7.5%, and that subsequent underlying growth would be 1.75%. 

Mr King said on February 10th that “at present there is significant spare capacity in the economy that will act 
to dampen inflation.” That judgment seems reasonable, not least since wage pressures are so modest. But 
nerves will be stretched as inflation jumps. This is probably one reason (along with a desire to keep out of 
the political limelight during an election) why the bank has halted its programme of electronic money-
printing known as “quantitative easing”. Mr King said that the programme would be resumed if necessary, 
but it will be easier to make the case for this once the bout of slumpflation has ended.  
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A regulator resigns  
 
Hector rides out 
Feb 11th 2010  
From The Economist print edition 

 
 
The financial watchdog’s chief quits while he’s ahead 

BARRING any mishap between now and next summer, when he has said he 
will leave his post, Hector Sants, chief executive of the Financial Services 
Authority (FSA), will be remembered for two things. The bad one is the 
collapse in September 2007 of Northern Rock, a troubled mortgage lender 
which the FSA was supposed to be supervising. The good one is the way Mr 
Sants reinvented the toothless watchdog in its aftermath. 

When he joined the FSA in 2004 as head of wholesale and institutional 
markets, there was little inclination among supervisors to second-guess the 
business models of the oh-so-clever investment bankers. Northern Rock, a 
former building society that took a shine to the wholesale money markets, 
was actually encouraged to push the boat out. 

Mr Sants became chief executive of the FSA just before the bank went bust. 
The regulator was perceptibly a different organisation in March 2008, when 
Mr Sants insisted on publishing an internal report on Northern Rock that was 
highly critical of the FSA itself. By September 2008, when Lehman Brothers, 
a big American investment bank, crashed, Mr Sants and his staff (to say 
nothing of the Bank of England and the Treasury, the other components of Britain’s tripartite regulatory 
system) had learned a lot about crisis management. The hurried rescues of Royal Bank of Scotland (by the 
government) and of HBOS (by Lloyds TSB and the government) quickly followed. Mr Sants rebuilt the FSA’s 
reputation thereafter, with a regime of less tolerant “intensive supervision”, a visible crackdown on abuse of 
consumers and plenty of threatening speeches. 

For all that, Mr Sants has not managed to make much of a dent in the culture of his most worrisome 
charges, the investment banks. For a long while he claimed to be “agnostic” about the level of bonus 
payments, saying only that these should be considered reckless if the incentives were strong enough to put 
a bank at risk. He has expressed discomfort at the oligopolistic domination of the wholesale markets by a 
handful of big banks, but without suggesting a remedy. 

Two factors have undermined Mr Sants’s position at the FSA. Lord Turner, his chairman, free of day-to-day 
responsibility, has blue-skied all kinds of ideas for financial reform, with little regard for how that might 
affect the hard grind of keeping banks in order. Second and more important, the Conservatives have said 
that they plan to abolish the FSA, or at least fold its main bank-supervisory duties into the Bank of England. 

Mr Sants could probably live with the Turner factor, but not with subservience to the central bank. And as a 
poacher turned gamekeeper—he used to work for Credit Suisse First Boston, an investment bank—he might 
also have found it hard to swallow more radical reform, if plans such as those emanating from America force 
the unbundling of giant banks. The FSA will make no formal effort to find Mr Sants’s successor until after the 
election. And oversight of a diminished FSA may ultimately fall to Paul Tucker, deputy governor of the Bank 
of England. 
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Bagehot  
 
Return to Bleak House 
Feb 11th 2010  
From The Economist print edition 

 
 
Short-term pain, long-term Utopia—but what are the Tories offering in between? 
 

 
IN 1999 Tony Martin, a Norfolk farmer, killed a teenage burglar who had broken into his home, nicknamed 
Bleak House. The following year Mr Martin, who slept with an illegal pump-action shotgun, was convicted of 
murder (later reduced to manslaughter). Despite Mr Martin’s obvious eccentricities, William Hague, then 
leader of the Conservative Party—who was struggling to constrain Labour’s likely victory at the 2001 election 
to a routine landslide—seized on the case, calling for greater legal protection for householders who defend 
their property. 

In 2008 the family of Munir Hussain, a Buckinghamshire businessman, was attacked by intruders. When they 
fled, Mr Hussain and his brother chased and brutally beat one of them with a cricket bat. In December 2009 
Mr Hussain was imprisoned. Last month, even as the appeal court reduced and suspended his sentence, a 
judge remarked that this was not “a case about the level of violence which a householder may lawfully and 
justifiably use on a burglar.” He noted that “the burglary was over and the burglars had gone”. Nevertheless, 
David Cameron seized on the case and called again for a change in the law—despite the lack of evidence 
that it discriminates against householders. Burglars, he said, “leave their human rights outside”.  

It is important, at this point, to avoid the following syllogism: Mr Hague spoke up for burglar-bashers; Mr 
Hague was desperate; Mr Cameron piped up too; therefore he is also desperate. He isn’t, of course, or not in 
the same way. Unlike Mr Hague, he faces a superannuated government, which has presided over a deep 
recession and is led by a widely reviled prime minister. Yet, for all those advantages, the Conservatives 
haven’t quite walloped Labour and Gordon Brown; instead, their poll lead has narrowed to the point where a 
hung parliament looks a distinct possibility. Even before the awkward “clarification” of their plans for budget 
cuts in 2010-11 (modest not “swingeing”), that failure to dispatch Mr Brown was discomforting the Tories. 
Mr Cameron’s demagogic remarks about burglars hinted at the anxiety. They also point to a fundamental 
problem with the Tory prospectus.  

What would Britain look like after a few years of Tory government? It would be living through a necessary 
period of austerity, as (after a gentle start) Prime Minister Cameron and George Osborne, his chancellor of 
the exchequer, battled to slash the deficit. With luck they would have met their pledge to protect Britain’s 
credit ratings and avert a steep rise in interest rates. This aspect of the Tory platform is cherished and 
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promoted by the state-shrinking wing of the high command.  

Meanwhile, if the more sociological, visionary Tories are to be believed, their government would be busily re-
making society. It would encourage a culture of thrift, civic activism and renewed respect for marriage and 
the nuclear family. Its welfare programme would be reducing the bills for social failure. It would inaugurate a 
“post-bureaucratic” age. Some of this is familiar, some is credible and some less so. But none of it would 
yield quick dividends; neither, to their credit, do the Tories pretend that it will. 

What about the bit in between—that is, between instant pain and future gain? In other words, how can 
canvassers persuade voters that their lives will palpably improve if they vote Tory? There is the plan for 
independent schools within the state system, advanced by Michael Gove, the shadow children’s secretary, 
which may bear relatively early fruit. There are one or two other lesser proposals, such as elected police 
commissioners.  

But at the moment the Tory prospectus is overly dominated by promises to prevent some bad things (high 
interest rates and so on), and, conversely, promises to make some other “bad” things happen—pay freezes, 
reductions in some welfare benefits and, implicitly, public-sector job losses and tax rises. Oh, and because of 
the new emphasis on transparency and wiki-government, voters will be able to watch the cuts happening 
online.  

This by no means adds up to the hell of Labour propaganda, in which schools n’ hospitals close and 
millionaires dodge taxes and ride to hounds. And it is certainly better for an incoming government to 
moderate expectations than unrealistically to inflate them. The nature of the Tory offer reflects the 
constraints of circumstance and genuine long-term ambitions, as well as some timidity. But it amounts to a 
less than scintillating pitch. 

 
The axeman reconsidereth 

Mr Cameron and his clan have suffered multiple embarrassments recently. That re-phrasing of their 
approach to immediate budget savings may have been only a change of rhetoric rather than a substantive 
U-turn; but since the debate over the deficit is mostly rhetorical, it felt like a concession. Mr Cameron’s 
wobble over the status of his pledge to recognise marriage in the tax system (itself a mistaken policy) was 
an unforced slip. Then there is the still-controversial question of Lord Ashcroft, the party’s deputy chairman, 
who has not revealed where he pays his tax.  

But Bagehot suspects that one big reason why the public is unconvinced by the Tory message, indeed why 
some Tories seem to be themselves, is the gap where their positive medium-term policies should be. And 
that the idea of amending the law on burglar-bashing—the sort of change that can be accomplished quickly, 
if repented at leisure—was a rash effort to try to fill it.  

The Tories are probably doing better in the key marginal seats than the national poll numbers suggest. Even 
though Mr Brown has perked up since the last, failed bid to oust him, Mr Cameron is still likely to best him in 
the face-off of a campaign. It is certainly better to have reformulated the Tories’ fiscal stance before the 
end-game starts, rather than fiddling with it later. Mr Cameron needn’t be or seem desperate; but he does 
need to convey a better sense of what his government would actually accomplish.  
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The centre-right  
 
Old dogs and new tricks 
Feb 11th 2010  
From The Economist print edition 

 
 
In many prosperous democracies, a crisis-driven backlash against the political right failed to 
materialise. Why so? 
 

 
“THIS financial crisis”, said Daniel Cohn-Bendit in 2008, “is for capitalist neoliberals what Chernobyl was for 
the nuclear lobby.” As the recession began claiming the livelihoods of ordinary workers, other politicians of 
the left avoided the incendiary glee of the German MEP and former street fighter. Still, many shared his 
expectation of a popular backlash against their foes on the right.  

It seemed plausible at the time. The conservative predicament was embodied a year and a half ago by John 
McCain, whose campaign floundered on the issue of the economy as the implosion of Lehman Brothers 
portended a banking crisis. And some obituaries for the centre-right had been written at least a year earlier. 
The subprime mortgage storm was brandished by America’s Democrats as a repudiation of a deregulatory 
fad that began in the Reaganite 1980s. 

Yet the crisis of the right has yet to come about. Last year’s European Parliament elections were a triumph 
for conservatives. Britain’s Tories crushed Labour; President Nicolas Sarkozy’s UMP became the first ruling 
party in France to win a European election since 1979. In Italy, Spain, Portugal and Poland conservatives 
also prospered. A few months later Angela Merkel was re-elected as Germany’s chancellor—this time with 
the pro-market Free Democrats instead of the Social Democrats as coalition partners. The right’s ascendancy 
across the continent was crowned last November when the European Union’s newly created presidency was 
given to Herman van Rompuy, a Belgian conservative. The latest gathering (see picture) of the European 
People’s Party—an umbrella body which includes a dozen heads of government—was a buoyant affair. 

Similar trends are visible in some other democracies. In 2008 New Zealand’s National Party won power, 
ending almost a decade of Labour Party rule. The Conservatives in Canada were re-elected in the same year. 
And one of the sweetest victories for the European centre-right may be at hand. David Cameron, say the 
polls, will soon be Britain’s first Conservative prime minister since 1997. 

Why has the crisis of capitalism not become a political crisis for the centre-right? And why have 
conservatives in Europe had a better recession than their counterparts in America, which until recently 
seemed like the exception to the conservative mood in the rich democracies? True, the centre-right is not 
without hope there. The Republicans have enjoyed recent triumphs in Virginia, New Jersey and 
Massachusetts. They can expect to make further gains in this year’s mid-term elections. But they were 
ejected from the White House during the recession, and have fewer congressmen, senators and state 
governors than the Democrats. Even if their recent recovery proves to be enduring—which is, as yet, far 
from obvious—a puzzle remains as to why the European centre-right coped so much better during the 
economic crisis.  

  

AP



 
It is tempting to seek an answer in the impersonal workings of the political cycle. Voters blame recession on 
the incumbents, regardless of ideology. So, it can be argued, Mr Cameron may win because it is “his turn”, 
not because of a popular shift to the right. Equally, the loss of power endured in 2008 by America’s 
Republicans and a year earlier by the Australian Liberals (in power since 1996) may not be confounding 
exceptions to a broader conservative ascendancy. They may just be examples of democracy’s routine ebbs 
and flows.  

But those cyclical explanations only go so far. The Gaullists have held the French presidency since 1995, yet 
still prosper at the polls. Bar a two-year interlude by Romano Prodi, a social democrat, the conservative 
Silvio Berlusconi has been Italy’s prime minister since 2001. Mrs Merkel has been chancellor of Germany 
since 2005. Were election results determined only by a pendulum, the centre-left in these countries would 
have swung back by now. 

It may be more useful to look at public attitudes to capitalism. Polls suggest that the popular backlash 
against the economic system has been less sharp than the left expected. Last November a survey of 29,000 
people across 27 countries (almost all democracies) by GlobeScan and the BBC World Service found that 
only 23% agreed that capitalism is “fatally flawed” and needs replacing. Some 51% believed it had problems 
that could be addressed through regulation and reform, and a further 11% were happy with the system as it 
is. Similarly, there was more support for an increased government role in redistributing wealth and 
regulating businesses than for outright state control of big industries.  

A Rasmussen poll last April caused consternation when it said just 53% of Americans preferred capitalism to 
socialism. But it did not define either term. A poll a few months earlier by the same outfit found 70% 
backing a “free-market economy”, suggesting that Americans may distinguish between markets (honest, 
tangible enterprise) and capitalism (shady, chimeral high-finance). Other Rasmussen polls during the 
recession found that only 14% thought the government would do a better job of running car companies, and 
even fewer trusted it to run financial firms. Survey evidence from elsewhere tells the same story: the loss of 
trust in the market has not been entirely offset by enhanced trust in government.  

This helps explain why the left has failed to sweep ahead in the recession, but not why the centre-right has 
advanced. One reason may be that non-economic issues dear to conservatives—like crime, immigration and 
national security—matter at least as much in recessionary times. Certainly, Mr Cameron’s narrative of British 
social decline has resonated with voters. For Mr Sarkozy, a firm line on crime and the secular ideals of the 
French republic have been keys to success. And in Australia a notionally leftist leader, Kevin Rudd, has 
played up his credentials as a social conservative. 

But none of this quite explains what has happened in America. To find better answers, it may help to look 
past pendulums and polls and turn to the rarefied realm of political ideas. It surely matters that in European 
countries, where the centre-right has thrived, it can tap into traditions of conservatism that reject all-out 
liberalism in the economic sphere. 



German Christian Democracy, for instance, mixes a commitment to the welfare state with quiet 
conservatism on social and cultural matters. That has been a winning formula for most of the Federal 
Republic’s history. The French equivalent, Gaullism, differs from the creed of Konrad Adenauer and Helmut 
Kohl. It is more militaristic, and too secular to take its cue from Catholic social teaching. But at its core is the 
same paternalist belief in the state’s duty to protect citizens from the turmoil of the market, and to play a 
strategic role in shaping the economic arena. It was clearly with relish, not reluctance, that Mr Sarkozy 
declared that “laissez-faire is finished” after Lehman Brothers collapsed. 

This dirigiste culture is weaker on the British right. There is certainly little enthusiasm among Tories for an 
industrial policy that guides investment and protects national champions from foreign takeover. But for most 
of its history, the party has embraced the notion of the state as a provider of social protection. Victorian 
Tories such as Benjamin Disraeli led the way in civilising industrial Britain with public infrastructure and 
regulation of the workplace. The One Nation Conservatives of the mid-20th century did not tamper with the 
welfare state they inherited from the post-war Labour government.  

There are echoes of genteel paternalism in Mr Cameron’s pitch to voters, in his respect for the “little 
platoons” of independent charities, in his refusal to countenance spending cuts to the National Health 
Service. Margaret Thatcher’s “dry” free-market conservatism looks more like an outlier in Tory history, a 
response to economic calamity rather than an expression of the party’s deepest ideological convictions. “We 
are a Conservative Party”, said George Osborne, the Tories’ economic spokesman, last year, “not a 
libertarian party.” 

In America it is much harder to make this distinction. Centre-right paternalism is not completely unknown 
there: the Eisenhower presidency of the 1950s often mirrored the “Butskellite” consensus in favour of the 
welfare state that prevailed in Britain at the time. Even the younger George Bush expanded Medicare 
coverage (to ruinous cost) and increased federal involvement in education. But the American right has often 
been defined above all else by hostility to big government.  

Perhaps this reflects the country’s lack of a feudal history. Without an aristocracy, Americans never had the 
European fear of the market’s power to disrupt old social orders. It is no coincidence that the centre-right in 
Australia, another settler society, shows a similar zeal for the market (even if, like the Republicans, it still 
wants subsidies for special-interest groups like farmers). This broadly pro-market climate makes it harder for 
conservatives in the New World to ride out the recession by playing the paternalist card.  

Does Canada, a New World country where the centre-right holds power, disprove that rule? In fact, special 
circumstances prevail there. The (centre-left) Liberals were tainted by scandal, and were exhausted after 13 
years in power, by the time of the 2006 election. Even then, only a minority Conservative government 
emerged. Stephen Harper, the prime minister, has to engage in political manoeuvres to achieve his goals. To 
pass legislation, he has to take careful account of three other parliamentary parties—all of which are, to 
varying degrees, left of centre.  

In America some conservative thinkers conclude that the Republicans can rebuild a winning coalition only by 
adopting a more nuanced view of government. David Frum, a former White House speechwriter, toils away 
on the cause. Ross Douthat and Reihan Salam, two journalists, have called for a “grand new party” that is 
willing to use the state to help working-class voters cope with stagnating wages and other anxieties. But 
some of the party’s activists and front-line politicians are, if anything, getting more zealous for small 
government after the profligate Bush years.  

In such a climate it would be hard for Republican politicians to bash bankers or support government 
intervention, even if they wanted to. Their counterparts in Europe can more easily steal crowd-pleasing 
rhetoric and policy from the left. The intellectual heritage of their parties ensures there will be no backlash 
from ideological purists comparable to Sarah Palin, the star of a recent gathering of the anti-government 
tea-party movement.  

Quite the opposite. It was pressure from within her own party that persuaded Mrs Merkel to set up a vote-
winning “Germany Fund” to help businesses cope with recession. Gaullists love Mr Sarkozy’s support of a 
Tobin tax on currency speculation. Some Tories may grumble about Mr Cameron’s accommodation with 
Labour’s “big state”—but they do so quietly. He has had the latitude to make promises to protect health 
spending and clamp down on bankers, while avoiding promises to reverse recent tax rises.  

This emphasis on ideas may seem a rather lofty way of explaining the success of European conservatives 
during the recession, and the struggle of their allies in younger democracies to find a coherent and 
convincing voice. But more worldly accounts, which fail to take account of ideology and history, don’t quite 



add up.  
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Correction: Sir Tim Berners-Lee 
Feb 11th 2010  
From The Economist print edition 

 
 
In last week’s story about governments and data, we called Sir Tim Berners-Lee the inventor of the internet. 
What he really invented was the world wide web. Sorry. This has been corrected online. 
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The gods strike back 
Feb 11th 2010  
From The Economist print edition 

 
 
Financial risk got ahead of the world’s ability to manage it. Matthew Valencia (interviewed here) 
asks if it can be tamed again 
 

 
“THE revolutionary idea that defines the boundary between modern times and the past is the mastery of 
risk: the notion that the future is more than a whim of the gods and that men and women are not passive 
before nature.” So wrote Peter Bernstein in his seminal history of risk, “Against the Gods”, published in 
1996. And so it seemed, to all but a few Cassandras, for much of the decade that followed. Finance enjoyed 
a golden period, with low interest rates, low volatility and high returns. Risk seemed to have been reduced 
to a permanently lower level. 

This purported new paradigm hinged, in large part, on three closely linked developments: the huge growth 
of derivatives; the decomposition and distribution of credit risk through securitisation; and the formidable 
combination of mathematics and computing power in risk management that had its roots in academic work 
of the mid-20th century. It blossomed in the 1990s at firms such as Bankers Trust and JPMorgan, which 
developed “value-at-risk” (VAR), a way for banks to calculate how much they could expect to lose when 
things got really rough. 

Suddenly it seemed possible for any financial risk to be measured to five decimal places, and for expected 
returns to be adjusted accordingly. Banks hired hordes of PhD-wielding “quants” to fine-tune ever more 
complex risk models. The belief took hold that, even as profits were being boosted by larger balance sheets 
and greater leverage (borrowing), risk was being capped by a technological shift. 

There was something self-serving about this. The more that risk could be calibrated, the greater the 
opportunity to turn debt into securities that could be sold or held in trading books, with lower capital charges 
than regular loans. Regulators accepted this, arguing that the “great moderation” had subdued 
macroeconomic dangers and that securitisation had chopped up individual firms’ risks into manageable 
lumps. This faith in the new, technology-driven order was reflected in the Basel 2 bank-capital rules, which 
relied heavily on the banks’ internal models. 

There were bumps along the way, such as the near-collapse of Long-Term Capital Management (LTCM), a 
hedge fund, and the dotcom bust, but each time markets recovered relatively quickly. Banks grew cocky. 
But that sense of security was destroyed by the meltdown of 2007-09, which as much as anything was a 
crisis of modern metrics-based risk management. The idea that markets can be left to police themselves 
turned out to be the world’s most expensive mistake, requiring $15 trillion in capital injections and other 
forms of support. “It has cost a lot to learn how little we really knew,” says a senior central banker. Another 
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lesson was that managing risk is as much about judgment as about numbers. Trying ever harder to capture 
risk in mathematical formulae can be counterproductive if such a degree of accuracy is intrinsically 
unattainable.  

For now, the hubris of spurious precision has given way to humility. It turns out that in financial markets 
“black swans”, or extreme events, occur much more often than the usual probability models suggest. Worse, 
finance is becoming more fragile: these days blow-ups are twice as frequent as they were before the first 
world war, according to Barry Eichengreen of the University of California at Berkeley and Michael Bordo of 
Rutgers University. Benoit Mandelbrot, the father of fractal theory and a pioneer in the study of market 
swings, argues that finance is prone to a “wild” randomness not usually seen in nature. In markets, “rare big 
changes can be more significant than the sum of many small changes,” he says. If financial markets followed 
the normal bell-shaped distribution curve, in which meltdowns are very rare, the stockmarket crash of 1987, 
the interest-rate turmoil of 1992 and the 2008 crash would each be expected only once in the lifetime of the 
universe. 

This is changing the way many financial firms think about risk, says Greg Case, chief executive of Aon, an 
insurance broker. Before the crisis they were looking at things like pandemics, cyber-security and terrorism 
as possible causes of black swans. Now they are turning to risks from within the system, and how they can 
become amplified in combination.  

 
Cheap as chips, and just as bad for you 

It would, though, be simplistic to blame the crisis solely, or even mainly, on sloppy risk managers or wild-
eyed quants. Cheap money led to the wholesale underpricing of risk; America ran negative real interest 
rates in 2002-05, even though consumer-price inflation was quiescent. Plenty of economists disagree with 
the recent assertion by Ben Bernanke, chairman of the Federal Reserve, that the crisis had more to do with 
lax regulation of mortgage products than loose monetary policy. 

Equally damaging were policies to promote home ownership in America using Fannie Mae and Freddie Mac, 
the country’s two mortgage giants. They led the duo to binge on securities backed by shoddily underwritten 
loans.  

 
In the absence of strict limits, higher leverage followed naturally from low interest rates. The debt of 
America’s financial firms ballooned relative to the overall economy (see chart 1). At the peak of the 
madness, the median large bank had borrowings of 37 times its equity, meaning it could be wiped out by a 
loss of just 2-3% of its assets. Borrowed money allowed investors to fake “alpha”, or above-market returns, 
says Benn Steil of the Council on Foreign Relations.  

The agony was compounded by the proliferation of short-term debt to support illiquid long-term assets, 
much of it issued beneath the regulatory radar in highly leveraged “shadow” banks, such as structured 
investment vehicles. When markets froze, sponsoring entities, usually banks, felt morally obliged to absorb 
their losses. “Reputation risk was shown to have a very real financial price,” says Doug Roeder of the Office 
of the Comptroller of the Currency, an American regulator. 



Everywhere you looked, moreover, incentives were misaligned. Firms deemed “too big to fail” nestled under 
implicit guarantees. Sensitivity to risk was dulled by the “Greenspan put”, a belief that America’s Federal 
Reserve would ride to the rescue with lower rates and liquidity support if needed. Scrutiny of borrowers was 
delegated to rating agencies, who were paid by the debt-issuers. Some products were so complex, and the 
chains from borrower to end-investor so long, that thorough due diligence was impossible. A proper 
understanding of a typical collateralised debt obligation (CDO), a structured bundle of debt securities, would 
have required reading 30,000 pages of documentation.  

Fees for securitisers were paid largely upfront, increasing the temptation to originate, flog and forget. The 
problems with bankers’ pay went much wider, meaning that it was much better to be an employee than a 
shareholder (or, eventually, a taxpayer picking up the bail-out tab). The role of top executives’ pay has been 
overblown. Top brass at Lehman Brothers and American International Group (AIG) suffered massive losses 
when share prices tumbled. A recent study found that banks where chief executives had more of their wealth 
tied up in the firm performed worse, not better, than those with apparently less strong incentives. One 
explanation is that they took risks they thought were in shareholders’ best interests, but were proved wrong. 
Motives lower down the chain were more suspect. It was too easy for traders to cash in on short-term gains 
and skirt responsibility for any time-bombs they had set ticking. 

Asymmetries wreaked havoc in the vast over-the-counter derivatives market, too, where even large dealing 
firms lacked the information to determine the consequences of others failing. Losses on contracts linked to 
Lehman turned out to be modest, but nobody knew that when it collapsed in September 2008, causing 
panic. Likewise, it was hard to gauge the exposures to “tail” risks built up by sellers of swaps on CDOs such 
as AIG and bond insurers. These were essentially put options, with limited upside and a low but real 
probability of catastrophic losses. 

Another factor in the build-up of excessive risk was what Andy Haldane, head of financial stability at the 
Bank of England, has described as “disaster myopia”. Like drivers who slow down after seeing a crash but 
soon speed up again, investors exercise greater caution after a disaster, but these days it takes less than a 
decade to make them reckless again. Not having seen a debt-market crash since 1998, investors piled into 
ever riskier securities in 2003-07 to maintain yield at a time of low interest rates. Risk-management models 
reinforced this myopia by relying too heavily on recent data samples with a narrow distribution of outcomes, 
especially in subprime mortgages. 

A further hazard was summed up by the assertion in 2007 by Chuck Prince, then Citigroup’s boss, that “as 
long as the music is playing, you’ve got to get up and dance.” Performance is usually judged relative to 
rivals or to an industry benchmark, encouraging banks to mimic each other’s risk-taking, even if in the long 
run it benefits no one. In mortgages, bad lenders drove out good ones, keeping up with aggressive 
competitors for fear of losing market share. A few held back, but it was not easy: when JPMorgan sacrificed 
five percentage points of return on equity in the short run, it was lambasted by shareholders who wanted it 
to “catch up” with zippier-looking rivals. 

An overarching worry is that the complexity of today’s global financial network makes occasional 
catastrophic failure inevitable. For example, the market for credit derivatives galloped far ahead of its 
supporting infrastructure. Only now are serious moves being made to push these contracts through central 
clearing-houses which ensure that trades are properly collateralised and guarantee their completion if one 
party defaults. 

 
Network overload 

The push to allocate capital ever more efficiently over the past 20 years created what Till Guldimann, the 
father of VAR and vice-chairman of SunGard, a technology firm, calls “capitalism on steroids”. Banks got to 
depend on the modelling of prices in esoteric markets to gauge risks and became adept at gaming the rules. 
As a result, capital was not being spread around as efficiently as everyone believed. 

Big banks had also grown increasingly interdependent through the boom in derivatives, computer-driven 
equities trading and so on. Another bond was cross-ownership: at the start of the crisis, financial firms held 
big dollops of each other’s common and hybrid equity. Such tight coupling of components increases the 
danger of “non-linear” outcomes, where a small change has a big impact. “Financial markets are not only 
vulnerable to black swans but have become the perfect breeding ground for them,” says Mr Guldimann. In 
such a network a firm’s troubles can have an exaggerated effect on the perceived riskiness of its trading 
partners. When Lehman’s credit-default spreads rose to distressed levels, AIG’s jumped by twice what would 
have been expected on its own, according to the International Monetary Fund.  



Mr Haldane has suggested that these knife-edge dynamics were caused not only by complexity but also—
paradoxically—by homogeneity. Banks, insurers, hedge funds and others bought smorgasbords of debt 
securities to try to reduce risk through diversification, but the ingredients were similar: leveraged loans, 
American mortgages and the like. From the individual firm’s perspective this looked sensible. But for the 
system as a whole it put everyone’s eggs in the same few baskets, as reflected in their returns (see chart 2).

 
Efforts are now under way to deal with these risks. The Financial Stability Board, an international group of 
regulators, is trying to co-ordinate global reforms in areas such as capital, liquidity and mechanisms for 
rescuing or dismantling troubled banks. Its biggest challenge will be to make the system more resilient to 
the failure of giants. There are deep divisions over how to set about this, with some favouring tougher 
capital requirements, others break-ups, still others—including America—a combination of remedies. 

In January President Barack Obama shocked big banks by proposing a tax on their liabilities and a plan to 
cap their size, ban “proprietary” trading and limit their involvement in hedge funds and private equity. The 
proposals still need congressional approval. They were seen as energising the debate about how to tackle 
dangerously large firms, though the reaction in Europe was mixed.  

Regulators are also inching towards a more “systemic” approach to risk. The old supervisory framework 
assumed that if the 100 largest banks were individually safe, then the system was too. But the crisis showed 
that even well-managed firms, acting prudently in a downturn, can undermine the strength of all.  

The banks themselves will have to find a middle ground in risk management, somewhere between gut 
feeling and number fetishism. Much of the progress made in quantitative finance was real enough, but a firm 
that does not understand the flaws in its models is destined for trouble. This special report will argue that 
rules will have to be both tightened and better enforced to avoid future crises—but that all the reforms in the 
world will never guarantee total safety.  
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Number-crunchers crunched 
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The uses and abuses of mathematical models 

IT PUT noses out of joint, but it changed markets for good. In the mid-1970s a few progressive occupants of 
Chicago’s options pits started trading with the aid of sheets of theoretical prices derived from a model and 
sold by an economist called Fisher Black. Rivals, used to relying on their wits, were unimpressed. One 
model-based trader complained of having his papers snatched away and being told to “trade like a man”. But 
the strings of numbers caught on, and soon derivatives exchanges hailed the Black-Scholes model, which 
used share and bond prices to calculate the value of derivatives, for helping to legitimise a market that had 
been derided as a gambling den. 

Thanks to Black-Scholes, options pricing no longer had to rely on educated guesses. Derivatives trading got 
a huge boost and quants poured into the industry. By 2005 they accounted for 5% of all finance jobs, 
against 1.2% in 1980, says Thomas Philippon of New York University—and probably a much higher 
proportion of pay. By 2007 finance was attracting a quarter of all graduates from the California Institute of 
Technology. 

These eggheads are now in the dock, along with their probabilistic models. In America a congressional panel 
is investigating the models’ role in the crash. Wired, a publication that can hardly be accused of 
technophobia, has described default-probability models as “the formula that killed Wall Street”. Long-
standing critics of risk-modelling, such as Nassim Nicholas Taleb, author of “The Black Swan”, and Paul 
Wilmott, a mathematician turned financial educator, are now hailed as seers. Models “increased risk 
exposure instead of limiting it”, says Mr Taleb. “They can be worse than nothing, the equivalent of a 
dangerous operation on a patient who would stand a better chance if left untreated.” 

Not all models were useless. Those for interest rates and foreign exchange performed roughly as they were 
meant to. However, in debt markets they failed abjectly to take account of low-probability but high-impact 
events such as the gut-wrenching fall in house prices.  

The models went particularly awry when clusters of mortgage-backed securities were further packaged into 
collateralised debt obligations (CDOs). In traditional products such as corporate debt, rating agencies employ 
basic credit analysis and judgment. CDOs were so complex that they had to be assessed using specially 
designed models, which had various faults. Each CDO is a unique mix of assets, but the assumptions about 
future defaults and mortgage rates were not closely tailored to that mix, nor did they factor in the tendency 
of assets to move together in a crisis.  

The problem was exacerbated by the credit raters’ incentive to accommodate the issuers who paid them. 
Most financial firms happily relied on the models, even though the expected return on AAA-rated tranches 
was suspiciously high for such apparently safe securities. At some banks, risk managers who questioned the 
rating agencies’ models were given short shrift. Moody’s and Standard & Poor’s were assumed to know best. 
For people paid according to that year’s revenue, this was understandable. “A lifetime of wealth was only 
one model away,” sneers an American regulator. 

Moreover, heavy use of models may have changed the markets they were supposed to map, thus 
undermining the validity of their own predictions, says Donald MacKenzie, an economic sociologist at the 
University of Edinburgh. This feedback process is known as counter-performativity and had been noted 
before, for instance with Black-Scholes. With CDOs the models’ popularity boosted demand, which lowered 
the quality of the asset-backed securities that formed the pools’ raw material and widened the gap between 
expected and actual defaults (see chart 3). 

  



 
A related problem was the similarity of risk models. Banks thought they were diversified, only to find that 
many others held comparable positions, based on similar models that had been built to comply with the 
Basel 2 standards, and everyone was trying to unwind the same positions at the same time. The breakdown 
of the models, which had been the only basis for pricing the more exotic types of security, turned risk into 
full-blown uncertainty (and thus extreme volatility). 

For some, the crisis has shattered faith in the precision of models and their inputs. They failed Keynes’s test 
that it is better to be roughly right than exactly wrong. One number coming under renewed scrutiny is 
“value-at-risk” (VAR), used by banks to measure the risk of loss in a portfolio of financial assets, and by 
regulators to calculate banks’ capital buffers. Invented by eggheads at JPMorgan in the late 1980s, VAR has 
grown steadily in popularity. It is the subject of more than 200 books. What makes it so appealing is that its 
complex formulae distil the range of potential daily profits or losses into a single dollar figure.  

 
Only so far with VAR 

Frustratingly, banks introduce their own quirks into VAR calculations, making comparison difficult. For 
example, Morgan Stanley’s VAR for the first quarter of 2009 by its own reckoning was $115m, but using 
Goldman Sachs’s method it would have been $158m. The bigger problem, though, is that VAR works only for 
liquid securities over short periods in “normal” markets, and it does not cover catastrophic outcomes. If you 
have $30m of two-week 1% VAR, for instance, that means there is a 99% chance that you will not lose more 
than that amount over the next fortnight. But there may be a huge and unacknowledged threat lurking in 
that 1% tail. 

So chief executives would be foolish to rely solely, or even primarily, on VAR to manage risk. Yet many 
managers and boards continue to pay close attention to it without fully understanding the caveats—the 
equivalent of someone who cannot swim feeling confident of crossing a river having been told that it is, on 
average, four feet deep, says Jaidev Iyer of the Global Association of Risk Professionals.  

Regulators are encouraging banks to look beyond VAR. One way is to use CoVAR (Conditional VAR), a 
measure that aims to capture spillover effects in troubled markets, such as losses due to the distress of 
others. This greatly increases some banks’ value at risk. Banks are developing their own enhancements. 
Morgan Stanley, for instance, uses “stress” VAR, which factors in very tight liquidity constraints.  

Like its peers, Morgan Stanley is also reviewing its stress testing, which is used to consider extreme 
situations. The worst scenario envisaged by the firm turned out to be less than half as bad as what actually 
happened in the markets. JPMorgan Chase’s debt-market stress tests foresaw a 40% increase in corporate 
spreads, but high-yield spreads in 2007-09 increased many times over. Others fell similarly short. Most 
banks’ tests were based on historical crises, but this assumes that the future will be similar to the past. “A 
repeat of any specific market event, such as 1987 or 1998, is unlikely to be the way that a future crisis will 



unfold,” says Ken deRegt, Morgan Stanley’s chief risk officer. 

Faced with either random (and therefore not very believable) scenarios or simplistic models that neglect fat-
tail risks, many find themselves in a “no-man’s-land” between the two, says Andrew Freeman of Deloitte 
(and formerly a journalist at The Economist). Nevertheless, he views scenario planning as a useful tool. A 
firm that had thought about, say, the mutation of default risk into liquidity risk would have had a head start 
over its competitors in 2008, even if it had not predicted precisely how this would happen. 

To some, stress testing will always seem maddeningly fuzzy. “It has so far been seen as the acupuncture-
and-herbal-remedies corner of risk management, though perceptions are changing,” says Riccardo Rebonato 
of Royal Bank of Scotland, who is writing a book on the subject. It is not meant to be a predictive tool but a 
means of considering possible outcomes to allow firms to react more nimbly to unexpected developments, 
he argues. Hedge funds are better at this than banks. Some had thought about the possibility of a large 
broker-dealer going bust. At least one, AQR, had asked its lawyers to grill the fund’s prime brokers about the 
fate of its assets in the event of their demise.  

Some of the blame lies with bank regulators, who were just as blind to the dangers ahead as the firms they 
oversaw. Sometimes even more so: after the rescue of Bear Stearns in March 2008 but before Lehman’s 
collapse, Morgan Stanley was reportedly told by supervisors at the Federal Reserve that its doomsday 
scenario was too bearish. 

The regulators have since become tougher. In America, for instance, banks have been told to run stress 
tests with scenarios that include a huge leap in interest rates. A supervisors’ report last October fingered 
some banks for “window-dressing” their tests. Officials are now asking for “reverse” stress testing, in which 
a firm imagines it has failed and works backwards to determine which vulnerabilities caused the hypothetical 
collapse. Britain has made this mandatory. Bankers are divided over its usefulness.  

 
Slicing the Emmental 

These changes point towards greater use of judgment and less reliance on numbers in future. But it would 
be unfair to tar all models with the same brush. The CDO fiasco was an egregious and relatively rare case of 
an instrument getting way ahead of the ability to map it mathematically. Models were “an accessory to the 
crime, not the perpetrator”, says Michael Mauboussin of Legg Mason, a money manager. 

As for VAR, it may be hopeless at signalling rare severe losses, but the process by which it is produced adds 
enormously to the understanding of everyday risk, which can be just as deadly as tail risk, says Aaron 
Brown, a risk manager at AQR. Craig Broderick, chief risk officer at Goldman Sachs, sees it as one of several 
measures which, although of limited use individually, together can provide a helpful picture. Like a slice of 
Swiss cheese, each number has holes, but put several of them together and you get something solid.  

Modelling is not going away; indeed, number-crunchers who are devising new ways to protect investors from 
outlying fat-tail risks are gaining influence. Pimco, for instance, offers fat-tail hedging programmes for 
mutual-fund clients, using cocktails of options and other instruments. These are built on specific risk factors 
rather than on the broader and increasingly fluid division of assets between equities, currencies, 
commodities and so on. The relationships between asset classes “have become less stable”, says Mohamed 
El-Erian, Pimco’s chief executive. “Asset-class diversification remains desirable but is not sufficient.” 

Not surprisingly, more investors are now willing to give up some upside for 
the promise of protection against catastrophic losses. Pimco’s clients are 
paying up to 1% of the value of managed assets for the hedging—even 
though, as the recent crisis showed, there is a risk that insurers will not be 
able to pay out. Lisa Goldberg of MSCI Barra reports keen interest in the 
analytics firm’s extreme-risk model from hedge funds, investment banks and 
pension plans. 

In some areas the need may be for more computing power, not less. 
Financial firms already spend more than any other industry on information 
technology (IT): some $500 billion in 2009, according to Gartner, a 
consultancy. Yet the quality of information filtering through to senior 
managers is often inadequate.  

A report by bank supervisors last October pointed to poor risk “aggregation”: 
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many large banks simply do not have the systems to present an up-to-date 
picture of their firm-wide links to borrowers and trading partners. Two-thirds 
of the banks surveyed said they were only “partially” able (in other words, 
unable) to aggregate their credit risks. The Federal Reserve, leading stress 
tests on American banks last spring, was shocked to find that some of them 
needed days to calculate their exposure to derivatives counterparties. 

To be fair, totting up counterparty risk is not easy. For each trading partner 
the calculations can involve many different types of contract and hundreds of 
legal entities. But banks will have to learn fast: under new international 
proposals, they will for the first time face capital charges on the 
creditworthiness of swap counterparties. 

The banks with the most dysfunctional systems are generally those, such as 
Citigroup, that have been through multiple marriages and ended up with 
dozens of “legacy” systems that cannot easily communicate with each other. 
That may explain why some Citi units continued to pile into subprime 
mortgages even as others pulled back. 

In the depths of the crisis some banks were unaware that different business 
units were marking the same assets at different prices. The industry is 
working to sort this out. Banks are coming under pressure to appoint chief 
data officers who can police the integrity of the numbers, separate from chief 
information officers who concentrate on system design and output. 

Some worry that the good work will be cast aside. As markets recover, the 
biggest temptation will be to abandon or scale back IT projects, allowing product development to get ahead 
of the supporting technology infrastructure, just as it did in the last boom.  

The way forward is not to reject high-tech finance but to be honest about its limitations, says Emanuel 
Derman, a professor at New York’s Columbia University and a former quant at Goldman Sachs. Models 
should be seen as metaphors that can enlighten but do not describe the world perfectly. Messrs Derman and 
Wilmott have drawn up a modeller’s Hippocratic oath which pledges, among other things: “I will remember 
that I didn’t make the world, and it doesn’t satisfy my equations,” and “I will never sacrifice reality for 
elegance without explaining why I have done so.” Often the problem is not complex finance but the people 
who practise it, says Mr Wilmott. Because of their love of puzzles, quants lean towards technically brilliant 
rather than sensible solutions and tend to over-engineer: “You may need a plumber but you get a professor 
of fluid dynamics.” 

One way to deal with that problem is to self-insure. JPMorgan Chase holds $3 billion of “model-uncertainty 
reserves” to cover mishaps caused by quants who have been too clever by half. If you can make provisions 
for bad loans, why not bad maths too?  
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Cinderella's moment 
Feb 11th 2010  
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Risk managers to the fore 
 

 
IN A speech delivered to a banking-industry conference in Geneva in December 2006, Madelyn Antoncic 
issued a warning and then offered some reassurance. With volatility low, corporate credit spreads growing 
ever tighter and markets all but ignoring bad news, there was, she said, “a seemingly overwhelming sense 
of complacency”. Nevertheless, she insisted that the firm she served as chief risk officer, Lehman Brothers, 
was well placed to ride out any turbulence, thanks to a keen awareness of emerging threats and a rock-solid 
analytical framework. 

Behind the scenes, all was not well. Ms Antoncic, a respected risk manager with an economics PhD, had 
expressed unease at the firm’s heavy exposure to commercial property and was being sidelined, bit by bit, 
by the firm’s autocratic boss, Dick Fuld. Less than two months after her speech she was pushed aside. 

Lehman’s story ended particularly badly, but this sort of lapse in risk governance was alarmingly common 
during the boom. So much for the notion, generally accepted back then, that the quality of banks’ risk 
regimes had, like car components, converged around a high standard. “The variance turned out to be 
shocking,” says Jamie Dimon, chief executive of JPMorgan Chase.  

The banks that fared better, including his own, relied largely on giving their risk-managing roundheads equal 
status with the risk-taking cavaliers. That was not easy. In happy times, when risk seems low, power shifts 
from risk managers to traders. Sales-driven cultures are the natural order of things on Wall Street and in the 
City. Discouraging transactions was frowned upon, especially at firms trying to push their way up capital-
markets league tables. Risk managers who said no put themselves on a collision course with the business 
head and often the chief executive too.  

At some large banks that subsequently suffered big losses, such as HBOS and Royal Bank of Scotland (RBS), 
credit committees, which vetted requests for big loans, could be formed on an ad hoc basis from a pool of 
eligible members. If the committee’s chairman, typically a business-line head, encountered resistance from a 
risk manager or other sceptic, he could adjourn the meeting, then reconstitute the committee a week or two 
later with a more pliable membership that would approve the loan.  

Another common trick was for a business line to keep quiet about a proposal on which it had been working 
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for weeks until a couple of hours before the meeting to approve it, so the risk team had no time to lodge 
convincing objections. Exasperated roundheads would occasionally resort to pleading with regulators for 
help. In the years before the crash the Basel Committee of bank supervisors reportedly received several 
requests from risk managers to scrutinise excessive risk-taking at their institutions that they felt powerless 
to stop. 

Many banks’ failings exposed the triumph of form over substance. In recent years it had become popular to 
appoint a chief risk officer to signal that the issue was receiving attention. But according to Leo Grepin of 
McKinsey, “it was sometimes a case of management telling him, ‘you tick the boxes on risk, and we’ll worry 
about generating revenue’.” 

Since 2007 banks have been scrambling to convince markets and regulators that they will continue to take 
risk seriously once memories of the crisis fade. Some are involving risk officers in talks about new products 
and strategic moves. At HSBC, for instance, they have had a bigger role in vetting acquisitions since the 
bank’s American retail-banking subsidiary, bought in 2003, suffered heavy subprime-mortgage losses. 
“Everyone should now see that the risk team needs to be just as involved on the returns side as on the risk 
side,” says Maureen Miskovic, chief risk officer at State Street, an American bank.  

 
Glamming up 

Ms Miskovic is one of an emerging breed of more powerful risk officers. They are seen as being on a par with 
the chief financial officer, get a say in decisions on pay and have the ear of the board, whose agreement is 
increasingly needed to remove them. Some report directly to a board committee as well as—or occasionally 
instead of—to the chief executive.  

For many, the biggest task is to dismantle cumbersome “silos”, says Ken Chalk of America’s Risk 
Management Association. Risks were often stuffed into convenient but misleading pigeonholes. Banks were 
slow to refine their approach, even as growing market complexity led some of the risks to become 
interchangeable. 

Take the growth of traded credit products, such as asset-backed securities and CDOs made up of them. 
Credit-risk departments thought of them as market risk, because they sat in the trading book. Market-risk 
teams saw them as credit instruments, since the underlying assets were loans. This buck-passing proved 
particularly costly at UBS, which lost SFr36 billion ($34 billion) on CDOs. Many banks are now combining 
their market- and credit-risk groups, as HSBC did last year. 

For all the new-found authority of risk managers, it can still be hard to attract talent to their ranks. The job 
is said to have the risk profile of a short option position with unlimited downside and limited upside—
something every good risk manager should avoid. Moreover, it lacks glamour. Persuading a trader to move 
to risk can be “like asking a trapeze artist to retrain as an accountant”, says Barrie Wilkinson of Oliver 
Wyman, a consultancy. 

 
A question of culture 

Besides, there is more to establishing a solid risk culture than empowering risk officers. Culture is a slippery 
concept, but it matters. “Whatever causes the next crisis, it will be different, so you need something that can 
deal with the unexpected. That’s culture,” says Colm Kelleher of Morgan Stanley. One necessary ingredient is
a tradition of asking and repeating questions until a clear answer emerges, suggests Clayton Rose, a banker 
who now teaches at Harvard Business School.  

The tone is set at the top, for better or worse. At the best-run banks senior figures spend as much time 
fretting over risks as they do salivating at opportunities (see article). By contrast, Lehman’s Mr Fuld talked of 
“protecting mother” but was drawn to the glister of leveraged deals. Stan O’Neal, who presided over giant 
losses at Merrill Lynch, was more empire-builder than risk manager. But imperial bosses and sound risk 
cultures sometimes go together, as at JPMorgan and Banco Santander.  

A soft-touch boss can be more dangerous than a domineering one. Under Chuck Prince, who famously 
learned only in September 2007 that Citigroup was sitting on $43 billion of toxic assets, the lunatics were 
able to take over the asylum. Astonishingly, the head of risk reported not to Mr Prince or the board, but to a 
newly hired executive with a background in corporate-governance law, not cutting-edge finance.



Another lesson is that boards matter too. Directors’ lack of engagement or expertise played a big part in 
some of the worst slip-ups, including Citi’s. The “sociology” of big banks’ boards also had something to do 
with it, says Ingo Walter of New York’s Stern School of Business: as the members bonded, dissidents felt 
pressure to toe the line.  

Too few boards defined the parameters of risk oversight. In a survey last year Deloitte found that only seven 
of 30 large banks had done so in any detail. Everyone agrees that boards have a critical role to play in 
determining risk appetite, but a recent report by a group of global regulators found that many were reluctant 
to do this. 

Boards could also make a better job of policing how (or even whether) banks adjust for risk in allocating 
capital internally. Before the crisis some boards barely thought about this, naively assuming that procedures 
for it were well honed. A former Lehman board member professes himself “astonished”, in retrospect, at how 
some of the risks in the company’s property investments were brushed aside when assessing expected 
returns. The survivors are still struggling to create the sort of joined-up approach to risk adjustment that is 
common at large hedge funds, admits one Wall Street executive. 

 
Board games 

Robert Pozen, head of MFS Investment Management, an American asset manager, thinks bank boards would 
be more effective with fewer but more committed members. Cutting their size to 4-8, rather than the 10-18 
typical now, would foster more personal responsibility. More financial-services expertise would help too. 
After the passage of the Sarbanes-Oxley act in 2002 banks hired more independent directors, many of whom 
lacked relevant experience. The former spymaster on Citi’s board and the theatrical impresario on Lehman’s 
may have been happy to ask questions, but were they the right ones?  

Under regulatory pressure, banks such as Citi and Bank of America have hired more directors with strong 
financial-services backgrounds. Mr Pozen suggests assembling a small cadre of financially fluent “super-
directors” who would meet more often—say, two or three days a month rather than an average of six days a 
year, as now—and may serve on only one other board to ensure they take the job seriously. 

That sounds sensible, but the case for another suggested reform—creating independent risk committees at 
board level—is less clear. At some banks risk issues are handled perfectly well by the audit committee or the 
full board. Nor is there a clear link between the frequency of risk-related meetings and a bank’s 
performance. At Spain’s Santander the relevant committee met 102 times in 2008. Those of other banks 
that emerged relatively unscathed, such as JPMorgan and Credit Suisse, convened much less often.  

Moreover, some of the most important risk-related decisions of the next few years will come from another 
corner: the compensation committee. It is not just investment bankers and top executives whose pay 
structures need to be rethought. In the past, risk managers’ pay was commonly determined or heavily 
influenced by the managers of the trading desks they oversaw, or their bonus linked to the desks’ 
performance, says Richard Apostolik, who heads the Global Association of Risk Professionals (GARP). Boards 
need to eliminate such conflicts of interest. 

Meanwhile risk teams are being beefed up. Morgan Stanley, for instance, is increasing its complement to 
450, nearly double the number it had in 2008. The GARP saw a 70% increase in risk-manager certifications 
last year. Risk is the busiest area for financial recruiters, says Tim Holt of Heidrick & Struggles, a firm of 
headhunters. When boards are looking for a new chief executive, they increasingly want someone who has 
been head of risk as well as chief financial officer, which used to be the standard requirement, reckons Mike 
Woodrow of Risk Talent Associates, another headhunting firm. 

The big question is whether this interest in controlling risk will fizzle out as economies recover. Experience 
suggests that it will. Bankers say this time is different—but they always do.  
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A matter of principle 
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Why some banks did much better than others 

JPMORGAN CHASE managed to avoid big losses largely thanks to the tone set by its boss, Jamie Dimon. A 
voracious reader of internal reports, he understands financial arcana and subjects staff to detailed 
questioning. PowerPoint presentations are discouraged, informal discussions of what is wrong, or could go 
wrong, encouraged. These “soft” principles are supplemented by a hard-headed approach to the allocation of 
capital. Though the bank suffered painful losses in leveraged loans, it was not tripped up by CDOs or 
structured investment vehicles (SIVs), even though it had been instrumental in developing both products. 
Nor was it heavily exposed to AIG, an insurance giant that got into trouble. 

This was not because it saw disaster coming, says Bill Winters, former co-head of the firm’s investment 
bank, but because it stuck by two basic principles: don’t hold too much of anything, and only keep what you 
are sure will generate a decent risk-adjusted return. The bank jettisoned an SIV and $60 billion of CDO-
related risks because it saw them as too dicey, at a time when others were still keen to snap them up. It 
also closed 60 credit lines for other SIVs and corporate clients when it realised that these could be 
simultaneously drawn down if the bank’s credit rating were cut. And it took a conservative view of risk-
mitigation. Hedging through bond insurers, whose finances grew shaky as the crisis spread, was calculated 
twice: once assuming the hedge would hold, and again assuming it was worthless. 

Goldman Sachs’s risk management stood out too—unlike the public-relations skills it subsequently displayed. 
Steered by its chief financial officer, David Viniar, the firm’s traders began reducing their exposure to 
mortgage securities months before subprime defaults began to explode. More willing than rivals to take 
risks, Goldman is also quicker to hedge them. In late 2006 it spent up to $150m—one-eighth of that 
quarter’s operating profit—hedging exposure to AIG.  

The firm promotes senior traders to risk positions, making clear that such moves are a potential stepping 
stone to the top. Traders are encouraged to nurture the risk manager in them: Gary Cohn, the firm’s 
president, rose to the top largely because of his skill at hedging “tail” risks. Crucially, Goldman generally 
does not fire its risk managers after a crisis, allowing them to learn from the experience. Yet despite 
everything, it still needed government help to survive. 

By contrast, UBS’s risk culture was awful. Its investment bank was free to bet with subsidised funds, since 
transfers from the private bank were deeply underpriced. It confused itself by presenting risk in a “net and 
forget” format. Trading desks would estimate the maximum possible loss on risky assets, hedge it and then 
record the net risk as minimal, inadvertently concealing huge tail risks in the gross exposure. And it moved 
its best traders to a hedge fund, leaving the B-team to manage the bank’s positions. 

Publicly humbled by a frank report on its failings, the bank has made a raft of changes. Risk controllers have 
been handed more power. Oswald Grübel, the chief executive, has said that if his newish risk chief, Philip 
Lofts, rejects a transaction he will never overrule him. If the two disagree, Mr Lofts must inform the board, 
which no longer delegates risk issues to a trio of long-time UBS employees. A new, independent risk 
committee is bristling with risk experts. Whether all this amounts to a “new paradigm”, as Mr Lofts claims, 
remains to be seen.  
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When the river runs dry 
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The perils of a sudden evaporation of liquidity 
 

 
STAMPEDING crowds can generate pressures of up to 4,500 Newtons per square metre, enough to bend 
steel barriers. Rushes for the exit in financial markets can be just as damaging. Investors crowd into trades 
to get the highest risk-adjusted return in the same way that everyone wants tickets for the best concert. 
When someone shouts “fire”, their flight creates an “endogenous” risk of being trampled by falling prices, 
margin calls and vanishing capital—a “negative externality” that adds to overall risk, says Lasse Heje 
Pedersen of New York University. 

This played out dramatically in 2008. Liquidity instantly drained from securities firms as clients abandoned 
anything with a whiff of risk. In three days in March Bear Stearns saw its pool of cash and liquid assets 
shrink by nearly 90%. After the collapse of Lehman Brothers, Morgan Stanley had $43 billion of withdrawals 
in a single day, mostly from hedge funds.  

Bob McDowall of Tower Group, a consultancy, explains that liquidity poses “the most emotional of risks”. Its 
loss can prove just as fatal as insolvency. Many of those clobbered in the crisis—including Bear Stearns, 
Northern Rock and AIG—were struck down by a sudden lack of cash or funding sources, not because they 
ran out of capital.  

Yet liquidity risk has been neglected. Over the past decade international regulators have paid more attention 
to capital. Banks ran liquidity stress tests and drew up contingency funding plans, but often half-heartedly. 
With markets awash with cash and hedge funds, private-equity firms and sovereign-wealth funds all keen to 
invest in assets, there seemed little prospect of a liquidity crisis. Academics such as Mr Pedersen, Lubos 
Pastor at Chicago’s Booth School of Business and others were doing solid work on liquidity shocks, but 
practitioners barely noticed. 

What makes liquidity so important is its binary quality: one moment it is there in abundance, the next it is 
gone. This time its evaporation was particularly abrupt because markets had become so joined up. The panic 
to get out of levered mortgage investments spilled quickly into interbank loan markets, commercial paper, 
prime brokerage, securities lending (lending shares to short-sellers) and so on.  

As confidence ebbed, mortgage-backed securities could no longer be used so easily as collateral in 
repurchase or “repo” agreements, in which financial firms borrow short-term from investors with excess 
cash, such as money-market funds. This was a big problem because securities firms had become heavily 
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reliant on this market, tripling their repo borrowing in the five years to 2008. Bear Stearns had $98 billion on 
its books, compared with $72 billion of long-term debt.  

Even the most liquid markets were affected. In August 2007 a wave of selling of blue-chip shares, forced by 
the need to cover losses on debt securities elsewhere, caused sudden drops of up to 30% for some 
computer-driven strategies popular with hedge funds. 

Liquidity comes in two closely connected forms: asset liquidity, or the ability to sell holdings easily at a 
decent price; and funding liquidity, or the capacity to raise finance and roll over old debts when needed, 
without facing punitive “haircuts” on collateral posted to back this borrowing. 

The years of excess saw a vast increase in the funding of long-term assets with short-term (and thus 
cheaper) debt. Short-term borrowing has a good side: the threat of lenders refusing to roll over can be a 
source of discipline. Once they expect losses, though, a run becomes inevitable: they rush for repayment to 
beat the crowd, setting off a panic that might hurt them even more. “Financial crises are almost always and 
everywhere about short-term debt,” says Douglas Diamond of the Booth School of Business. 

Banks are founded on this “maturity mismatch” of long- and short-term debt, but they have deposit 
insurance which reduces the likelihood of runs. However, this time much of the mismatched borrowing took 
place in the uninsured “shadow” banking network of investment banks, structured off-balance-sheet vehicles 
and the like. It was supported by seemingly ingenious structures. Auction-rate securities, for instance, 
allowed the funding of stodgy municipal bonds to be rolled over monthly, with the interest rate reset each 
time. 

The past two years are littered with stories of schools and hospitals that came a cropper after dramatically 
shortening the tenure of their funding, assuming that the savings in interest costs, small as they were, far 
outweighed the risk of market seizure. Securities firms became equally complacent as they watched asset 
values rise, boosting the value of their holdings as collateral for repos. Commercial banks increased their 
reliance on wholesale funding and on fickle “non-core” deposits, such as those bought from brokers.  

Regulation did nothing to discourage this, treating banks that funded themselves with deposits and those 
borrowing overnight in wholesale markets exactly the same. Markets viewed the second category as more 
efficient. Northern Rock, which funded its mortgages largely in capital markets, had a higher stockmarket 
rating than HSBC, which relied more on conventional deposits. The prevailing view was that risk was 
inherent in the asset, not the manner in which it was financed. 

At the same time financial firms built up a host of liquidity obligations, not all of which they fully understood. 
Banks were expected to support off-balance-sheet entities if clients wanted out; Citigroup had to take back 
$58 billion of short-term securities from structured vehicles it sponsored. AIG did not allow for the risk that 
the insurer would have to post more collateral against credit-default swaps if these fell in value or its rating 
was cut. 

 
Now that the horse has bolted, financial firms are rushing to close the door, for instance by adding to 
liquidity buffers (see chart 4). British banks’ holdings of sterling liquid assets are at their highest for a 



decade. Capital-markets firms are courting deposits and shunning flighty wholesale funding. Deposits, equity 
and long-term debt now make up almost two-thirds of Morgan Stanley’s balance-sheet liabilities, compared 
with around 40% at the end of 2007. Spending on liquidity-management systems is rising sharply, with 
specialists “almost able to name their price”, says one banker. “Collateral management” has become a 
buzzword. 

 
Message from Basel 

Regulators, too, are trying to make up for lost time. In a first attempt to put numbers on a nebulous 
concept, in December the Basel Committee of central banks and supervisors from 27 countries proposed a 
global liquidity standard for internationally active banks. Tougher requirements would reverse a decades-
long decline in banks’ liquidity cushions. 

The new regime, which could be adopted as early as 2012, has two components: a “coverage” ratio, 
designed to ensure that banks have a big enough pool of high-quality, liquid assets to weather an “acute 
stress scenario” lasting for one month (including such inconveniences as a sharp ratings downgrade and a 
wave of collateral calls); and a “net stable funding” ratio, aimed at promoting longer-term financing of assets 
and thus limiting maturity mismatches. This will require a certain level of funding to be for a year or more.  

It remains to be seen how closely national authorities follow the script. Some seem intent on going even 
further. In Switzerland, UBS and Credit Suisse face a tripling of the amount of cash and equivalents they 
need to hold, to 45% of deposits. Britain will require all domestic entities to have enough liquidity to stand 
alone, unsupported by their parent or other parts of the group. Also controversial is the composition of the 
proposed liquidity cushions. Some countries want to restrict these to government debt, deposits with central 
banks and the like. The Basel proposals allow high-grade corporate bonds too. 

Banks have counter-attacked, arguing that “trapping” liquidity in subsidiaries would reduce their room for 
manoeuvre in a crisis and that the buffer rules are too restrictive; some, unsurprisingly, have called for bank 
debt to be eligible. Under the British rules, up to 8% of banks’ assets could be tied up in cash and gilts 
(British government bonds) that they are forced to hold, reckons Simon Hills of the British Bankers 
Association, which could have “a huge impact on business models”. That, some argue, is precisely the point 
of reform. 

Much can be done to reduce market stresses without waiting for these reforms. In repo lending—a decades-
old practice critical to the smooth functioning of markets—the Federal Reserve may soon toughen collateral 
requirements and force borrowers to draw up contingency plans in case of a sudden freeze. Banks that clear 
repos will be expected to monitor the size and quality of big borrowers’ positions more closely. The banks 
could live with that, but they worry about proposals to force secured short-term creditors to take an 
automatic loss if a bank fails. 

Another concern is prime brokerage, banks’ financing of trading by hedge funds. When the market 
unravelled, hedge funds were unable to retrieve collateral that their brokers had “rehypothecated”, or used 
to fund transactions of their own; billions of such unsegregated money is still trapped in Lehman’s estate, 
reducing dozens of its former clients to the status of unsecured general creditors. Brokers suffered in turn as 
clients pulled whatever funds they could from those they viewed as vulnerable. Temporary bans on short-
selling made things even worse, playing havoc with some hedge funds’ strategies and leaving them 
scrambling for cash. Regulators are moving towards imposing limits on rehypothecation. 

Early reform could also come to the securities-lending market, in which institutional investors lend shares 
from their portfolios to short-sellers for a fee. Some lenders—including, notoriously, AIG—found they were 
unable to repay cash collateral posted by borrowers because they had invested it in instruments that had 
turned illiquid, such as asset-backed commercial paper. Some have doubled the share of their portfolios that 
they know they can sell overnight, to as much as 50%. 

Regulators might consider asking them to go further. Bond markets, unlike stockmarkets, revolve around 
quotes from dealers. This creates a structural impediment to the free flow of liquidity in strained times, 
argues Ken Froot of Harvard Business School, because when dealers pull in their horns they are unable to 
function properly as market-makers. He suggests opening up access to trade data and competition to quote 
prices. Some senior figures at the Fed like the idea, as do money managers, though predictably dealers are 
resisting. 

 



Twin realities 

The other brutal lesson of the crisis concerns the way liquidity can affect solvency. In a world of mark-to-
market accounting, a small price movement on a large, illiquid portfolio can quickly turn into crippling paper 
losses that eat into capital. Highly rated but hard-to-shift debt instruments can finish you off before losses 
on the underlying loans have even begun to hurt your cash flows. If markets expect fire sales, potential 
buyers will hold off for a better price, exacerbating fair-value losses. 

In future banks will be more alert to these dangers. “We were looking at the bonds we held, focusing on the 
credit fundamentals. We lost sight of the capital hit from illiquidity and marking to market that can seriously 
hurt you in the meantime,” says Koos Timmermans, chief risk officer at ING, a large Dutch banking and 
insurance group. “We now know that you have to treat the accounting reality as economic reality.” 

Another lesson is the “opportunity value” of staying liquid in good times, says Aaron Brown, a risk manager 
with AQR, a hedge fund. In an efficient market dollar bills are not left lying around. But in the dislocated 
markets of late 2008 there were lots of bargains to be had for the small minority of investors with dry 
powder. 

For some, though, bigger liquidity problems may yet lie ahead. Some $5.1 trillion of bank debt rated by 
Moody’s is due to mature by 2012. This will have to be refinanced at higher rates. The rates could also be 
pushed up by an erosion of sovereign credit quality, given implicit state guarantees of bank liabilities. And, 
at some point, banks face a reduction of cut-price liquidity support from central banks—offered in return for 
often dodgy collateral—which has buoyed their profit margins. Mortgage borrowers on teaser rates are 
vulnerable to payment shock. So too are their lenders.  
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What regulators should do now 
 

 
THE Delta Works are a series of dams, sluices and dikes built in the second half of the 20th century to 
protect the lowest-lying parts of the Netherlands from the sea. They are considered one of the seven 
wonders of the modern world. The task facing global regulators is to construct the financial equivalent of this 
protective network, said Jean-Claude Trichet, president of the European Central Bank, in an interview last 
November. 

This will require success in three connected areas: reducing the threat to stability posed by firms deemed 
too big to fail because their demise could destabilise markets; ensuring that banks have bigger cushions 
against losses; and improving system-wide, or macroprudential, regulation. The work is under way, but 
some bits are hobbled by a surfeit of architects, others by a lack of clear plans.  

• Too big to fail. Dealing with “systemically important” giants is the thorniest problem. Having once been 
cornered into a choice between costly rescues and gut-wrenching failures, governments are determined to 
avoid a repeat. When markets swooned, they were obliged to stand behind the big and the highly connected 
(as well as their creditors), but found themselves ill-equipped. Tim Geithner, America’s treasury secretary, 
said his administration had nothing but “duct tape and string” to deal with American International Group 
(AIG) when it tottered.  

The problem has only worsened during the crisis. After a quarter-century of ever-increasing financial 
concentration, the giants of finance grew even more dominant in 2008-09 thanks to a series of shotgun 
takeovers of sickly rivals (see chart 5).  
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Regulators can tackle the issue either by addressing the “too big” part (shrinking or erecting firewalls within 
giants) or the “to fail” bit (forcing them to hold more capital and making it easier to wind down bust firms). 
Until recently the focus was on the second of these approaches. But since President Obama’s unveiling of 
two initiatives last month—a tax on the liabilities of big banks and the “Volcker rule”, which proposed limits 
on their size and activities—momentum has been shifting towards some combination of the two. 

The Volcker plan—named after Paul Volcker, the former Federal Reserve chairman who proposed it—calls for 
deposit-takers to be banned from proprietary trading in capital markets and from investing in hedge funds 
and private equity. The Financial Stability Board (FSB), a Basel-based body that is spearheading the 
international reform drive, gave it a cautious welcome, stressing that such a move would need to be 
combined with tougher capital standards and other measures to be effective. 

The Volcker rule does not seek a full separation of commercial banking and investment banking. Nor is 
America pushing to shrink its behemoths dramatically; for most, the plan would merely limit further growth 
of non-deposit liabilities (there is already a 10% cap on national market share in deposits). Officials remain 
queasy about dictating size limits. Citigroup’s woes suggest a firm can become too big to manage, but 
JPMorgan Chase and HSBC are striking counter-examples. 

For all the hue and cry about the Volcker plan, America sees it as supplementing earlier proposals, not 
supplanting them. The most important of these is an improved “resolution” mechanism for failing giants. 
Standard bankruptcy arrangements do not work well for financial firms: in the time it takes for a typical case 
to grind through court, the company’s value will have evaporated. 

America’s resolution plan would allow regulators to seize and wind down basket-cases. The challenge will be 
to convince markets that these measures will not turn into life-support machines. Worse, there is no 
international agreement on how to handle the failure of border-straddling firms, nor is one close. That was a 
huge problem with Lehman Brothers, which had nearly 3,000 legal entities in dozens of countries. And the 
struggle to retrieve $5.5 billion that a bust Icelandic bank owes creditors in Britain and the Netherlands still 
continues. 

Questions also linger over the treatment of lenders. America’s plan wants it both ways, giving regulators 
discretion to override private creditors but also to subordinate the taxpayer’s claims. This fuels concerns 
about handouts to politically favoured groups, as happened in the government-orchestrated bankruptcy of 
General Motors. Another worrying precedent was the generous treatment of troubled banks’ derivatives 
counterparties in 2008. All counterparty trading exposures, to the extent that they are uncollateralised, 
should be at the bottom of the capital stack, not at the top. Regrettably, the opposite happened. This 
prompted a wave of credit-default-swap buying because these contracts were underwritten by the state. 
“Today, too big to fail means too many counterparty exposures to fail,” says Peter Fisher of BlackRock, a 
money manager. 

• Overhauling capital requirements. In the hope of avoiding having to trigger their resolution regimes in 
the first place, regulators will force banks to strengthen their capital buffers. A number of countries are 
considering a punitive capital surcharge for the largest firms. A report from the Bank of England last 
November suggested various ways of designing this. It could vary by sector, allowing regulators to influence 
the marginal cost of lending to some of the more exuberant parts of the economy. Or it could reflect the 



lender’s contribution to systemic risk, based on its size, complexity and the extent of its connections to other 
financial firms.  

How such a penalty would fit with broader capital reforms is unclear. In December the Basel Committee of 
supervisors and central banks laid out proposed revisions to its global bank-capital regime. These could 
come into force as early as 2012-13. The new standards, dubbed Basel 3, are less reliant than the last set of 
reforms on banks’ own risk models. Then the talk was of capital “efficiency”. Now it is all about robustness. 
With markets already demanding that banks hold more equity, a reversal of a long trend of falling ratios is 
under way (see chart 6). 

 
Before the crisis banks could get away with common equity—the purest form of capital—of as little as 2% of 
risk-weighted assets. The new regulatory minimum will not be clear until later this year, but markets now 
dictate that banks hold four to five times that level. Hybrid instruments—part debt, part equity—will be 
discouraged since these proved bad at absorbing losses. Regulators are encouraging banks to issue a 
different type of convertible capital: “contingent” bonds that automatically turn into common shares at times 
of stress. 

In another acknowledgment that relying too heavily on internal models was a mistake, the new rules will be 
supplemented by a “leverage ratio”. Not weighted to risk, this measure looks appealingly simple these days. 
One aim is to curb gaming of risk-based requirements: European banks, which unlike American ones were 
not subject to a leverage ratio, could take their borrowing to dangerous heights because many of their 
assets were highly rated securities with low risk weightings. One official likens the new approach to placing a 
net under a trapeze artist. 

In an equally big philosophical shift, the new measures will lean against “procyclicality”, or the tendency of 
rules to exaggerate both the good and the bad. Banks will be required to accumulate extra capital in fat 
years that can be drawn upon in lean ones. Until now the rules have encouraged higher leverage in good 
times and much lower in bad times, adding to distress at just the wrong moment. Securities regulators 
contributed to the problem, frowning on boom-time reserve-building as possible profit-smoothing in 
disguise. The new proposals will encourage “dynamic” provisioning, which allows banks to squirrel away 
reserves based on expected losses, not just those already incurred. 

Addressing procyclicality will also require tackling issues that straddle capital rules and accounting standards.
Critics of fair-value (or “mark-to-market”) accounting, which requires assets to be held at market prices (or 
an approximation), complain that having to mark down assets to the value they would fetch in illiquid 
markets is likely to exacerbate downturns. The solution is not to abandon fair value, which investors like 
because it is less open to manipulation than the alternatives. But there is a case for decoupling capital and 
accounting rules, says Christian Leuz of the Booth School of Business. This would give bank regulators more 
discretion to accept alternative valuation methods yet still allow investors to see the actual or estimated 
market value.  

There are lots of potential devils in the details of the proposals. A leverage ratio is pointless without strict 
monitoring of assets parked off balance-sheets. Contingent capital, meanwhile, could have the opposite 
effect of that intended if the bank’s trading partners flee as its ratios near the trigger point. There are also 



worries over increases in capital charges for securitisations, exposure to swap counterparties and the like. 
These make sense in theory; to treat mortgage-backed securities as almost risk-free was nonsense. But the 
new rules swing too far the other way, threatening to choke off the recovery of asset-backed markets. 

America’s large banks, having repaid their debts to taxpayers, are sure to wage war on higher capital 
standards. An impact assessment stretching over several months will give them ample opportunity to look 
for holes—and to lobby. In Europe, where banks were more highly leveraged and thus face a more 
wrenching adjustment, even some supervisors are queasy.  

• Improving macroprudential regulation. In the meantime regulators can make progress in other areas, 
such as overhauling day-to-day supervision. In both America and Europe they have stepped up comparisons 
of pay, lending standards and the like across big firms. They are also introducing peer review. Within the 
agency that oversees Swiss banks, for instance, the lead supervisors of Credit Suisse and UBS are now 
expected to scrutinise each other’s work. America’s Securities and Exchange Commission, whose failures 
included negligible supervision of investment banks and the Madoff scandal, has set up a new risk division 
packed with heavyweight thinkers such as Henry Hu, Gregg Berman and Richard Bookstaber. Part of their 
job will be to scan derivatives markets, hedge funds and the like for any emerging threats to stability.  

This stems from a recognition that traditional oversight needs to go hand in hand with the macroprudential 
sort that takes account of the collective behaviour of financial firms, contagion effects and so on. “Finance is 
full of clever instruments that work as long as the risk is idiosyncratic, but can wreak havoc if it becomes 
systemic,” says Frederic Mishkin of Columbia University. Moreover, the crisis showed how risk can cross 
traditional regulatory lines. Pension funds and insurers, previously seen as shock-absorbers, were revealed 
as potential sources of systemic risk. 

However, there is no broad agreement on how systemic regulation might work, or who should do the 
regulating. Most economists see the job falling naturally to central banks, because of their closeness to 
markets and because of the link between capital standards and monetary policy through the price of credit. 
But there are political obstacles, particularly in America, where a large and vocal contingent in Congress 
accuses the Fed itself of being a threat to stability, pointing to loose monetary policy as a cause of the 
housing mania. 

International co-ordination is equally tricky. The FSB has singled out 30 of the largest banks and insurers for 
cross-border scrutiny by “colleges” of supervisors. There is, though, a natural limit to co-operation. It 
remains to be seen how well national risk regulators work with supranational bodies such as the European 
Union’s systemic-risk council and the FSB. Private-sector groups want to have their say too: the Market 
Monitoring Group, a collection of grandees linked to a banking-industry group, is already issuing warnings 
about fresh bubbles emerging. 

Another reason for scepticism is the difficulty of identifying a systemic event. AIG’s liquidity crunch was 
thought to count as one at the time, hence the offer of an $85 billion emergency loan from the Fed. But 
what exactly was the danger? That markets would be brought to their knees by the failure of its derivatives 
counterparties (who were controversially paid off at par)? Or by trouble at its heavily regulated insurance 
businesses? More than a year later, no one seems sure. 

Pricking bubbles—another mooted role for systemic regulators—is also fraught with danger. Many central 
bankers consider it unrealistic to make prevention of asset-price bubbles a specific objective of systemic 
oversight. But thinking at the Fed has been shifting. Under Alan Greenspan its policy had been to stand 
back, wait for the pop and clean up the mess. But Ben Bernanke, the current chairman, recently backed the 
idea of intervening to take the air out of bubbles. This could be done mainly through stronger regulation, he 
suggested, though he did not rule out monetary policy as a back-up option. 

Mr Mishkin, a former Fed governor, draws a contrast between credit-boom bubbles and irrational exuberance 
in stockmarkets, such as the dotcom bubble. The first is more dangerous, and the case for pre-emptive 
action stronger, he argues, because it comes with a cycle of leveraging against rising asset values. 

In retrospect all crashes look inevitable. Even with the most insidious-looking bubbles, though, it is 
impossible to know at the time how devastating the pop will be. Many thought the economic fallout from the 
internet crash would be far greater than it turned out. The economic cost of prematurely ending a boom can 
be high. Even so, the worry is that a systemic regulator would be biased towards intervention, because it 
would face less criticism for puncturing a non-bubble than for failing to spot a real one. 

Alex Pollock of the American Enterprise Institute (AEI), a think-tank, is concerned that the creation of an 



official systemic regulator would bring false comfort, just as the Fed’s founding in 1913 did. According to the 
then Comptroller of the Currency, it had rendered further crises “mathematically impossible”. Mr Pollock 
would prefer to see the task go to an independent advisory body, manned by economic heavyweights to 
provide institutional memory of past crises. For similar reasons, Andrew Lo, director of MIT’s Laboratory for 
Financial Engineering, suggests separating regulation from forensics, as happens in the airline industry. 
America’s National Transportation Safety Board is seen as independent because its job is to investigate 
crashes, not to set rules after the event. That gives it more moral clout. 

Whatever form it takes, systemic policing would face a problem. During booms, governments are loth to 
take the punchbowl away, at least until the next election. Nor do they want to be criticised for their own 
contribution to systemic risk. They may have become even touchier now that they are, as Pimco’s Mohamed 
El-Erian puts it, “market players as well as referees”. 

A way round this would be to introduce rules requiring the regulator to step in if, say, credit and asset prices 
are growing at above-average rates. That would shield it from claims that the next boom is somehow 
different and should be left to run its course. But it comes at the cost of flexibility. 

All of this suggests that although there is a strong case for a more system-wide approach to oversight, it 
could do more harm than good if poorly crafted. Meanwhile taxpayers will continue to underwrite financial 
giants; America’s reforms in their current shape allow the authorities to pull apart those that pose a “grave 
threat”, but also to bail out their creditors if they consider it necessary.  

The danger is that the very existence of a systemic regulator creates an illusion of increasing stability even 
though it does the opposite by strengthening the implicit guarantee for the biggest banks—a “permanent 
TARP”, as the AEI’s Peter Wallison puts it. Too big to fail sometimes seems too hard to solve.  
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Moneymen need saving from themselves 
 

 
RISK antennae twitch after a crisis. Bankers, regulators and academics, shaken from their complacency, 
jostle to identify the next tempest. Right now gusts are blowing from several directions. Many countries’ 
fiscal positions are deteriorating fast after costly interventions to shore up financial systems and restore 
growth. There is talk of demanding collateral even on deals with formerly unimpeachable sovereign entities. 
Recent terrorist incidents have raised the spectre of external shocks. 

Yet at least a fragile sort of optimism has surfaced, born of ultra-cheap money and relief at having avoided a 
depression. In some markets fresh bubbles may be forming. Stockmarkets have rebounded sharply. 
America’s, though still well off their peaks, are up to 50% overvalued on a historical basis. Banks are once 
again throwing money at hedge funds and private-equity firms (though with tougher margin requirements). 
Issuance of structured-loan funds, which a few months back looked dead, is booming. Investment banks’ 
profits, and bonus pools, are back near pre-crisis levels. International regulators have been issuing warnings 
to chief executives about a return of irrational exuberance. Banks have been ordered to run stress tests 
involving a sudden jump in interest rates, in preparation for central banks’ withdrawal of monetary 
adrenaline. 

Many will already be doing this as they try to show that they have learnt their lessons. Like the best chess 
players, bankers insist that they are now concentrating as hard on avoiding mistakes as on winning. Those 
that sidestepped the worst mortgage-related landmines now top the industry’s new order. Blackrock’s Mr 
Fisher defines risk as “deviation from objective”, on the upside as well as the downside. If your models tell 
you that a security is safer than its returns imply, as with CDOs, that might just suggest hidden risks. 

Fancy mathematics will continue to play a role, to be sure. But finance is not physics, and markets have an 
emotional side. In their struggle with the quants, those who would trust their gut instinct have gained 
ground.  

 
Learning to tie knots 

Governments are taking no chances. Bloomberg counts some 50 bills and other serious proposals for 
financial reform in America and Europe. Leaders in America’s Senate hope to pass new rules by March. But 
there are limits to what can be expected from regulators and supervisors. Like bankers, they have blind 
spots. As the mortgage fiasco showed, they are vulnerable to capture by those they police. 
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Their job will be made easier if new rules tackle incentives for the private sector to take excessive risk. It is 
human behaviour, more than financial instruments, that needs changing, says Mr Mauboussin of Legg 
Mason. Like Odysseus passing the sirens, bankers need to be tied to a mast to stop them from giving in to 
temptation. Pay structures should be better aligned with the timescale of business strategies that run for a 
number of years and should not reward “leveraged beta”, unremarkable returns juiced with borrowed 
money. In securitisation, originators will have to disclose more information about loan pools and hold a slice 
of their products. 

Some of the worst abuses in securitisation stemmed from the use of credit ratings. Rating agencies 
systematically underestimated default risk on vast amounts of debt, resulting in puffed-up prices and a 
surfeit of issuance. Paid by issuers, they had every incentive to award inflated ratings and keep the market 
humming: average pay at the agencies rose and fell in tandem with the volume of asset-backed issuance 
(see chart 7). 

 
An obvious way to deal with this would be to eliminate the agencies’ official “nationally recognised” status, 
opening the business to unfettered competition. Raters would then have to persuade investors of their 
competence, rather than relying on a government imprimatur. This, in turn, would force investors 
themselves to spend more time analysing loans. Oddly, proposed reforms fall far short of this, with no sign 
of anything tougher on the horizon. CreditSights, a research firm, awarded ratings firms its “Houdini was an 
Amateur” award for 2009. 

Nor, alas, is there much appetite to tackle some of the public policies that contributed to the crisis. The non-
recourse status of mortgages in large parts of America, for instance, gives the borrower a highly attractive 
put option: he can, in effect, sell the house to the lender at any time for the principal outstanding. An even 
bigger problem is the favourable tax treatment of debt relative to equity. Phasing this out would discourage 
the build-up of excessive leverage. But the idea has little political traction. 

There are, to be sure, risks to rushing reform. Post-crisis regulation has a long history of unintended 
consequences, from the pay reforms of the early 1990s (when new limits on the deductibility from corporate 
tax of executive salaries merely shifted the excesses to bonuses) to key parts of the Sarbanes-Oxley act on 
corporate governance. Another danger is the pricing of risk by regulation, not markets. The credit-card act 
passed in America last year leaves providers with a choice between underpricing for some products, which is 
bad for them, or restricting their offerings, which is bad for consumers. 

Most would agree, however, that markets need both tighter rules and better enforcement. The biggest 
question mark hangs over the fate of those institutions whose collapse would threaten the system. America’s 
proposal to cap banks’ size and ban proprietary trading has fortified those calling for radical measures to 
tackle the “too big to fail” problem. 

 
The virtues of scepticism 

By itself, though, the plan does little to back up Barack Obama’s promise to stop such firms from holding the 
taxpayer hostage. Proprietary trading and investments are a small part of most big banks’ activities and 



played only a minor role in the crisis. Nor does the plan cover brokers, insurers or industrial firms’ finance 
arms, all of which had to be bailed out. To persuade markets that the giants no longer enjoy implicit state 
guarantees, whether they are banks or not, policymakers will need to present a cocktail of solutions that 
also include tougher capital and liquidity standards, central clearing of derivatives and credible mechanisms 
to dismantle firms whose losses in a crisis would overwhelm even a strengthened safety buffer. 

Together, intelligent regulatory reforms and a better understanding of the limitations of quantitative risk 
management can help to reduce the damage inflicted on the financial system when bubbles burst. But they 
will never eliminate bad lending or excessive exuberance. After every crisis bankers and investors tend to 
forget that it is their duty to be sceptical, not optimistic. In finance the gods will always find a way to strike 
back.  
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Will the rapid growth in data traffic overwhelm wireless networks? 
 

 
BEFORE the end of next year the internet will collapse, predicted Bob Metcalfe, a noted network engineer 
now turned venture capitalist, in a magazine column in 1995. As traffic grew exponentially, outages 
proliferated and telecoms firms seemed overwhelmed. But he was swiftly proved wrong, and literally ate his 
words by mixing a copy of his column with water in a blender and swallowing it. Yet as the industry gathers 
in Barcelona for the Mobile World Congress, its biggest annual shindig, it feels like 1995 all over again. 
Wireless data traffic is exploding. In some cities capacity is already running short. Pessimists are once again 
giving warning that operators must rein in usage or face collapse. 

In the mid-1990s cheaper personal computers, faster modems and the birth of the web drove demand. 
Today it is the success of smart-phones and devices known as “dongles”, which connect laptops to mobile 
networks. At the end of 2008 there were 189m mobile-broadband connections, generating on average 175 
megabytes of traffic per month, according to Bernstein Research. A year later the respective figures were 
312m and 273 megabytes. Data traffic thus grew by a whopping 158%. 

Just as in the early days of the internet, there is heated debate over whether such growth will continue. 
Many of the same people are pitching in. The mobile internet will “ramp faster than the desktop internet and 
will be bigger than most think”, argued a recent report overseen by Mary Meeker of Morgan Stanley, who 
was one of the most bullish analysts of the dotcom bubble. Cisco, which has a vested interest as the world’s 
biggest maker of network equipment, expects mobile-data traffic to increase 39-fold over the next five 
years. Andrew Odlyzko, a professor at the University of Minnesota who correctly predicted a slowing of the 
growth in fixed-internet traffic, is again more cautious, expecting growth to slow over the next couple of 
years. 

Meanwhile operators are scrambling to catch up. The “huge irony”, says Ben Wood of CCS Insight, a market-
research firm, is that only five years ago the industry was scrabbling for customers for the new networks in 
which it had invested billions. Operators cut capital expenditure and offered unlimited, flat-rate plans, only 
to be caught out when demand finally took off. 

AT&T, America’s second-biggest mobile operator, is just the most visible example. To secure exclusive rights 
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to the iPhone, it acceded to Apple’s demand that the device come with a simple, flat-rate plan. But instead of 
selling only a few million as it expected, AT&T now has an estimated 12m-14m iPhones on its network. Its 
data traffic has grown by 5,000% in the past three years. Small wonder that it has had a hard time coping, 
particularly in such technophile cities as New York and San Francisco. Things have improved recently, but 
the network may clog up again if the iPad, Apple’s new tablet computer, for which AT&T is also providing 
mobile access, proves a similar success. 

The looming capacity crunch of the 1990s was averted not just by slower demand growth, but also 
dramatically increased supply, in the form of big investments in fibre-optic cable and technical tricks that 
squeezed more data through the pipes. Mobile operators are duly beefing up their networks and preparing to 
roll out LTE, the next generation of wireless technology. Some, such as Vodafone in Europe, continued to 
invest heavily during the recession because they regard network quality as an important selling point. AT&T, 
meanwhile, plans to increase its wireless investment by $2 billion this year. And industry observers such as 
Ameet Shah of PRTM, a consultancy, expect consolidation to spread the burden, either through sharing of 
networks or outright mergers, as Orange and T-Mobile plan in Britain. 

But wireless technology is not improving as fast as the kit behind fixed-line internet services did in the 
1990s. The number of mobile connections in America has ballooned from 2.7m in 1989 to 277m in mid-
2009. But operators have coped with this not by using spectrum more efficiently or acquiring more of it, for 
the most part, but by putting up more radio towers: their number increased from about 3,600 to nearly 
246,000. Experts predict that to meet the growing demand, operators in developed countries may have to 
treble the number of base stations. 

Moreover, wireless networks are different from fixed ones. In most cases, the extent to which one subscriber 
uses a fixed connection has little impact on other customers, since each has a separate link to the internet. 
But the data-transfer capacity within a cell is shared between several handsets. If left unchecked, a small 
group of users can gobble up most of the bandwidth, as on AT&T’s network, where the top 3% of users 
consume 40% of it. 

No wonder, then, that mobile firms do not believe in “network neutrality”, a much-cherished principle of the 
fixed internet, which holds that operators should not play favourites with certain kinds of traffic. AT&T 
reserves the right to cut off heavy users of file-sharing, which is thought to account for almost two-thirds of 
data traffic on some networks. Even so, thanks to prolific users on flat tariffs, expanding capacity will not 
necessarily bring in higher revenues. 

The politics of wireless networks are also different. The cheapest way to increase capacity is to add more 
spectrum or to move a network to a lower frequency, which allows radio waves to penetrate walls more 
easily. So operators tend to lobby governments for more and better spectrum before investing in expensive 
kit. 

Another disincentive to investment is the threat data traffic poses to the industry’s cash cows—voice calls 
and text messages—which still generate 85% of revenues. Increased data capacity, after all, makes it easier 
to use alternatives such as instant messaging and Skype, which could become as pervasive on smart-phones 
as they are on personal computers. 

Operators will try to manage traffic in all sorts of ways. One tactic is to offload it to the fixed internet: the 
iPhone, for instance, switches to a Wi-Fi network whenever possible. Another is to try to get households to 
install what are known as “femtocells”—wireless base stations for the home. Many European operators 
already reduce connection speeds for the greediest users. Telefónica, one of the world’s biggest mobile 
operators, recently said that it is considering charging Google and other big internet firms for access to its 
network. 

Yet all this may not be enough, argues Craig Moffett of Bernstein. Sooner or later, he says, operators will 
have to introduce more stringent usage caps, demand a premium for better service or charge by usage. That 
will be unpopular, judging by the public outcry when AT&T recently said it was looking at ways to curtail data 
traffic. “Users would like fixed and mobile internet to be the same, but the huge capacity gap between fibre 
and radio links is unlikely to ever allow this,” says Mr Odlyzko. Mr Metcalfe, meanwhile, may have to eat 
another of his columns. “It is my sad duty to inform you”, he wrote in 1993, “that the coming resounding 
flop in wireless mobile computing will be, alas, permanent.” 

 
 

Copyright © 2010 The Economist Newspaper and The Economist Group. All rights reserved. 



 
Baseball in China  
 
Striking out 
Feb 11th 2010 | HONG KONG  
From The Economist print edition 

 
 
America’s baseball moguls hope to follow basketball’s lead in China 

IN A few days America’s pitchers and catchers are due to report for spring 
training. So you would expect the managers of the New York Yankees, the 
“world” champions (meaning winners of America’s main tournament), to be in 
America frantically trying to plug holes in the team’s line-up or, at the very 
least, subverting similar efforts by their arch-rivals, the Boston Red Sox. 
Instead, the team’s president, Randy Levine, and general manager, Brian 
Cashman, are busy with a much trickier task: hauling the championship 
trophy around China in the hope of drumming up interest in a country that 
views a baseball as something to be manufactured and sold (which it does by 
the million), rather than thrown and hit (which it barely does at all). 

Somewhere in China, reasons Mr Cashman, there is a kid who can throw a 
baseball at 98mph (158kph). Find him, turn him into a star and he will 
awaken a nation of fans. He points to the spectacular commercial success of 
America’s National Basketball Association (NBA) in China after the 
recruitment of the seven-and-a-half-foot Yao Ming, from Shanghai, to the 
Houston Rockets, whose jerseys are a ubiquitous presence on the backs of 
Chinese children. 

The NBA does not release financial results from China but outsiders reckon it earns hundreds of millions of 
dollars annually from product licensing, television rights and sponsorship deals with firms such as Coca-Cola 
and Lenovo. NBA is one of the most commonly entered terms on Chinese search engines. Friday nights for 
many people in China are a time to watch American games on the state-owned broadcaster, CCTV. NBA 
stores are easy to find, as are billboards featuring stars such as Kobe Bryant and LeBron James. A faded 
star, Stephon Marbury, recently signed on with an obscure team in northern China, doubtless hoping to 
boost his brand of trainers. The NBA estimates 300m people play the game in China. It is participating in the 
construction of 12 new stadiums. 

Major League Baseball’s (MLB) plan to replicate this through the discovery of a hidden talent is not entirely 
implausible. Good pitchers are one in a million, which means that hundreds of them must live in China. 
Players from other countries have enhanced the sport’s stature in their home countries by succeeding in 
America. Hideki Matsui’s heroic performance for the Yankees last autumn was loudly celebrated in Japan. 
Chien-Ming Wang, who pitched for the Yankees, is more popular in his native Taiwan than the country’s 
president (admittedly a low bar). 

Is China, the Yankee executives ask, that different? It may be. In preparation for the 2008 Olympics, China 
built three lovely baseball stadiums, formed a national team and, with help from American coaches, did 
remarkably well, even beating Taiwan. Baseball, however, has now been dropped from the Olympics, and 
China has demolished the stadiums (leaving an adjacent basketball stadium). A few professional teams exist 
but are barely known. 

Baseball’s troubles in China date back to Mao’s day. He is reputed to have decided that basketball was 
virtuous and should be encouraged, whereas baseball was a symbol of the despotic West and should be 
banned. It doesn’t help that baseball is harder to learn, requires more equipment, and—perhaps worst of 
all—more space. 

Despite a big promotional budget, MLB has not made much of an impression. It has brought branded 
clothing to Chinese stores, but not balls or bats. Fields are rare. MLB is trying, belatedly, to rectify this, 
funding a development centre at a school in Wuxi that has access to a field created by expatriates. Last July, 
QSL Sports, a company backed by a Chinese tycoon, Adrian Cheng, and a Chinese-born American 
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entrepreneur, Kenny Huang, reached an agreement with the government to create a youth league. There 
are plans for a tournament involving hundreds of schools this spring, the construction of numerous fields, 
and eventually, it is hoped, large profits. If they are successful, revenues from sponsorships alone could be 
huge, says Marc Ganis, a partner in the venture. But he predicts that it may take a decade or longer for the 
sport to become a hit.  
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Cruise lines in the recession  
 
Damn the torpedoes 
Feb 11th 2010 | NEW YORK  
From The Economist print edition 

 
 
Travel companies are launching luxurious ships into perilous waters 

IN LATE January Silversea Cruises christened its newest ship, the Silver 
Spirit, with champagne and sent it on a 91-day voyage around Latin America. 
The ship, which can accommodate 540 guests, is the company’s largest and 
most luxurious. Suites are serviced by butlers. Passengers can choose 
between eight types of pillows. The spa is vast. If it sounds out of tune with 
the times, it is: the ship was commissioned in 2007, before the start of the 
economic crisis. But Amerigo Perasso, the boss of Silversea Cruises, insists 
he is happy with the investment. “People want to see the state of the art,” he 
says. 

Silversea is not the only cruise line to launch a new ship in troubled economic 
waters. In December Royal Caribbean International, the world’s second-
biggest cruise operator, rolled out Oasis of the Seas, the largest cruise ship in 
history. It can accommodate 5,400 guests and has a park with live plants, a 
large auditorium and a carousel, as well as other amenities normally found in 
amusement parks. In 2009 cruise companies invested $4.7 billion to build 14 
new ships. They will launch a further 12 vessels this year. Many of these 
plans were laid before the economy sprang a leak. 

The “supersizing” of the cruise industry comes as other industries are downsizing and consumers are curbing 
unnecessary expenses. To entice customers, cruise lines have cut prices dramatically, sometimes by as 
much as 40%. Because of these discounts, more people are taking cruises: 13.4m in 2009, up from 12.6m 
in 2007, according to the Cruise Lines International Association, an industry body. But the discounts have 
eaten into earnings. At Carnival Corporation, the biggest cruise line, revenues were more than 10% lower in 
2009 than in 2008. Even if the economy recovers, growing capacity may prevent firms from raising prices 
much. 

Still, the cruise industry is doing better than other bits of the travel business, like hotels and airlines, which 
have been battered by a fall in business travel. Cruises can appeal to budget-conscious consumers by 
touting themselves as “all-inclusive” (even though many amenities, like alcohol and excursions, cost extra). 
Cruises also allow some people to go on holiday without paying for a flight. There are around 30 ports of 
embarkation in America alone. 

The industry’s bosses hope to attract even more customers in the next few years. Only around 20% of 
Americans have been on a cruise. Most of these are not spring chickens. Firms are trying to draw in younger 
passengers and families with lower prices, as well as things like ice-skating rinks and cinemas. As a result of 
these efforts, the median age of cruise passengers in 2008 was 46, down from 53 in 2002. Ross Klein, a 
cruise-industry analyst, says that cruise lines’ decision to invest in colossal ships may help them diversify 
their customer base without losing elderly customers. Their sheer size, he says, gives everybody “some 
place to hide out”.  
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Google v Facebook  
 
Generating Buzz 
Feb 11th 2010 | SAN FRANCISCO  
From The Economist print edition 

 
 
The search giant makes a belated attempt to take on the social-networking site 
 

 
FOR years Google has stayed on the fringes of the social-networking industry, leaving the field largely to the likes 
of Facebook and Twitter. Now, however, it is making a determined foray into online friendships. On February 9th 
the search giant unveiled Buzz, a networking service that will be closely integrated with the firm’s e-mail offering, 
Gmail. Google no doubt hopes Buzz will help it catch up with the leaders of the networking world—but the chances 
are slim. 

Google’s move is a sign that the world of social networking and that of other online services, such as e-mail and 
search, are rapidly converging. Social networks such as Facebook, which boasts over 400m users, have become 
popular tools for communicating online and for posting information on a host of subjects. Google and other search 
engines have begun to incorporate content from social networks in their results.  

Buzz represents the latest attempt by Google to muscle its way into the networking market. It already has a social 
network, Orkut, and a Twitter-like service called Jaiku, but neither has been wildly successful. The search firm is 
betting that at least two things will make Buzz more buzzworthy. One is that it lets Gmail users create a network 
easily from their e-mail contacts. Given that the e-mail service had 176m users in December, according to 
comScore, a market-research firm, that should give Buzz a handy launch pad. Buzz is also able to exploit Google’s 
search know-how to help users identify the material of most interest to them from the flood of data pouring into its 
networking pages. 

This filtering ability is distinctive, but it will not be enough to make Buzz hum. Making it easy for users to turn e-
mail contacts into pals on a social network is no guarantee of success either. Some users worry that this feature 
raises privacy problems, by revealing who they e-mail most often. Moreover, it is unlikely that people who have 
already set up social networks elsewhere will want to create yet another one from scratch. Yahoo! introduced 
similar features some time ago, yet still lags Facebook. 

Nor is it clear that Google, which has fingers in multiple pies, will be able to match the focus of outfits such as 
Facebook, which lives and breathes social networking. On February 10th the search giant added yet another 
business to its fast-growing portfolio when it announced plans to launch an ultra-high-speed broadband service in 
America. Facebook, meanwhile, is working on various projects to improve its own network. Its hive of activity is 
even said to include an e-mail service that will compete with Gmail. More battles loom. 
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Charity as advertising  
 
Give and take 
Feb 11th 2010 | NEW YORK  
From The Economist print edition 

 
 
Will Pepsi profit by enlisting the public in its philanthropic efforts? 
 

 
THE 107m Americans who tuned in to watch the Super Bowl on February 7th did not see any advertisements 
for Pepsi. Instead of spending $20m on a handful of 30-second spots, the firm decided to give that amount 
away. Under the slogan “Refresh Everything”, the Pepsi Refresh campaign asks the public to vote online for 
charities and community groups to receive grants ranging from $5,000 to $250,000. A few days before the 
game its arch-rival, Coca-Cola, was also bitten by a charitable bug. It promised to give $1 to the Boys & 
Girls Clubs of America every time someone watched its Super Bowl ads on its Facebook page, up to a 
maximum of $250,000. 

Pepsi Refresh is probably the most prominent example so far of “cause marketing”—trying to win customers 
by ostentatiously doing good. Other recent examples include Chase Community Giving, in which small 
charities competed to win $5m in donations from JPMorgan Chase, and American Express and NBC 
Universal’s “Shine A Light” programme, which awarded a grant of $100,000 to a small business chosen 
through its website. 

Marketing people say consumers are increasingly trying to do good as they spend. Research in 2008 by 
Cone, a brand consultancy, found that 79% of consumers would switch to a brand associated with a good 
cause, up from 66% in 1993, and that 38% have bought a product associated with a cause, compared with 
20% in 1993. Rather than try to make products that can be marketed as ethical in their own right, such as 
“fair trade” goods, firms are increasingly trying to take an ordinary product and boost its moral credentials 
with what one marketing guru calls “embedded generosity”. The fad for online competitions to award the 
handouts also appeals to another trend, so-called “slacktivism”, whereby people are turning to the internet 
to give their consciences a boost without doing anything more onerous than clicking a mouse a few times. 

The strategy seems to be working, judging by the proliferation of articles (such as this one) noting Pepsi’s 
campaign. JPMorgan Chase claims its campaign was not marketing, but simply an attempt to manage its 
existing corporate philanthropy more imaginatively. If so, its marketing staff are missing a trick, given that 
around 2m people signed up to vote on Facebook, many of whom were not existing Chase customers. 
Moreover, the favourable headlines generated by Chase’s $5m outlay contrasted strikingly with the grudging 
reaction to Goldman Sachs’s launch around the same time of a $500m campaign to support small 
businesses. 

Although the public likes online popularity contests, they can have unintended consequences. Chase, for 
example, caused a fuss by excluding a pro-life group and an outfit that wants to legalise cannabis from its 
competition. Moreover, many firms see virtue in tying themselves to a particular cause. Ten firms, including 
Gap, Apple and most recently Nike, have deals with (RED), a scheme fronted by Bono, a rock star, to raise 
money to fight AIDS. It has raised $140m so far, despite fears that, as Susan Smith Ellis, its boss, puts it, “it 
would be just a big launch on Oprah then never heard of again.” Equally, Pepsi’s efforts to promote healthy 
lifestyles while selling healthier products and Coca-Cola’s various initiatives to protect water supplies in 
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developing countries are critical to the pair’s future. Refreshing everything, in contrast, is a more nebulous 
goal.  
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SAP's boss departs abruptly  
 
Three's a crowd 
Feb 11th 2010  
From The Economist print edition 

 
 
An old broom sweeps the German software giant’s chief executive aside 

LEO APOTHEKER’S tenure as boss of SAP, the world’s third-biggest software firm, was short-lived. He had 
taken sole charge only in May, having shared the job with his predecessor for a few months; the company 
announced his departure on February 7th. But no one has a longer history at the firm than the man who 
masterminded the move, Hasso Plattner, its co-founder and now the chairman of its supervisory board. 
Indeed, Mr Plattner may be as much to blame for the firm’s troubles as his former underling. 

Mr Apotheker had inherited lots of problems. SAP’s attempt to offer software as an online service, called 
Business ByDesign, was a flop. The firm’s decision to raise maintenance fees, which customers have to pay 
to get upgrades and support on products they have previously bought, was proving wildly unpopular. Worse, 
the recession forced him to cut costs sharply and lay off nearly 4,000.  

That said, Mr Apotheker’s performance was less than stellar. It was only in January, after months of 
complaints, that SAP finally decided to scrap the fee increases. Nor did he ever win over SAP’s staff: 
according to a recent internal survey, only half of its 47,600 employees still have confidence in the top 
management, compared with three-quarters a year earlier. To regain the trust of both customers and 
employees, the board has appointed two new bosses. Bill McDermott, the head of sales, will be SAP’s face to 
the outside world. Jim Hagemann Snabe, the head of product development, will be in charge of internal 
matters. 

SAP has operated successfully with two “co-CEOs” before, but this time Mr Plattner also plans to play “a 
strong role”. That is cause for concern: having three bosses is an even worse idea than having two, and the 
record of returning founders is decidedly mixed, especially at technology firms. 

What is more, as chairman of the supervisory board Mr Plattner has had a big part in many of the fateful 
decisions at SAP, including the ill-conceived increase in maintenance fees. But he has not had to bear any of 
the blame. “We made a mistake,” he said in a conference call about the changes. “Unfortunately, the head of 
a company takes most of the blame—whether it is justified or not.” 
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Schumpeter  
 
Getting the cow out of the ditch 
Feb 11th 2010  
From The Economist print edition 

 
 
Toyota's woes highlight the question of how to manage a product recall—and how not to 
 

 
“FIRST, get the cow out of the ditch. Second, find out how the cow got into the ditch. Third, make sure you 
do whatever it takes so the cow doesn’t go into the ditch again.” This is the homely advice that Anne 
Mulcahy, the former boss of Xerox, says became her mantra as she fought (successfully) to revive the 
fortunes of the copying and printing firm. It is a motto that Toyota, the world’s mightiest carmaker, might 
also learn from as it struggles to get to grips with the escalating crisis that has appeared to overwhelm it in 
recent weeks.  

Product recalls are common enough among firms making consumer goods. Most are handled quickly and 
quietly. The companies involved suffer little harm to their reputation and, in some instances, may actually 
win praise from customers who feel their concerns have been acted upon promptly. But some hit the 
headlines and stay there for weeks, ultimately doing lasting damage to the business concerned. That is the 
ditch that Toyota is now in. How did it get there? How can it get out? And can it learn from other firms who 
have been through something similar?  

The answer to the first question is that Toyota was lamentably slow to respond to the large number of 
incidents of “unintended acceleration” involving its cars. A culture that mixes defensiveness towards the 
outside world with exaggerated deference towards senior management is poorly equipped to identify and 
then deal with this kind of situation. According to Derek Brandt, a lawyer who filed one of the first class-
action suits against Toyota, the problem has cropped up in at least 17 Toyota and Lexus models over nearly 
ten years. Thousands of complaints, some linked to fatalities, were lodged both with America’s National 
Highway Traffic Safety Administration (NHTSA) and with the company itself. But it was only last September 
that Toyota acknowledged there might be a problem after a particularly gruesome accident. 

Toyota then further undermined the confidence of its customers by sending out confusing messages. At first 
it blamed the accidents on accelerator pedals getting stuck under ill-fitting floor mats—an analysis greeted 
with some scepticism. It was only in late January, in the face of mounting evidence that accidents were 
being caused by a fault in the throttle mechanism of its cars that Toyota finally began a worldwide recall of 
8m vehicles. However, having announced a fix for the problem at the beginning of this month, Toyota found 
itself on the back foot again as news spread of a software-related brake problem on the latest version of its 
iconic Prius hybrid. This week, Toyota bowed to the inevitable and recalled 440,000 hybrid cars around the 
world. Even then, rumours continued to circulate. Owners of earlier Prius models also claimed to have 
experienced faulty brakes, while NHTSA is said to be looking into the possibility that some of the runaway 
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accidents could have been caused by electronic gremlins that Toyota’s repair for the accelerators does not 
address.  

Making a bad situation worse, amid the eruption of the blogosphere, saturation media coverage and criticism 
from politicians in America and even Japan, Toyota’s senior leadership went missing. It was not until 
February 5th that Akio Toyoda, the firm’s president and a grandson of its founder, finally showed up at a 
press conference to express his regret for customers’ justified anxieties and to promise that everything was 
being done to put matters right. This week Mr Toyoda said he would go to America, Toyota’s biggest market, 
to find out for himself what had gone wrong and “to try to explain with my own words”. 

What Toyota should do now is clear. It must execute the daunting logistical operation of carrying out fixes to 
millions of cars with speed, precision and courtesy. It must also take full responsibility for what has 
happened (abandoning legalistic quibbling despite the pile-up of lawsuits) and accept the possibility that 
there still may be further flaws to uncover. In other words, it should remind customers of the qualities that 
made it great: humility and relentless attention to detail. 

 
Recalling history 

As far as the third question is concerned—what can it learn from other recalls—history offers little comfort. 
An episode in 1982 when Johnson & Johnson reacted swiftly after some Tylenol painkillers were found to 
have been laced with cyanide is often held up as a model. Every bottle of the capsules was pulled from the 
shelves and the firm quickly came up with tamper-proof packaging. But Johnson & Johnson was seen as the 
victim rather than the author of the crisis and the solution to it was relatively simple. Another famous 
example, that of Perrier 20 years ago, whose fizzy mineral water was found to be contaminated with 
benzene, is a better analogue for Toyota today. The company recalled all its bottles, but its explanation for 
what had gone wrong kept changing. Two years later, weakened, it succumbed to a hostile bid from Nestlé, 
but neither its sales nor its brand, which had once stood for purity, ever fully recovered. 

Toyota is not in that kind of danger yet. But its failure to nail down the cause of the accidents conclusively 
and the fact that quality has been the outstanding attribute of its brand is a toxic combination. Ford’s 
reputation was damaged by the exploding petrol tanks of its Pinto compact in the 1970s when it emerged 
that a safer design had been rejected on cost grounds, and then again nearly 20 years later when its 
Explorer SUV equipped with Firestone tyres was involved in a spate of rollovers that were responsible for 42 
deaths. The buying public concluded that Ford in particular and Detroit in general was guilty of cynically 
supplying substandard vehicles, a perception that Toyota exploited to become the biggest-selling car brand 
in America. Ironically, it is a newly confident Ford that now stands to gain most from Toyota’s humbling. 
Unless Toyota can get the cow out of the ditch quickly, and keep it out, what was once the most valuable 
automotive brand in the world will never look quite the same again.  
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Tightening economic policy  
 
Withdrawing the drugs 
Feb 11th 2010  
From The Economist print edition 

 
 
Policymakers are wondering when and how to start a delicate task: weaning the world economy 
off fiscal and monetary stimulus 
 

 
THE world economy has been injected with the biggest Keynesian cocktail yet seen in peacetime. In the past 
18 months governments have pumped cash into their economies to fight financial seizure and recession. 
Central banks have slashed interest rates (see chart 1); the rich world’s largest ones have supplemented 
ultra-cheap money with a special drug, quantitative easing (QE). Finance ministries have cut taxes and 
boosted public spending.  

 
This infusion has had a dramatic effect. It prevented the biggest financial bust since the 1930s from 
triggering an economic catastrophe. Banks were stabilised, asset prices rebounded and the global recession, 
though the deepest since the second world war, was no second Depression. The pace of recovery varies, but 
every big economy has stopped shrinking. 

Although by most measures the world economy is out of intensive care, it is hardly in good health. Big 
emerging economies are growing briskly, but in many rich ones, notably in Europe, the recovery is fragile. 
Growth is still heavily dependent on government stimulants, even as their side- effects are becoming clear. 
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In China, a huge, state-directed lending binge has propped up demand but is also fuelling asset bubbles, 
especially in property. As big, rich economies’ budget deficits have risen more than fourfold, to an average of 
9% of GDP (see chart 2), public debt has started to shoot up. In the euro zone, in particular, investors are 
getting nervous. The recent leap in Greek bond yields and the pressure on Portugal and Spain suggests that 
some governments may soon run out of fiscal room. 

 
All this leaves policymakers with an unenviable task: deciding when and how to withdraw the drugs. An “exit 
strategy”, in official jargon, requires answers to three questions. First, timing: when should fiscal and 
monetary tightening begin? Second, tactics: is it more important to start by cutting budget deficits or by 
raising interest rates? Third, technique: how will central banks, with their balance-sheets bloated by the 
unusual policies of the past year and a half, go about tightening monetary conditions? There are no easy 
answers. 

 
You shouldn’t start from here 

Begin with the timing. Policymakers have to avoid doing too much too soon, which could kill a frail recovery, 
and doing too little too late, which could lead to budgetary crises and inflation—or to a bond-market rout as 
investors anticipate trouble. The course of action is clear when the recovery is robust, as it is in big emerging
markets and rich countries far from the centre of the financial crisis. Their economies have little spare 
capacity and no reason to keep monetary or fiscal policy at emergency settings. It is no surprise that they 
have been the first to tighten.  

Australia, Israel and Norway increased interest rates late in 2009. A month ago China raised banks’ reserve 
requirements and began to clamp down on lending. India’s central bank followed suit, raising reserve 
requirements on January 29th. Fiscal policy is also being tightened. Brazil (see article), India and Mexico all 
plan to cut their underlying deficits this year.  

The task is harder in big, rich economies, where growth is more fragile. Central banks have made a start, 
mainly by unwinding the emergency liquidity facilities with which they fought financial panic. Five of the 
Federal Reserve’s seven crisis-lending windows were closed on February 1st. The European Central Bank 
(ECB) has stopped lending banks unlimited 12-month funds. The currency swap lines that central banks set 
up among themselves have also been shut down. QE—creating money and using it to buy bonds—is coming 
to an end, or at least pausing. On February 4th the Bank of England said it was halting its purchases of gilts, 
though Mervyn King, the governor, said it was “far too soon to conclude that no more would be needed.” The 
Fed is buying fewer mortgage-backed securities and plans a full stop by April. Ben Bernanke, its chairman, 
laid out its tools in congressional testimony on February 10th, but made it clear that the Fed was not about 
to tighten policy. 



Fiscal policy is more disparate. Some countries are loosening further. In America, Barack Obama’s recent 
budget proposed tax cuts and spending worth an extra 1.8% of GDP in the next two years. Japan has also 
added to its deficit spending plans. Many more countries, such as Germany, will see budget deficits rise as 
parts of earlier stimulus packages kick in.  

Elsewhere tighter budgets are at hand, even in weak economies. Bond-market troubles are forcing Greece’s 
government to freeze public-sector wages and raise taxes, and causing Portugal’s and Spain’s to accelerate 
budget cuts. After its election, due by June 3rd, Britain seems due for similar treatment, especially if the 
Conservatives take over from Labour. 

The list of rich countries forced into austerity by the markets is still short—and confined to weaker members 
of the euro zone, not least because they cannot devalue their currencies. But it could lengthen if growth 
remains anaemic and deficits stay high. Modern, global capital markets have never seen a rise in public debt 
so fast or so skewed towards the rich world. The average ratio of public debt to GDP in big, rich economies 
has jumped from below 80% to nearly 100% in two years. The IMF reckons it will near 120% by 2014. 
Meanwhile, big emerging economies’ ratios are likely to decline. The perceived relative riskiness of rich 
countries’ debt could well rise—and so could their relative bond yields.  

Domestic politics may also squeeze budgets. Tighter policy is usually unpopular, but that can change. In 
America, opinion has shifted sharply in the past year as more people doubt the efficacy of government 
spending and fret about the holes in the public purse. Despite Mr Obama’s looser budget, about 60% of 
Americans think deficit reduction should be the government’s main economic priority. 

Given all this, two schools of thought are emerging on timing. The dominant one, which includes the IMF and 
the G7 finance ministers (who met on February 5th and 6th), thinks that when the risks are weighed up, it is 
too soon to tighten. The IMF, which believes that a “premature and incoherent” exit from stimulus is a 
serious danger for the world economy, wants no fiscal or monetary tightening in big, rich economies until 
2011. As Dominique Strauss-Kahn, the fund’s boss, puts it: if countries start cutting budgets a year late, 
they will have an unnecessarily large debt burden. If they tighten too early, and the world economy 
relapses, the mess will be far bigger, not least because policymakers will be all but out of ammunition. 

The smaller, but growing, school argues not only that Keynesian deficit spending has reached its limits but 
also that a serious effort at cutting deficits would boost confidence and thus counter the drag on demand 
from lower government spending. This view has adherents at the ECB, which wants faster fiscal 
retrenchment by members of the euro area. Britain’s Conservatives also belong in this camp. Partly this is 
political: a new government can blame the fiscal pain on its predecessor’s failings. But it is also based on the 
belief that Britain would be better off if its deficit were cut sooner than Labour intends. 

The logic behind this is derived from a theory called Ricardian equivalence, which holds that government 
spending cannot boost demand, since consumers cut their own expenditure in anticipation of higher taxes 
ahead. Though there is little to indicate that households behave in this way in general, there is evidence that 
when governments are heavily in debt fiscal stimulus becomes less effective, and investors’ and consumers’ 
confidence can deteriorate suddenly. And when debt-laden governments sort out their budgets, investors 
accept lower bond yields. Several studies show that the expansionary effect of lower interest rates has often 
outweighed the contractionary effect of lower government spending. 

This might not work today. At 4%, British bond yields are already low by past standards. They have some 
room to fall, but not a lot. Nor, with credit tight and consumers keen to rebuild their balance-sheets, is it 
likely that greater confidence will boost private spending much. At best there is a precautionary case: 
without fiscal tightening, the Tories fear, bond yields are bound to rise, especially when the Bank of England 
stops buying gilts.  

These competing theories don’t tell policymakers exactly when they should start tightening. But they do 
suggest where it is most urgent—and therefore who should start first. Small, open economies (such as 
Greece’s or Ireland’s) gain relatively little from looser fiscal policy, because a lot of the effect spills abroad. 
They also suffer heavily when investors lose confidence. Countries with heavy debt burdens (like Italy), 
whose tax base has collapsed (Ireland and Spain), which had a big budget deficit to start with (Britain) or 
whose long-term growth prospects have been hit hardest (Spain) should fear a sudden loss of investors’ 
confidence more than those with smaller deficits (Germany), better demographic prospects (America) or a 
reserve currency (America again). Japan, with the highest debt burden of all, weak growth and terrible 
demographics, ought to have lost investors’ confidence long ago, but thanks to a pliant domestic saver base, 
falls somewhere in between. 



These differences suggest that the right time to start tightening fiscal policy will vary, even among countries 
with similarly weak recoveries. Those with more fiscal room (especially Germany, but also America) should 
wait longer than those (such as Britain) with less. 

 
Take a deep breath 

Eventually, however, all big, rich economies will have to cut their deficits and keep doing so for several 
years. How tight belts will have to be depends on the debt ratio that countries aim for, the size of their 
deficits, how fast they grow and the interest rates they face (see article). Countries that decide to live with 
higher debt burdens will, in the long run, grow more slowly than the prudent, as government debt crowds 
out private investment.  

Roughly speaking, simply stabilising the debt ratios of big, rich economies at the levels forecast for 2014 
would require an improvement, on average, of about 4% of GDP in primary budget balances (revenue minus 
spending, excluding interest payments). To bring ratios of debt to GDP back to 60%, a number widely seen 
as prudent prior to the crisis, would take twice as much effort. The average hides huge variations. Britain’s 
fiscal adjustment, as a share of GDP, would need to be more than three times as big as Germany’s. 

This has been done before. In recent decades ten rich countries, from Canada to Ireland, managed to 
improve their budget balances by more than 10% of GDP. But they did not all do so at once. Nor, most 
importantly for today’s exit strategists, did they do so when short-term interest rates were already close to 
zero.  

That leads to the second question, of the right blend of fiscal and monetary tightening. Most fiscal 
adjustments since the second world war have led to lower interest rates. Today central bankers have little 
room to offset budgetary austerity with cheaper money. In theory they could expand QE, but in practice 
none is keen. More likely, stricter fiscal policy will mean less monetary tightening than there would be 
otherwise. If the recovery is weak to begin with, and then slowed by budget cuts, short-term interest rates 
in the rich world could be unusually low for several years.  

 
At first sight, this is a good idea. The alternative—higher interest rates and big budget deficits—would mean 
larger, costlier debts. Loose money and tighter budgets also tend to lead to a weaker exchange rate, so this 
mix of policies would also speed up the rebalancing of the global economy, by weakening rich countries’ 
currencies relative to those of emerging markets. And because most rich economies have bags of spare 
capacity, and tighter budgets would restrict demand, inflation would be unlikely to accelerate. 

This strategy has drawbacks nonetheless. Even if consumer prices are stable, a long period of ultra-low 
interest rates in rich economies is likely to fuel asset bubbles and other financial distortions—much as it did 
after 2003. This time central bankers might try to use regulations to pop incipient bubbles. For example, 
they might limit the ratios of mortgage loans to property values. Several Asian central banks do so already. 
Some in the rich world are quietly exploring the idea. 

Years of cheap money in the rich world would pose problems for policymakers in emerging economies, as 
capital flooded in seeking higher yields. Some already have home-made difficulties. China’s refusal to allow 
the yuan to appreciate is already one of the biggest causes of distortion in the world economy. A stronger 
yuan would ease China’s inflation malaise and help in forming a global exit strategy. 

Illustration by Otto Dettmer



However, blameless emerging economies, especially small, open ones, would also find domestic monetary 
stability hard to maintain. Left alone, their currencies could easily overshoot. Allowing a gradual appreciation 
often simply invites more foreign capital, as investors expect the currency to rise. Building up reserves 
makes control of inflation harder. Capital controls to stem the inflow look likely. 

Those risks are probably worth taking, given the likely weakness of the rich world’s recovery and the scale of 
its fiscal task. Nonetheless, a carefully calibrated budgetary tightening, which allows central banks to move a 
notch or two from rock bottom, may be no bad thing. As Stephen Roach of Morgan Stanley puts it, the 
monetary dials should shift from the “emergency” setting to “simply lousy”. Many central bankers privately 
agree.  

 
Central bankers’ new tools 

The possibility that modest tightening makes sense even in a weak recovery raises the third, technical 
question, especially for central banks, such as the Fed and the Bank of England, that have made most use of 
unconventional measures. When they do decide to tighten monetary conditions, how do they do it?  

Thanks to QE, central banks now have two policy levers: short-term policy rates, as before, and the size of 
their balance-sheets. Some people worry that by expanding their balance-sheets central banks have been 
playing with inflationary fire (see chart 3). The counterpart to their assets is banks’ excess reserve holdings 
with central banks. If banks decided to lend that money, credit could explode.  

 
This is too simplistic, not least because central bankers have been busy creating means of holding on to the 
reserves if need be. All big central banks now pay interest on reserves. Several have new ways of draining 
reserves. Mr Bernanke said this week that the Fed, which has the widest range of novel measures, plans to 
offer banks term deposits, enabling it to lock up reserves for several months.  

In principle, these devices mean that the size of a central bank’s balance-sheet should not affect its ability to 
influence monetary conditions. They even broaden its options. Central banks could raise short-term interest 
rates or they could steepen the yield curve by selling longer-dated assets from their balance-sheets. 

In practice, the tools are untested. Central bankers will find it harder to know how they are affecting 
monetary conditions or to be clear about what they are doing. Mr Bernanke suggested, for instance, that the 
Fed could temporarily target the interest rate it paid on excess reserves, rather than the federal funds rate. 
If financial markets find central bankers’ actions more difficult to understand and anticipate, the way 
monetary policy is transmitted to the broader economy could be distorted. 

There are political pitfalls too. In America, for instance, paying banks higher interest on excess reserves will 
sound to many like handing money to villains. Selling mortgage-backed securities would draw fire from 
politicians worried about higher mortgage rates. At a time when the Fed is held in low public regard, the 
stakes are high. A badly handled tightening, even if modest, could seriously threaten the central bank’s 
independence.  



Adding together the uncertainty about the recovery’s strength, the scale of the coming fiscal adjustment and 
the technical and political difficulties facing central banks leads to three conclusions. First, policymakers do 
not have to worry only about when to start tightening: the mixture of fiscal and monetary policies must be 
coherent, too. 

Second, that suggests central banks and finance ministries must co-ordinate their policies more closely than 
in recent years. Economists have long thought of monetary policy as the main means of managing the cycle; 
central banks have long feared that overt co-operation with governments would risk their politicisation. The 
opposite may now be true. 

Third, the term “exit strategy” may be a misnomer. Weaning the world economy off fiscal and monetary 
stimulants will take many years. And like a former addict, the patient may never be quite the same again. 
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Sovereign risk and the banks  
 
The safety-net frays 
Feb 11th 2010 | BERLIN  
From The Economist print edition 

 
 
Governments used to worry about their banks. Now the reverse is also true 
 

 
A SENIOR HSBC executive reminisces fondly about the day he was parachuted into Latin America, a decade 
or so ago, to help run a recently purchased but troubled local bank. As he arrived he passed people 
protesting against the acquisition, some of whom were being carried about in coffins. For a moment he 
wondered whether that would end up being his fate. 

Until recently bankers’ tales of derring-do during the Asian, Latin American and Russian debt crises were 
kept for after-dinner drinks. Now, many of these old emerging-markets hands are in high demand during the 
day, as banks and investors ponder the potential effects of the euro zone’s debt crisis. “Sovereign risk has 
supplanted regulatory risk as the primary focus of bank bondholders,” says Jonathan Glionna at Barclays 
Capital. 

The prospects of a full-blown default by a European government still seem remote, especially given rising 
talk of a bail-out for Greece (see article). Yet were it to occur, the consequences could be nasty. Jörg Krämer 
of Commerzbank notes that the Greek government’s outstanding debt securities of €290 billion ($398 billion) 
dwarf the amount Lehman Brothers owed bondholders at the time of its collapse.  

Greek banks would be most exposed to the fallout. They hold about €39 billion of government debt, roughly 
equivalent to the amount of capital they have. There are rumours that Greek banks have also been keen 
sellers of credit-default swaps on sovereign Greek debt, in effect doubling up on their exposure to a debt 
crisis. 

Commerzbank reckons that about 60% of the Greek government bonds issued over the past few years were 
sold to non-Greek European buyers, half of whom may have been banks. Any restructuring of Greek, or 
other euro-zone, debt could result in European banks having to take “massive write-offs”, says Mr Krämer. 
American banks are less exposed to wobbly euro-zone countries, but the numbers are still pretty big. 
Barclays Capital reckons that the ten biggest American banks have total exposures to Ireland, Portugal, 
Spain and Greece of $176 billion.  
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The bigger concern, however, is not banks’ direct exposure to government bonds, which average just 5% of 
euro-zone banks’ assets, but the impact on their financing. The costs of funding for banks on Europe’s 
periphery are rising in tandem with the allegedly “risk-free” benchmark rates on the bonds of troubled 
European governments. Steep downgrades of the sovereign-debt ratings of countries such as Portugal, 
Greece and Ireland would probably translate into immediate rating cuts for their banks, as well as higher 
capital charges on banks’ debt holdings and bigger haircuts when using this debt as collateral. Regulators 
are busy designing rules forcing banks to hold more government bonds on the assumption that they are the 
most liquid assets in a crisis. That premise may not hold for every country’s debt. 

A second concern is that the premium that investors demand for holding bank debt may also widen above 
the benchmark “risk-free” rate. “If governments are either less willing, because of competing pressures on 
budgets, or are unable to provide support then that could have a material impact on bank ratings,” says 
Johannes Wassenberg of Moody’s, a rating agency. The consequences of even small changes in a bank’s 
borrowing costs can be extreme. JPMorgan, an investment bank, reckons that an increase of just 0.2 
percentage points in the borrowing costs of British banks such as Lloyds Banking Group and Royal Bank of 
Scotland would trim their earnings by 8-11% next year, assuming they could not immediately pass these 
costs on to customers.  

Fearsome as the prospects of sovereign default are, bankers also fret about the impact of avoiding one. In 
countries such as Portugal, Greece and Ireland, where big government deficits have to be cut back, loan 
growth is likely to decline and bad loans to increase as economies slow. Sovereign risk is out of the bottle. 
There is no easy way of putting it back in.  
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Debt sustainability  
 
Not so risk-free 
Feb 11th 2010  
From The Economist print edition 

 
 
Which countries have the biggest problems? 

MARKETS have suddenly woken up to the idea that not all government debt is risk-free. There is a long and 
not very honourable history of sovereign default, either explicitly or implicitly via inflation and currency 
depreciation. 

So which countries are in the biggest trouble? The ability of a government to honour its debt depends on a 
number of factors, in particular the size of the debt burden relative to GDP, the interest rate paid on that 
debt relative to the economy’s growth rate and the size of the government’s primary budget balance—the 
surplus, or deficit, before interest costs.  

If the interest rate paid on public debt is higher than the economy’s growth rate, the stock of government 
debt will rise as a share of GDP unless governments run a primary budget surplus. The bigger the stock of 
debt, the bigger that surplus needs to be. This arithmetic suggests that countries with big primary deficits, 
big debt stocks and a big gap between interest rates and growth are most vulnerable.  

This can be a self-fulfilling process. Investors will worry about governments’ ability to service their debt and 
will push up yields, making debt servicing even harder. The shorter the maturity of the debt, the quicker this 
problem will arise. And if the debt is denominated in a foreign currency or held largely by foreign creditors, 
then a debt crisis can be compounded by a currency crisis. 

  



 
The table shows the main sources of vulnerability for a range of OECD countries. The first column shows 
each country’s primary deficit or surplus adjusted for the economic cycle. The second column shows the 
OECD’s forecast for each country’s net debt-to-GDP ratio in 2010. The third column measures the gap 
between bond yields on debt of average maturity for each country and the OECD’s forecasts for growth in 
2010 and 2011. The bigger the negative number, the bigger the problem (although longer-dated debt tends 
to pay higher yields, so this measure may disadvantage countries which have less refinancing risk). The 
countries are ranked by adding together their relative league-table positions on these three measures, a 
rough gauge of the scale of their debt problems.  

The fourth column adds another source of risk—the average time to maturity of outstanding government 
debt. Countries with shorter maturities are more likely to face refinancing problems than those with longer 
ones. Two big borrowers stand out on this measure: America, for its short debt maturities, and Britain, 
which can draw some comfort from the lengthy duration of its debt. 

Countries that come out badly from the tables may not default, of course. Japan looks worrying on many 
measures, for example, but has long been able to fund itself by issuing government debt to domestic 
investors. America’s debt remains the sanctuary of choice when risk aversion rises. Some, like Ireland, have 
already taken tough decisions to get their finances under control. But as Greece and others are finding out, 
they will all face severe pressure from the markets to bring their deficits under control. And that may cause 
a political as well as a fiscal crisis.  
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Financial regulation in America  
 
Another fine mess 
Feb 11th 2010 | NEW YORK  
From The Economist print edition 

 
 
Bipartisan talks break down in the Senate as time gets tight 

WITH health-care reform stalled, the White House would dearly love to 
see Congress approve an overhaul of financial regulation. But as 
Washington, DC, struggles with snowstorms, a chill has descended on 
relations between Democrats and Republicans on the Senate Banking 
Committee, which has the job of shepherding through a mega-bill on 
financial reform, a version of which passed the House of 
Representatives in December. 

On February 5th Christopher Dodd (pictured left), the committee’s 
Democratic chairman, said he was giving up on two-month-old bilateral 
talks with its top Republican, Richard Shelby (pictured right), after 
reaching an “impasse”. Mr Dodd apparently called it a day after making 
several concessions but receiving little in return. The White House’s 
unexpected unveiling of a tax on bank liabilities and a ban on 
proprietary trading did not help matters, complicating discussions at a 
delicate time. The Democrats will now push ahead with their own bill in 
the hope of bringing the other party into the fold along the way. Having 
lost their Senate supermajority in an election in Massachusetts last month, they now need at least one 
Republican to back the bill, assuming all Democrats support it (and some are lukewarm). No Republicans 
voted for the House bill. 

The window for reaching a cross-party consensus is closing fast. As winter turns to spring, senators will 
begin to focus more on the November mid-term elections than on outstanding legislation. Mr Dodd may have 
little more than a month to get a deal before attention turns elsewhere. There is a “real chance” of the bill 
still being stuck in the Senate this time next year, thinks Tom Pax at Clifford Chance, a law firm. If it is, Mr 
Dodd’s successor on the committee—he retires this year—may try to break it into more digestible pieces. 

The main sticking-point is a new consumer-protection agency, which would write rules for products such as 
credit cards and mortgages. A key part of Barack Obama’s reform agenda (and of the House bill), this is 
opposed by banks and many Republicans. Mr Dodd has already given ground, agreeing to demote the body 
to a department within an existing regulatory agency or the Treasury. But he insists it should still have broad
autonomy. Mr Shelby argues that this could push banks to accommodate consumers at the expense of the 
banks’ safety and soundness. 

Optimists note that Messrs Dodd and Shelby have broken off talks before, only to resume them within 
weeks. And Mr Shelby is known for waiting until the last moment to make deals. Moreover, Mr Dodd may yet 
give more ground. Now that he has decided not to run for re-election, he sees financial reform as an issue 
that will help define his legacy. He is thus more determined than ever to pass a bill this year, perhaps even if 
it means making some gut-wrenching compromises.  

Even if a deal is reached in time, the Senate bill will need to be reconciled with the 1,279-page House 
version. Though the two have much in common, there are some important differences. The Senate bill would 
create a banking super-regulator. The House bill allows losses to be imposed on secured creditors of failing 
banks. It also calls for the industry to pre-fund the cost of winding down basket-cases; the Senate wants the 
money to be raised after the fact. Even if relations between Mr Dodd and Mr Shelby thaw, there would still 
be a long way to go.  
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Buttonwood  
 
Shaky foundations 
Feb 11th 2010  
From The Economist print edition 

 
 
The recovery in British house prices is built on sand 
 

 
FALLING house prices were the trigger for the financial crisis, so it should be good news that they have 
stabilised, in America and Britain at least. But the way they have stabilised still presents a bit of a puzzle. As 
Dhaval Joshi, an analyst at RAB Capital, points out, the fall in British economic output was greater and the 
subsequent recovery less vigorous than in America. But British house prices are up by 10% from their lows, 
while American homes are only 3% above the bottom despite energetic government support, including a 
homebuyers’ tax credit that has been extended until April. 

Mr Joshi sees the answer to this divergence in terms of supply. Between 2002 and 2006 American builders 
constructed 12m new homes while only 7m new households were formed. American homeowners are also 
much more likely to walk away from their debts because many mortgages are “non-recourse”, meaning that 
lenders cannot come after borrowers’ other assets. As a result, repossessions are much higher in America 
than in Britain: Capital Economics says that some 5m foreclosed homes will come onto the market over the 
next two years.  

In Britain, in contrast, the Council of Mortgage Lenders (CML) thinks that fewer than 50,000 homes were 
repossessed last year. And planning laws mean that the growth of new housing supply has been very 
limited. Throughout the past decade British household formation outpaced the construction of new homes. 
Thanks in part to lower unemployment rates than America, British homeowners are not being forced to 
offload their houses at fire-sale prices. So there has been steady upward pressure on those few properties 
on offer. 

Whatever the reasons, the differential nature of the rebound has opened a big valuation gap between the 
countries. Relative to incomes, American house prices are below their post-1968 average. They also look 
cheap relative to GDP per head. 

In Britain, house prices are overvalued. This shows up most starkly in the figures for first-time buyers, the 
plankton of the housing food-chain. Figures from the Nationwide Building Society show that the ratio of 
house prices to earnings for such buyers peaked at 5.4 in 2007. The ratio then fell as the housing market 
deteriorated, reaching 4.1 in the first quarter of 2009 before rebounding to 4.4 at the end of last year. But 
the record low for the ratio was 2.1, which was reached back in 1995. Indeed, the ratio did not even fall 
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back to its long-term average of 3.3 (the data was first compiled in 1983). 

Why, then, is there so much talk of affordability in the British market? The main reason is the fall in 
mortgage rates. Britons are much more likely to have variable-rate mortgages than Americans, so they have 
benefited more extensively from the sharp fall in short-term interest rates. According to the CML, the 
proportion of British incomes devoted to mortgage-interest payments fell by four percentage points over the 
12 months to November 2009.  

But now that rates are about as low as they can get, that boost to affordability cannot be repeated. Another 
key measure has already moved against borrowers. Lenders now require first-time buyers to put up a bigger 
deposit than was customary during the boom. In November the average deposit was 25%, compared with 
just 10% in 2007, according to CML figures. In cash terms this means a first-time buyer needs a deposit 
averaging around £34,000 ($53,000), up from around £15,000 three years ago. Some can raise this money 
from relatives, but only 36% of loans are now made to first-time buyers, down from 55% in the early 1990s.

The outlook for both markets is uncertain. American houses may look better value but the impact of 
continued foreclosures and the end of the tax credit may make a recovery hard to sustain. In Britain it is 
hard to see what can keep house prices above historical valuation levels. It surely cannot be expectations of 
rapid income growth. Taxes for high earners are going up in April and the new government (an election is 
expected in May) will have to focus on deficit reduction. Whether this is achieved by raising taxes or cutting 
spending (by laying off public-sector workers) may not matter much for disposable incomes. And if the 
deficit is not tackled, interest rates will rise as markets take fright. 

The relative lack of housing supply in Britain may explain some valuation premium relative to America—
around 7% on a price-to-GDP-per-head basis, calculates Mr Joshi. But the actual gap at the moment is more 
like 45%. In short, British house prices are still far too high. 
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Settling trade disputes  
 
When partners attack 
Feb 11th 2010  
From The Economist print edition 

 
 
China will test the WTO’s dispute-settlement system 

IN 2009 China overtook Germany to become the world’s largest exporter. 
Exactly half the trade disputes that were filed at the World Trade 
Organisation (WTO) last year involved China. These facts are not unrelated. 
As Pascal Lamy, the WTO’s chief, pointed out in January, the scope for trade 
friction increases as countries trade more. Disputes between China and other 
countries are only to be expected.  

Mr Lamy did not have to wait long for evidence to back up his claim. On 
February 8th China complained to the WTO about the European Union’s anti-
dumping duties on Chinese-made shoes. This latest fracas over footwear 
follows recent complaints by the Chinese about restrictions on its exports of 
steel fasteners, car tyres and poultry. Having initiated just two disputes 
between joining the WTO in 2001 and September 2008, China has 
complained to the WTO another five times since then. Marc Busch of 
Georgetown University in Washington, DC, says that China has moved from 
“learning by watching”, where it mainly observed others’ trade tussles, to 
being an active participant in formal dispute settlement. 

China’s increasing propensity to bring disputes to the WTO is part of a 
broader shift. Although the average number of formal disputes per year has 
fallen since 2001, this is principally because rich countries spend less time 
fighting each other. Between the WTO’s founding in 1995 and the end of 
2000, America and the EU initiated exactly half of the cases brought to the WTO. But between 2001 and 
2008 they brought only 27.2% of cases. Over half were initiated by developing countries. 

That emerging markets, whose share of world trade is growing, feel confident enough in the dispute-
settlement system to use it is welcome. The alternative—a series of escalating retaliations unconstrained by 
any rules—is far worse. The question is whether the WTO’s mechanisms are up to the task of defusing rising 
trade tensions with China.  

There are grounds for confidence. Unlike dispute settlement under the previous world trade regime, 
countries cannot simply brush away verdicts handed down by the WTO. If a country fails to comply with a 
ruling, the WTO can permit the complainant to hit back, for instance by restricting its adversary’s access to 
its own market. Crucially, even when it does give permission to strike back, the WTO limits the amount of 
retaliation based on the damage caused, preventing small skirmishes over a few million dollars of trade from 
becoming outright trade wars. Mr Busch points out that nearly 70% of disputes are settled by negotiation, 
presumably to the satisfaction of both parties. 

The credible threat of WTO-authorised retaliation also deters countries from using trade barriers that are 
likely to be challenged. Chad Bown, a trade economist at the World Bank, has found America was less likely 
to slap anti-dumping duties on trading partners who were themselves big markets for American exporters. 
This does point to one obvious problem with the system: an aggrieved country with too small a market 
credibly to threaten serious retaliation against a big country has limited leverage. Even if it has cause for 
complaint, such a country is unlikely to file a case. 

That ought not to be a big problem for China and America or the EU, which value each other’s markets. But 
Mr Bown argues that America or the EU may still find disputes with China tricky. Countries often threaten to 
target their retaliation against politically-sensitive products, hoping that their manufacturers will convince 
their own governments to change course. But this sort of strategy may be more difficult in a dispute with 
undemocratic China. Exports derived from subsidiaries of American-based multinationals are clearly not good 
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Shoes on the other foot



targets for retaliation. American consumers will be unhappy if disputes raise the prices of cheap Chinese 
exports. For its part, China may not import enough consumer goods to make its threats of retaliation 
credible. More disputes may be inevitable; resolving them successfully is not.  
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Financial psychology  
 
Fair dues 
Feb 11th 2010  
From The Economist print edition 

 
 
Employees sniff out unfairness when money is involved 

IF YOU can count your money you don’t have a billion dollars, opined Jean Paul Getty, an oil magnate. You 
may feel peeved for other reasons, too. A study published this month in the journal Psychological Science 
reveals that employees’ perceptions of how fairly they are being rewarded depend on whether they are 
getting bonuses in the form of goods or money. 

Sanford DeVoe of the University of Toronto and Sheena Iyengar of Columbia University asked 268 
participants to read a scenario about a manager handing out equal rewards to ten employees with vastly 
different performance records. In some scenarios the participants were told that the manager divided up 20 
boxes of chocolates or 20 extra days of holiday equally among employees. In others, they were told that the 
managers divided up $20,000 or $20,000-worth of credit-card reward points equally. Participants were 
asked to rate the fairness of the manager’s behaviour on a nine-point scale, where one was extremely unfair 
and nine was extremely fair. 

The researchers found these egalitarian tactics won average fairness values of 6.66 and 6.63 respectively for 
chocolates and extra holiday, but much lower average values of 5.46 and 5.93 for money and points, a 
statistically significant difference. This suggested to the authors that something about these rewards made 
people feel more strongly that they should reflect individual effort. 

To test this further, they ran a similar study on another 427 participants. This time they presented them with 
one of five scenarios involving credit-card reward points. Managers gave their differently performing 
employees equal amounts of points that could be used only on electronics, only on books, only on films, only 
on music, or on all four of these types of products. 

When points could be spent on only a single type of product, participants rated managers’ behaviour as 6.18 
on the fairness scale. But this number dropped to 5.56 when credit-card points could be spent on all four of 
the product types. The authors suggest that the exchangeability of currency invokes a market mindset. “This 
is one reason why cutting all workers’ hours equally, such as moving from a five-day to a four-day work 
week, can come off as a much fairer approach than making equal pay cuts across the board,” says Mr 
DeVoe.  
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Economics focus  
 
Mix message 
Feb 11th 2010  
From The Economist print edition 

 
 
Barack Obama’s advisers lay out some steps to a rebalanced economy. Others are out of his 
hands 
 

 
FEW things have frustrated Washington’s punditocracy more than the search for “Obamanomics”, a 
consistent set of principles that underpins Barack Obama’s thinking on the American economy. “We can’t 
afford another so-called economic ‘expansion’ like the one from the last decade…where prosperity was built 
on a housing bubble and financial speculation,” Mr Obama declared in his state-of-the-union address last 
month. Well, OK. But what, then, should the next expansion be like? It usually falls to a president’s Council 
of Economic Advisers to drape his pronouncements in respectable economics. Mr Obama’s council attempts 
to do just that in its annual “Economic Report of the President”, released on February 11th.  

In a nutshell, the report argues that it is not enough for the economy to start growing again. Rather, “the 
composition of spending needs to be reoriented.” That means smaller roles for consumption and housing, 
and bigger roles for saving, investment and exports. The report elegantly reframes much of Mr Obama’s 
domestic agenda as microeconomic nudges in the direction of this overall macroeconomic rebalancing.  

In the years leading up to the crisis soaring asset prices, financial innovations and low unemployment all 
encouraged Americans to spend more and save less. Their saving as a share of disposable income fell 
steadily from around 10% in the early 1980s to around 1%, while home-ownership rates and residential-
construction activity both outran levels justified by demography alone. Wealth, credit availability and 
unemployment have all now reversed. The report predicts consumption and home-building will be smaller 
shares of GDP while the personal-saving rate will stabilise at a higher equilibrium of between 4% and 7%. Mr 
Obama is pushing this process along by making retirement-saving plans more readily available and 
encouraging employers to increase employee contributions. The report does not say so, but the logical result 
of his financial reforms will be closer scrutiny of lending practices that will deprive marginal borrowers of 
credit. 

In place of consumption and housing, the report says, business investment will expand. Investment since 
the 2001 recession has been “abnormally low”. Two forces will reverse that. First, higher personal-saving 
rates and (more optimistically) a lower federal deficit will hold down long-term interest rates and the cost of 
capital. Second, the prospective return on investments will be buoyed by “promising technological 
developments”. 
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The administration thinks it can intensify the second force by funding more basic research. Private research 
and development (R&D) is hamstrung by uncertainty over the fate of an R&D tax credit, which at present 
must be renewed by Congress each year. Mr Obama proposes making it permanent. The backlogged Patent 
and Trademark Office can take up to four years to approve a patent application. Mr Obama has endorsed 
congressional plans to let it charge more to speed things up. The administration is telling federal agencies to 
track the results of the research they fund so that money is spent to maximum effect.  

The report argues that as personal savings rise and the federal deficit declines, America’s appetite for foreign 
savings will shrink. The current-account deficit, which topped 6% of GDP in 2006, will narrow in the long run 
to between 1% and 2% of GDP, where it stood in the mid-1990s. Aiding this shift is a boost to exports that 
the report predicts will be a natural consequence as other countries, especially in Asia, rebalance their own 
economies towards greater consumption and investment.  

In his state-of-the-union address Mr Obama called for a doubling of exports in five years. Achieving that is a 
stretch but the report nonetheless argues that the Export-Import Bank, which Mr Obama wants to increase 
its financing for smaller exporters, can help. More boldly, the report and Mr Obama’s speech suggest that 
the president has set aside his ambivalence about free trade and may soon take up stalled free-trade 
agreements with South Korea, Colombia and Panama. The report also argues that a more progressive tax 
system, expanded health care and worker retraining are better ways to respond to the inevitable disruptions 
trade brings than protectionism. (Some of this is contrived: increased health-care coverage may well soften 
the sting of jobs lost to freer trade, but that is not why Mr Obama is pursuing it.) 

 
The mercy of others 

Laudable as most of these microeconomic moves are, rebalancing depends crucially on two macroeconomic 
levers Mr Obama either cannot or will not touch: interest rates and the dollar. The council’s report frankly 
acknowledges that by draining national saving, the federal deficit, which will hit a record 10.6% of GDP this 
year, will hinder rebalancing. Yet it argues that tackling the deficit should wait until the “Federal Reserve…
has the tools to counteract” the fallout. That will not be for a while yet. The report says that even with 
interest rates at zero, monetary policy remains “unusually tight” because negative rates would be more 
appropriate. Put less diplomatically, this means unless the Fed drags its feet on raising rates, fiscal 
contraction risks choking the economy. But that is a decision for the Fed, not Mr Obama. 

A weaker dollar is also critical to rebalancing growth. Indeed, its decline to date correlates almost perfectly 
with the drop in the non-oil trade deficit since 2006, according to Martin Baily and Robert Lawrence, two 
economists at the Brookings Institution and Harvard University respectively. This is not, however, something 
America, as the world’s biggest debtor and the custodian of its reserve currency, can be seen to encourage. 
Nor is it solely America’s choice to make. The dollar is also captive to other countries’ exchange-rate policies 
and saving habits. As a result the “Economic Report of the President” is largely silent on the currency. Mr 
Obama seems to understand that the economy needs to rebalance. Whether it does may be out of his 
hands.  
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Tiny microphones provide a new way to eliminate background noise 
 

 
MANY of those who talk loudly into their mobile phones are just inconsiderate show-offs for whom no 
punishment is too evil. Sometimes, however, there is an excuse. Noise in the background can make it hard 
for your interlocutor to hear what you are saying. Raised voices are an inevitable consequence. 

Soon, though, this excuse will vanish. Thanks to advances in manufacturing techniques, which allow 
miniature mechanical components to be built into electronic chips, it is now possible to add better noise-
cancelling features to phones, and also to other products, such as the small “earbuds” used to listen to 
music players.  

The idea behind active noise-cancellation goes back to the 1950s. Sound is a pressure wave in the air. By 
making an identical but inverted version of that wave and playing it through a loudspeaker, peak should fall 
on trough, and trough on peak. The two waves should thus, in theory, cancel each other out—leaving 
silence.  

But the practice is hard. Unless the sources of the noise and the antinoise coincide, the wave patterns will 
not overlap properly and the effect will be lost. A good approximation to perfect overlap can, however, be 
made by playing the anti-noise as close to the ear as possible, so that the part of the noise which is actually 
doing the irritating, namely that going into the listener’s head, gets cancelled, even if the rest does not. The 
problem with this approach is that you have to pick up the incoming soundwave with a microphone, work out
in an instant what the antisoundwave needs to look like, and then get ahead of the original soundwave by 
sending a signal to a loudspeaker that will broadcast the antisoundwave at precisely the moment the 
soundwave arrives. 

 
Bose on 

In the 1980s Amar Bose, an electrical engineer at the Massachusetts Institute of Technology and founder of 
the audio company of that name, pulled off this trick for the first time by designing pilots’ headphones that 
reduce the noise of jet engines. Now, retail versions of such noise-cancelling headsets are a favourite with 
passengers, too, and the technology is spreading.
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The closer to the ear the microphone is located, the simpler the process becomes. For that, the smaller the 
microphone is, the better. Small mikes are easier to fit into earpieces, and recently they have been getting 
very small indeed. Jérémie Bouchaud and his colleagues at the German office of iSuppli, a market-research 
company that has been analysing the sector, are increasingly finding a new sort of tiny microphone in the 
products which they tear apart in order to identify manufacturing trends.  

These mikes use a technology known as MEMS (microelectromechanical systems). A silicon membrane is 
fabricated over a tiny cavity. This allows it to vibrate in sympathy with sound waves, like the diaphragm in a 
conventional microphone. The vibrations change the electrical properties of the device and this electrical 
signal is converted into an audio signal. One of the smallest MEMS microphones found by iSuppli is a device 
just over 1mm thick. It is fitted into the latest version of Apple’s ultra-slim iPod Nano to record sound for its 
video camera. 

One mike, however, is often not enough. Mr Bouchaud is finding more than one MEMS microphone inside 
ever more of the products he disassembles, and these extra mikes are often being used to add noise-
cancelling features. Two of the newest mobile phones, Google’s Nexus One and Motorola’s Droid, both use 
MEMS microphones in this way. Mr Bouchaud expects this feature will be incorporated into more products. 
Indeed, last year, Knowles Acoustics of Itasca, Illinois, which has been making MEMS microphones since 
2003, became the first manufacturer to have shipped a billion of the devices.  

Nokia has been working with Wolfson Microelectronics of Edinburgh to produce a wireless headset for mobile 
phones and music players that uses ten MEMS microphones: two to record speech and eight to cancel noise. 
Sony has new noise-cancelling earbud-type headphones that use MEMS technology. It claims these can 
eliminate more than 90% of background noise. The earbuds have three separate settings: one for planes, 
one for trains and buses, and one for general office hubbub. 

Other uses are emerging. Akustica, based in Pittsburgh, Pennsylvania, puts a MEMS microphone complete 
with the circuitry needed for digital output into a package less than 5mm square. Digital output helps protect 
against radio and electromagnetic interference, which can cause audio problems with microphones mounted 
on computer displays. It also allows for elaborate signal processing.  

Using more than one microphone improves sound quality. Microsoft, for example, has been developing 
software that takes advantage of the different times an acoustic wave arrives at each microphone in an 
array around the screen of a computer. By analysing these signals the software is able to make the array 
work like a directional microphone. In effect it turns an electronic ear towards someone who is speaking—
when communicating with Skype, say—and thus suppresses background noises. That should mean that 
there is no longer any reason for people to shout at their computers, either. 
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A land apart 
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Are the bugs in wild animals resistant to antibiotics? 

BACTERIA that are resistant to antibiotics are becoming disturbingly common 
in people. More worrying still is that the genes which confer this resistance 
are also showing up in bacteria found in other animals. When resistant 
bacteria hop between species, that can increase the rate of evolution and, 
over time (through the sharing of independently evolved traits) turn a mildly 
resistant bug that is merely a nuisance into a serious threat. 

This has left researchers wondering how resistant bacteria get into animals in 
the first place. One possibility is that genes for antibiotic-resistance circulate 
naturally in wild populations. Many antibiotics are, after all, derived from the 
natural defence mechanisms of other micro-organisms, so it is not 
unreasonable to think that antiantibiotics, too, are widespread in nature. 
Another possibility is that human antibiotic use has promoted the circulation 
of resistance genes to other species.  

Until recently, most of the studies that have looked at bacteria in such 
species have concentrated on domestic animals. But a team of biologists led 
by Trine Glad and Monica Sundset at the University of Tromso, in Norway, 
has now looked properly in the wild. In fact, they have gone just about as 
wild as it is possible to get, examining polar bears on the Arctic archipelago 
of Svalbard. They chose these bears because they neither interact with people nor prey on animals that 
spend any significant amount of time near human settlements. The team theorised that if the circulation of 
antibiotic-resistance genes was a natural phenomenon, they would find these genes even in this isolated 
population. If it was not natural, they reckoned the bears would carry few, if any, bacteria with such 
resistance. 

To carry out their analysis, they needed samples of faeces. Simply travelling to the icy plains of Svalbard, 
however, and searching for polar-bear droppings was not practical, because such droppings might have 
become contaminated after they had left the animal that produced them. Instead, the team were forced to 
search for bears by helicopter and tranquillise each one they found with a dart. Once a bear went down, they 
landed and collected a sample directly from its rectum.  

The team tested the bacteria that they found in samples from ten bears for the presence of blaTEM genes, 

which are known to encode resistance to a commonly used class of antibiotics that includes penicillins and 
cephalosporins. Cultures from the samples were grown on two sorts of media. One contained an antibiotic to 
which blaTEM confers resistance. The other, acting as a control, did not. The resulting colonies were then 

analysed to find out what strain of bug they had grown from. 

Ms Glad and Dr Sundset report, in BMC Microbiology, that they were able to isolate only four strains of 
bacteria that carried blaTEM genes. In previous work with bulls, horses and domestic pets, an average of 13 

strains of bacteria per species were found to be carrying blaTEM genes. In pigs, the number was 16. (In 

human hospital patients it is a staggering 40.) 

The discovery that animals in pristine environments have few bacteria with resistance genes makes it likely 
that much of the antibiotic resistance found in these other species is a result of human influence, rather than 
natural gene-circulation. 

Much, but perhaps not all. The bears are so isolated that Dr Sundset does not believe they could have picked 
up the resistant strains they do have from people. The only explanation she can offer is that there is indeed 
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a low natural level of antibiotic resistance in the bears’ bugs, a point that the team wants to look into next. 

All things considered, this is good news for epidemiologists. High levels of antibiotic resistance in remote 
environments would imply the existence of vast natural reservoirs of the genes for such resistance. Instead, 
these data (albeit based on only ten animals) do suggest that only those animals which are in close contact 
with people act as reservoirs.  
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Clothing could become a source of electrical power 

PERSONAL electronic devices are becoming smaller and more ubiquitous every day, but no one has yet 
managed to realise the dream of incorporating them seamlessly into clothing. Yi Cui and his colleagues at 
Stanford University may, however, have taken the first step: they have designed cloth that can transmit and 
store electricity. They achieved this trick by dipping the cloth into ink made of carbon nanotubes—cylindrical 
carbon molecules with excellent electrical properties.  

As Dr Cui explains in a recent issue of Nano Letters, when the ink dries, the nanotubes bind to the mesh of 
fibres in the fabric (it works for both cotton and polyester), making it conductive. The fabric remains flexible 
and retains its electrical properties even when stretched and folded. Laundering does not seem to affect its 
conductivity much either.  

Electrically conductive cloth is all very well, but the more interesting part of Dr Cui’s research is that he can 
use the new material to make something called a supercapacitor. This is a type of device that is being 
investigated for use in a range of industrial applications where traditional batteries are insufficient or 
inappropriate. 

A capacitor, super or otherwise, is made of two conductors separated by an insulator. If there is a voltage 
difference between these conductors, electric charge is stored. How big that charge is depends on the 
materials from which conductors and insulator are made, and also on their geometric configuration. 

By sandwiching a layer of ordinary fabric between two layers of fabric dipped in carbon-nanotube ink, Dr Cui 
found he could produce a combination that stored enough charge to qualify for the “super” epithet. The 
dipped-fabric layers act as the conductors while the undipped fabric forms the insulator. The resulting cloth 
not only stores a lot of charge, it also retains its ability to discharge and recharge itself over many cycles of 
charging and discharging. In fact, Dr Cui says, it is so good that it rivals the energy-storage capacity of the 
familiar lead-acid battery. 

At the moment, carbon nanotubes are expensive—about $100 a kilogram, though that amount would dye a 
lot of fabric. But manufacturers are scaling up production and Dr Cui expects the cost will fall to $20 a kilo. 
This would enable wearable capacitors to be made economically, he reckons. It is only a first step, of course. 
Designing useful circuitry that can be woven into cloth will be a far harder task. If that proves possible, 
though, it will just be a question of plugging your jacket into the mains to charge it up, and then boogying.  
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The study of living things may shed light on urban planning. And vice versa 
 

 
CITIES are often described as being alive. A nice metaphor, but does it mean anything? And, if it does, can 
town planners and biologists learn from one another? Steven Strogatz, a mathematician at Cornell 
University, wrote last year that Manhattan and a mouse might just be variations on a single structural 
theme. His point was that both are, in part, composed of networks for transporting stuff from one place to 
another. Roads, railways, water and gas mains, sewage pipes and electricity cables all move things around. 
So do the blood vessels of animals and the sap-carrying xylem and phloem of plants. How far can the 
analogy be pushed? 

Peter Dodds of the University of Vermont draws a particular analogy between the blood system and a 
suburban railway network. The commuter-rail system of a city ramifies from the centre. The farther out you 
go, the sparser it is. By analogy, Dr Dodds predicted, the network of capillaries (the tiny blood vessels that 
permeate tissues) would not be as dense in large animals (where many of them are far from the centre) as 
it is in small ones. They, too, branch ultimately from a central source—the heart. Surprisingly, no one had 
looked for this before, but in a paper published recently in Physical Review Letters Dr Dodds shows that this 
does indeed turn out to be the case. 

Dr Dodds’s calculations overthrow a 70-year-old rule of thumb which is known as the ¾ law of metabolism. 
This suggests energy expenditure is proportional to body mass raised to the power of three-quarters. That a 
mouse expends more energy per gram than an elephant does is well known. But Dr Dodds’s calculations 
show that metabolic rates must fall off faster than had previously been believed as animals get bigger 
because less glucose than thought is being transported by the smaller than predicted capillary network. The 
law needs to be adjusted to something more like two-thirds.  

Two other studies published in the same volume similarly overthrow conventional wisdom about plants. 
Traditionally, biologists have celebrated the trunk, branch and twig system of a tree as no accident. Many 
mathematical formulas have suggested it is the best, least wasteful way to design a distribution network. 
But the very end of such a network, the leaf, has a different architecture. Unlike the xylem and phloem, the 
veins in a leaf cross-link and loop. Francis Corson of Rockefeller University in New York used computer 
models to examine why these loops exist.  

From an evolutionary point of view, loops seem inefficient because of the redundancy inherent in a looped 
network. Dr Corson’s models show, however, that this inefficiency is true only if demand for water and the 
nutrients it contains is constant. By studying fluctuations in demand he discovered one purpose of the loops: 
they allow for a more nuanced delivery system. Flows can be rerouted through the network in response to 
local pressures in the environment, such as different evaporation rates in different parts of a leaf. 
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Another group of researchers at Rockefeller, led by Marcelo Magnasco, also examined vein-loops in leaves. 
They found that as well as improving efficiency, they also help to ameliorate damage. They discovered this 
by injecting fluorescent dye into leaves to see if the vein network could distribute the dye to all parts of a 
leaf that had been damaged. They found the loops are structured in such a way that no matter which piece 
of a leaf’s supply mechanism is disrupted, there is usually enough capacity in the rest to distribute water and 
nutrients. “It was very surprising,” Dr Magnasco observes. “The famous theorems that tell us that the 
optimal structure is a tree failed in a spectacular fashion.” 

The leaf, then, is a resilient distribution network—one whose principles could be applied to, say, electricity 
grids. Next time your power is cut off because a tree has fallen on the cable, remember that. 
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In “The calibration of destruction” (January 30th) we stated that “during the first Gulf war, in 1991, 
American warplanes had to drop an average of six 450kg satellite-guided bombs to destroy a tank or a small 
building.” In fact, those bombs were laser guided. The only satellite-guided munitions used in that war were 
cruise missiles. Sources differ on the effectiveness of the 450kg bombs, with some suggesting that an 
average of two or three were required to destroy a tank. A building, being a bigger, softer target, would 
require fewer.  
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Britain will be rent, not by class warfare, but by an age divide, a new book argues 
 

 
The Pinch: How the Baby Boomers Took their Children’s Future—and Why They Should Give it 
Back. By David Willetts. Atlantic; 314 pages; £18.99. Buy from Amazon.co.uk 

WITH a general election just a few months away, the class-war trumpets are sounding loud and clear in 
Britain. From the Labour ranks come tired jibes about Conservative policies designed on the playing fields of 
Eton. From the Conservative benches a more interesting proposition has appeared.  

In the worry about the shift of resources from the increasingly workless working class to the increasingly 
unleisured leisure class something new and important is being missed, says David Willetts, a Tory MP and 
one of his party’s relatively few acknowledged Deep Thinkers. It is the massive and crippling shift in 
resources to retiring baby-boomers from the slimmer generation coming after them. Britain is ever more 
divided by age.  

Altogether British people are worth about £7 trillion ($10.9 trillion). This can be divided roughly into £1.6 
trillion in personal financial assets (shares, savings), £3.7 trillion in housing (£2.5 trillion if you subtract 
mortgages) and £1.8 trillion in personal and company pension schemes. It is logical that older people should 
have accumulated more wealth than younger ones. But the proportions seem to be shifting sharply in favour 
of the older cohorts, especially those aged 55 to 65. 

Half the population are under 40 years old but they hold only about 15% of all financial assets. People under 
44 own, again, just 15% of owner-occupied housing. Comparing the financial and housing wealth of different 
age groups in 1995 and 2005 the Bank of England found that those aged 25 to 34 had seen their wealth fall, 
whereas those aged 55 to 64 had seen theirs triple. It helped that inflation was galloping when the older 
group was borrowing to buy homes, but slowed thereafter.  

If pensions are counted, the situation is even more skewed. Lushly funded final- salary schemes are now 
broadly closed to new members, in the private sector at least. Baby-boomers can chuck the day job at 60 or 
65 and head off into the perma-tanned sunset (they will probably prove freakishly long-lived), borrowing 
against the inflated value of their houses as they do so. Their children must slog on towards an infinitely 
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receding retirement age, squirrelling away money for their meagre defined-contribution pensions as a 
growing proportion of state spending is devoted to the needs of a massive generation of the elderly.  

Young people have little chance of building up similar wealth. They are struggling to get on the housing 
ladder, though close to a fifth of people between 50 and 59 years old own a second home. Jobs for the 
young were getting scarcer even before the crash. Yet more and more older people are working and earning 
more, relative to young workers, than before.  

On top of this, older baby-boomers have dodged two speeding bullets, leaving their descendants squarely in 
the line of fire. The first is the bill for bailing out the financial sector; the second, the effect of climate change 
on the cost of energy, water, flood-prevention and the like. Other countries have ageing populations, but the 
problem in Britain is especially acute. British baby-boomers tended to believe their houses were all the piggy 
bank they needed. They neglected to make other comparable savings or they borrowed against property to 
finance their old age. (One result of rock-bottom savings rates was that British banks, which did not have 
the same access to retail deposits as banks in other, more provident countries, got into trouble leaning 
heavily on the volatile wholesale markets for their cash.)  

Mr Willetts is not the only writer to worry about baby-boomers crashing through society like a flash flood. 
Nor is this his first take on it. But two things distinguish this book from other offerings.  

The first is the attempt to construct a logically compelling theory of self-interested altruism and reciprocity, 
enlisting anthropologists, Enlightenment philosophers and today’s game theorists to do so. There is an 
unvoiced contract that binds the generations. Parents look after their children, with a view to helping them 
do at least as well as they themselves have done, and grown-up children look after their parents, in the 
hope that their children will do the same for them one day. But there is now “a breakdown in the balance 
between the generations”, thanks to the colossal size of one of them. And it has brought social 
consequences as well as economic ones, including the disappearance of trust between unrelated adults and 
children and a long, messy transition to independence for young people today. 

The second reason to read this well-written book is the wealth of social detail that Mr Willetts, with his 
wonderful magpie mind, spreads before the reader. He looks, for example, to England’s historically smallish, 
nuclear families for an explanation of the country’s early adoption of markets and the rule of law. Weaving 
together birth rates and immigration policy, he has an ingenious explanation for why workers from Lodz 
flock to London, where housing costs are higher than almost anywhere else in the world, whereas workers 
from Liverpool on the whole do not. As society becomes more segregated by age, he points out, some 
council estates now have ratios of adults to hormone-heavy adolescent males more typical of violent Yemen 
or Somalia than of developed Western countries. He turns up statistics showing that most women, employed 
or not, spend more time caring for their young children now than they used to, and suggests that most 
people have become better parents (doing more for their own children) but worse citizens (doing less for 
others). The end notes alone are a feast.  

This is not a party-political book. It is, however, a polemic. Mr Willetts places a big bet on demography, 
giving short shrift to other factors affecting behaviour, such as technology and religion. This allows him to 
touch plausibly on many hot- button themes—the erosion of social capital, entrenched inequality and social 
immobility—but it stops short of a full explanation of them. He is also a little hard on the boomers, who 
have, after all, presided over economic growth, cloned sheep, become gay-friendly, spent a lot of time and 
money looking after their children and grandchildren, and who will not escape the current financial storm 
unscathed.  

In the end we are left with a question. Are the baby-boomers a lucky generation or a selfish one? Mr 
Willetts, born in 1956, is too prudent to answer categorically, but his arguments suggest that if nothing else 
they are certainly a careless one. Prolonged economic growth tends to make people assume that future 
generations too will grow richer, and hence to make less provision for them. Yet the Victorians built railways 
and city halls for their descendants in what was one of Britain’s most optimistic eras. And the boomers’ 
descendants may have more cash but they are also likely to face far higher costs. Mr Willetts cites, 
approvingly, the way some American Indian tribal councils used to take decisions in the light of how they 
would affect the next seven generations. In Britain, alas, it is painfully hard to see beyond the next election. 
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The Rule of Law. By Tom Bingham. Allen Lane; 213 pages; £20. Buy from 
Amazon.co.uk 

TOM BINGHAM holds that what has come to be known as the rule of law is 
“the nearest we are likely to approach to a universal secular religion”. The 
key word is “universal”. Nigel Lawson, Margaret Thatcher’s chancellor of the 
exchequer, once described the National Health Service (NHS) as being 
similarly important to the British, but as Barack Obama’s attempts to reform 
America’s health-care system demonstrate, the NHS is not the envy of the 
world. For most people who live under the rule of law its blessings can be 
clearer and less ambiguous even than those conferred by liberal democracy 
or free markets. 

Uniquely, Lord Bingham has held all three of Britain’s great judicial offices: 
Master of the Rolls, Lord Chief Justice and Senior Law Lord until his 
retirement in 2008. In recent times no British jurist other than Lord Denning has wielded more influence on 
the development of the law. In this short but important book, Lord Bingham begins by outlining the historical 
milestones (from the Magna Carta to the Universal Declaration of Human Rights, adopted in 1948) that have 
contributed to understanding what is meant by the rule of law and what he believes are eight essential 
principles that underpin it. 

Among these are the accessibility of the law, equality before the law, the right to a fair trial, the legal 
accountability of servants of the state and so on. Most of Lord Bingham’s eight principles are 
uncontroversial, although some will feel that, in defining his preference for a “thick” over a “thin” definition 
of the rule of law, he goes too far by including social injustices, such as a right to education, which he feels 
“no one living in a free democratic society…should be required to forgo”.  

However, it is when he gets to his final point, the requirement that states should regard their obligations 
under international law as no less forceful than those under national laws, that he really makes his mark. In 
a cool, but deadly dissection of the assault on the rule of law that was launched by the so-called “war on 
terror”, Lord Bingham deals first with the question of whether the allied invasion of Iraq was legal. He has no 
doubt that it was not. He argues persuasively that neither Security Council resolutions 678 nor 1441 could 
bear the weight that the British government was forced to place on them when confronted by the failure to 
obtain a further resolution explicitly authorising the use of force. One cannot help feeling that Tony Blair and 
Lord Goldsmith might have had a hotter time under examination by Lord Bingham than by the Chilcot panel. 

His greatest concern is the way in which the threat of terrorism has been used to justify the encroachment 
on civil liberties. Lord Bingham takes to task governments both in Britain and abroad who subvert the rule of 
law in the name of security, using Orwellian euphemisms such as control orders (house arrest without trial), 
extraordinary rendition (kidnapping) and enhanced interrogation techniques (torture). And he quotes 
Benjamin Franklin with approval: “He who would put security before liberty deserves neither.” 

Lord Bingham ends by asking what makes the difference between good and bad government. It is, of 
course, the rule of law. He concludes: “It remains an ideal, but an ideal worth striving for, in the interests of 
good government and peace, at home and in the world at large.” 
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The Making of African America: The Four Great Migrations. By Ira Berlin. Viking; 304 pages; $27.95. Buy 
from Amazon.com 

BARACK OBAMA’S election as president in 2008 was described as “historic”. But how does America’s first black 
president change black history? A clue lies in the president’s origins: Mr Obama is not just black but also the 
son of an immigrant. His parentage and step-parentage epitomise the complexities of the whole black American 
story.  

African-American history is often written as a story of progress. Taylor Branch’s three-volume account of the 
civil-rights movement, to cite a magisterial example, describes an uneven but inevitable climb to justice. This is 
a satisfying and reassuringly American story. By contrast, Ira Berlin, who is best known as a historian of 
slavery, sees black history as a story of movement. In vigorous prose he describes four great migrations: from 
Africa to the American coast, from the coastal south to the interior south, from the south to the north, and from 
the world to America. All of these movements were dislocating and painful. All unleashed creativity. And all 
shaped black life and culture. 

Although the first, forced, migration is the best-known, it was not the biggest. Some 400,000 Africans were 
transported to mainland North America in slave ships in the 17th and 18th centuries. Or, rather, thousands of 
Yorubas, Igbos and Wolofs were brought to America, where they became, simply, Africans. Deliberately mixed-
up to stymie communication and reduce the danger of revolt, these diverse peoples created a new culture 
rooted in Christianity. A few would carry it overseas. When former slaves arrived in the free colony of Sierra 
Leone they built houses in the American style and hectored native Africans about the sin of polygamy.  

Perhaps 1m blacks were forcibly transported from the coast to the Deep South in the early 19th century. The 
move was feared almost as much as the first migration, known as the Middle Passage. Nothing was more 
dreadful than the prospect of being sold away, particularly when it meant breaking up families. One desperate 
woman, faced with separation from her baby, threatened to destroy it on the spot. But most had no choice. The 
territory of Mississippi contained about 3,000 slaves at the beginning of the 19th century. By 1860 the state of 
Mississippi (a smaller area) had more than 400,000. 

When African-Americans acquired some control over their lives, they promptly moved again. In the 20th century 
some 6m left the south for the northern cities. America’s most rural ethnic group became its most urban. 
Although voluntary, this migration was tinged with regret. “Ain’t enough people I know left to give me a decent 
funeral,” complained one migrant on leaving Mississippi. A few argued that blacks ought not to move—that to 
leave their historical home would somehow dilute their nature.  

Arguments over history and authenticity would be honed further by the fourth great migration. The arrival of 
Dominicans, Haitians, Liberians and Somalis, to name a few, has transformed some of America’s cities. 
Immigrants and their children make up more than half of New York’s black population. Established African-
Americans have sometimes found common cause with the new arrivals, but resentments simmer. From the 
residents comes the familiar accusation that the immigrants are taking jobs. From some of the new arrivals 
comes the retort that the natives are shiftless and obsessed with past injustices. 

So, to the most famous example of the internationalisation of black America, the Kenya-descended Mr Obama. 
Some African-Americans and political rivals have questioned Mr Obama’s authenticity. “Barack is a person who 
read about the civil-rights protests and thinks he knows all about it,” sneered Bobby Rush, his opponent in a 
congressional race. Stanley Crouch, another commentator, wondered whether the senator was “really black”. 
Yet the outpouring of support for Mr Obama, and the delight at his inauguration, showed that most African-
Americans had few such reservations. Black history was being made, and they knew it.  
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Street Shadows. By Jerald Walker. Bantam; 240 pages; $25. Buy from 
Amazon.com 

AS A boy, Jerald Walker was a drug addict and a drop-out. “I wasn’t sure of 
much of anything,” he writes about his childhood in the projects on Chicago’s 
South Side, “only that I was out of coke and it was important to be drunk 
until I got some more.” Mr Walker grew up to be a gifted student who filled 
his parents and teachers with high hopes. Yet, as a boy, he was surrounded 
by kids who sought empowerment in crime. It was easier for him to succumb 
to the “urban undertow” than to be singled out for achievement.  

Mr Walker is now a professor of English at a state college in Massachusetts, 
far from the streets he used to haunt as a thug. He has written an inspiring 
book about wilfully redirecting his life. But this is also a larger story about 
racial self-consciousness. A generation removed from the civil-rights era, 
when the big battles have been won and America has a black president, Mr 
Walker considers the residual scuffles. Students in Iowa flinch when they see 
him; women sometimes clutch their handbags; security guards occasionally 
follow him in shops. “Silly, all of it,” he concedes, “confirmation that the 
bigotry my parents faced no longer exists.” Most of the time he can laugh it 
off, but not always. This is an insightful account of what it means to be black in America. 

Raised by loving parents, who happened to be blind and part of a religious cult, Mr Walker takes to drugs 
and delinquency guided by a big brother. After years of crime and poverty, he hits rock bottom when a 
friend is murdered. At 21 he decides to clean up his act. He goes back to school, where a creative-writing 
professor at a community college (white, kindly, ponytailed) ultimately changes his life. “What wonderful 
material you have,” he says of young Jerald’s autobiographical stories. Offering both financial and 
psychological support, he introduces him to the renowned Iowa Writers’ Workshop and suggests the life of a 
writer. Mr Walker works hard and is accepted. He also falls in love, gets married, and discovers that his life 
keeps moving forward, despite his expectation that he would die young.  

Mr Walker shifts between this aspirational narrative and the one that tugs him back. A chapter about a tense 
adult moment at a sushi restaurant is followed by a chapter in which he steals 40 typewriters and vandalises 
his school. The juxtaposition illustrates a fascinating range of lived experience and captures the way the past 
still haunts the author. His days of desperation are never so far away.  

His racial unease is palpable throughout the book, and informs most of his decisions. A particularly powerful 
chapter recalls a trip to Africa that Mr Walker expected would grant “a sense of belonging, a sense of place”. 
In fact, he and his wife are rejected as neither black nor white. “Why do you people call yourselves African-
Americans?” one man demands. “Do you know that you insult Africans when you say that you are one of 
us?” 

Later, Mr Walker concedes, “I am a racist.” Like a recovering alcoholic, he admits this frailty so that he can 
guard against it. But his confession, while brazen, is also redundant. As his book makes clear, racism of a 
sort—latent, systemic or otherwise—is a simple fact of life in America. Destiny is another matter. 
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A Compendium of Kisses. By Lana Citron. Beautiful Books; 183 pages; £9.99. Buy from Amazon.co.uk 

“LORD, I wonder what fool it was that first invented kissing?” That may be Jonathan Swift’s opinion, but 
Lana Citron has a more impassioned view. Philematology, the study of kissing, is the subject of her new 
book. An actress, stand-up comic and author of five novels, she is also devoted, she says, “to the spread of 
kisses”. 

This is no self-help guide or teenage fantasy, but a confident and knowledgeable offering filled with bite-
sized facts and anecdotes, and adorned with quotes from literary greats. Ms Citron explores the etymology 
of the word “kiss”, the anatomy of kissing, kissing throughout history, across cultures and in literature and 
art. In short, it’s a seductive Schott’s “Miscellany”. 

To kiss is common in the Western world but not so in other cultures. The Tsonga people of southern Africa 
find it repulsive, “They eat each other’s saliva and dirt!” Malay tribes and Inuits prefer to rub noses rather 
than join lips in an “olfactory kiss”. In Indonesia, kissing in public can invite a ten-year jail sentence. Ms 
Citron draws on familiar figures and events through the ages, and she is not afraid to strip away the 
sensuality. She cites scientific references reducing kissing to a movement of muscles, and talks of halitosis 
and gum disease which made the whole business less attractive in previous centuries. She covers biblical 
kissing, the French ban on la bise during the recent swine-flu scare, and much in between, such as Samuel 
Pepys’s wife discovering his illicit kiss with a maidservant, an account he perhaps should not have included in 
his diary. 

The most delightful section, however, is “Cultural Kisses”. Here Ms Citron has collected the efforts of poets, 
playwrights, artists and film-makers, from Marlowe to Madonna, who have immortalised the kiss. Pictures of 
the artworks described would enhance this section but Ms Citron’s animated prose helps readers to visualise 
Alfred Eisenstaedt’s cheeky Times Square kiss or Rodin’s sexual sculpture. 

Published to coincide with St Valentine’s Day, this essential compendium is an intellectual and indulgent 
treat—one to leave on the cistern or beside the bed. Every dip will prompt a smile, a shock or perhaps even 
a thrill. 
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A collection that’s well worth a visit 

IT IS rare to come upon a child prodigy in art collecting. At the age of eight, 
Frederik “Frits” Lugt pinned this notice to his door: “Museum Lutigis, open 
when the director is home”. Lugt had already catalogued his first collection. 
True, it was of unusual sea shells, but within two years the young Dutch boy 
was a regular in the Rijksmuseum print room and had acquired his first Old 
Master drawing. In his early teens he spent a year writing a biography of 
Rembrandt which he illustrated with his own copies of the works mentioned.  

Lugt came to believe that he would learn more by looking at and handling art 
than by reading about it. He abandoned secondary school for a job in an 
auction house. Yet he was always a scholar. His catalogue of collectors’ 
marks is still a classic.  

When war broke out in 1939 Lugt sent much of his collection to Switzerland 
for safekeeping. Eight years later he moved his family and his drawings to 
Paris where they remained. The collection continued to grow in depth and in 
breadth. A Rembrandt copy of a Mughal portrait of Shah Jahan inspired Lugt 
to find the original. This led to a collection of Indian miniatures. His 
conviction that art looks best in frames of the same period led to the 
acquisition of many historic specimens. But Old Master drawings were his first 
and enduring love. He started with the Dutch and branched out from there. 

In 1947, Lugt and his wife established the Fondation Custodia to keep the collection intact for future 
generations. He bought a property off the Boulevard St Germain to house it and arranged for one of its two 
handsome buildings to become the Dutch cultural centre in Paris, the Institut Néerlandais. When Lugt died in 
1970 at the age of 86, on Rembrandt’s birthday (July 15th), the foundation held 6,000 Old Master drawings, 
thousands of etchings and artists letters, as well as the miniatures and frames. It is well endowed and has 
continued to grow.  

It has always been a study collection, not a museum and is open only by appointment. Few non-specialists 
even know it exists. A selection of works was shown last year at the Frick Museum in New York. Now more 
than 90 French drawings from the 18th and 19th centuries have been put on show in Paris. Among these are 
a pair of poetic drawings by Claude Lorrain, “Sunrise” and “Evening Landscape”, and in the rooms displaying 
19th-century works hangs Etienne-Pierre-Théodore Rousseau’s charcoal sketch, “Queen Blanche’s Oak in the 
Forest of Fontainebleau”, which is nearly four feet tall.  

Among other works on view are drawings by Jean-Honoré Fragonard, Jean Auguste Dominique Ingres and 
Jean-François Millet. François Boucher’s “Standing Woman Seen from Behind”, a study in black, red and 
white chalk, is particularly captivating. The long-necked, informally dressed, young woman with casually 
upswept hair was clearly a coquette—or posed to portray one. She twists and dips, raising a ruffled skirt to 
reveal a dainty foot slipped into a backless shoe. The contrast with two drawings by Ferdinand-Victor-Eugène 
Delacroix is bracing. These brown- ink sketches, probably of panthers, were done quickly and pack a punch. 
One beast is seen in profile, the other racing away; both burst with frightening energy. Among drawings by 
less well known artists is an oil on paper by Louis Jean-Jacques Durameau which captures the hard and 
heavy labour of workers in a paper mill. But the sheets that really take the breath away are six lyrical 
drawings by Antoine Watteau, including the Turkish man (pictured). 

Lugt said he bought artists’ letters because each one enabled him to have “an important conversation”, with 
its author. This exhibition is like having a conversation with Lugt. One leaves with a head full of wonderful 
images, wishing for the conversation to resume soon. 

  

Frick Collection

Turkish delight



 
 

“De Watteau à Degas: Dessins Français de la Collection Frits Lugt” is at the Institut Néerlandais in Paris until April 11th 
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Sir Percy Cradock, ambassador to China, died on January 22nd, aged 86 

WHEN the registry filled up with smoke, and he realised the building was on fire, Percy Cradock knew it was 
time to leave. The date was August 22nd 1967. For months, both tension and noise had been gradually 
increasing. Drums, gongs and loudspeakers blaring revolutionary songs had made earplugs standard issue in 
the British Mission in Beijing. The diplomatic round had gone on much as normal; but dinner with the Danish 
chargé d’affaires, amid the gleam of silverware, had also featured scenes outside the window of people being 
dragged out of buses and beaten in the street. Now mobs of Red Guards were storming the mission as Mr 
Cradock, then political counsellor, and the rest of the staff retreated. There was only one thing for it. He 
raised his arms “in a generally reassuring way” and cried, “We’re coming out.” 

Some would call it surrender. Mr Cradock knew, on the contrary, that it was the only realistic response. 
Confrontation would be useless. Besides, having made that concession, he went no further. He was asked by 
the Guards, as they beat him round his back and shoulders, to cry “Long Live Chairman Mao!” He refused, 
“and fortunately the demand was not pressed.” Forced to bow his head in the ritual kowtow, he kept trying 
to raise it. He was asked afterwards why he could not make just one small gesture of obeisance. He replied, 
with that opaque courtesy beloved of both Chinese officials and Whitehall mandarins, that it could not be 
done.  

He was a figure who might have been at home in the Middle Kingdom, where professional scholar-officials, 
with the equivalent of his double starred firsts in English and law from Cambridge, kept the vast realm 
ticking like clockwork. Like them he was low-key but razor-sharp, happy to let ministers have their say first, 
but with an impish glint in his eye, or a slow steepling of his fingers, that showed he had instantly grasped 
the danger, or the absurdity, of a situation.  

His regret was that he could not always lead others to grasp it too; that they could not learn to see things 
from the Chinese point of view. “Know your enemy” was his motto, as well as the title of his book about a 
late stint as chairman of the Joint Intelligence Committee. But for the British governments he served from 
the 1960s to the 1990s, China was simply unfathomable. Even he—on his scattered tours of duty in 1962, 
1966-69, 1978-84 (as ambassador) and secretly thereafter—found the changes baffling. One decade 
uniformed crowds would be chanting to Mao as the red sun shining in their hearts; the next, “louche young 

  

Photoshot



men in T-shirts” proclaimed Deng Xiaoping’s drive to open and modernise. In one dispatch, in his literary 
way, he resorted to Auden to describe the fading of the Cultural Revolution in 1968: 

The vases crack, the ladies die,  
The Oracles are wrong:  
We suck our thumbs or sleep; the show  
Is gamey and too long. 

Beneath it all, however, he believed China preserved a self-sufficiency, secrecy and superiority that would 
not change, and had not done since Britain had been dismissed as “a handful of stones in the Western 
Ocean”.  

 
Giving up Hong Kong 

His fascination was first sparked by reading Arthur Waley’s translations from the Chinese at school. He 
stayed intrigued after years of meetings with Chinese leaders who smoked, spat or pickled themselves with 
mao-tai. A Beijing autumn, calm and golden, with persimmons hanging like lanterns in the trees, would 
enchant him. But the romance of China was soon eclipsed by the struggle to live, as a free-thinking 
foreigner, within the communist system. China was, he confessed, an addiction with him. But it was also “an 
acquired taste, much of it bitter”.  

The toughest episode—though also, in his view, a triumph—came in 1983-84, with the talks that arranged 
the return of Hong Kong to Chinese sovereignty. Sir Percy, as he now was, eschewed a showdown. Britain 
“had virtually no cards”; it was therefore essential to make a deal, while pressing for whatever freedoms 
could be salvaged. Margaret Thatcher, still fiery from the Falklands war, at first disagreed with him; popular 
newspapers talked of betrayal. Chris Patten, who became governor of Hong Kong in 1992, pressed 
democracy a good deal too much for Sir Percy, who knew it would unnecessarily upset the Chinese. He 
accused him, in Prospect magazine, of a “fatal miscalculation”.  

This was uncharacteristic. Sir Percy usually made his points, and got his way, stealthily and quietly. He 
would steal upstairs, when foreign-policy adviser at Number 10, to watch Wimbledon on television; he would 
travel incognito to Beijing, once to negotiate the new Hong Kong airport, and would be snapped pacing in 
the grounds of the Summer Palace, looking much like George Smiley. But he was provoked into open war 
with Mr Patten by his very hatred of confrontation. Dealing with China and its arcana imperii was a matter 
for professionals, not politicians. And his method was not surrender, though it might look as though he had 
put his hands up, or made a cringing kowtow to the Chinese. It was just, as he saw it, a nod in their 
direction, in a coolly realistic way.  
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It was a bumpy week for European bond markets. The yield on Greece’s 10-year bonds fell to 6.02% on 
February 10th, and the spread between those bonds and benchmark German bunds narrowed to 282 basis 
points, the lowest since January 19th, as hints from the European Union suggested that aid might be 
forthcoming if the Greek government stuck to plans to cut its budget deficit from 12.7% of GDP. The yield 
on bunds fell to 3.11% on February 5th, before rising to 3.20% on February 10th. 

In written testimony to Congress that provided the first outlines of the Federal Reserve’s exit strategy from 
its unconventional monetary policy, Ben Bernanke, the Fed’s chairman, said that he expected to consider 
raising the discount rate “before too long”, but that the Fed’s benchmark interest rate was likely to remain 
unchanged. He also said that the Fed might for some time use the rate paid on banks’ excess reserves held 
at the Fed, rather than the federal funds rate, as its main policy tool. 

America’s monthly trade deficit rose to $40.2 billion in December from $36.4 billion a month earlier. 
Imports rose by 4.8%, faster than exports, which grew by 3.3%. 

China’s exports on a customs basis grew by 21% in the twelve months to January. But its imports soared 
by 85.5% and its trade surplus shrank to $14.2 billion from $18.4 billion in December. According to the 
OECD’s latest economic survey of China, its current-account surplus will decline to 5.4% of GDP in 2010, 
from 11% in 2007 and 9.8% in 2008. 
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The flow of foreign direct investment (FDI) fell by 39% in 2009 to just over $1 trillion, from a shade under 
$1.7 trillion in 2008, according to the UN Conference on Trade and Development. All kinds of investment—
equity capital, reinvested earnings, and intra-company loans—were affected by the downturn. Rich countries 
saw FDI inflows plunge by 41%, and foreign investment into developing countries fell by more than a third. 
Not every country was badly hit. FDI into China, where economic growth remained robust, declined by only 
2.6%. Foreigners actually invested more in Germany and Italy last year than in 2008. Despite FDI plunging 
by 57% last year, America remained the world’s top investment destination. 
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