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Politics this week 
Oct 29th 2009  
From The Economist print edition 

 
 
More than 100 people were killed by a car bomb in a crowded market area in Peshawar, capital of 
Pakistan’s North-West Frontier Province. The attack coincided with a visit to Pakistan by Hillary Clinton, 
the American secretary of state, and with a continuing campaign by Pakistan’s army against Taliban 
militants in the tribal area of South Waziristan. The Taliban denied involvement in the bombing, but the 
government blames them for a series of attacks in October across Pakistan, in which more than 300 
people have been killed. See article 

Violence continued in Afghanistan as it prepared for a run-off on November 7th in its presidential 
election. The Taliban claimed responsibility for a gun attack on a guesthouse in Kabul in which at least 
eight people were killed, including five foreign United Nations employees. See article 

A train carrying some 1,200 passengers was held for six hours in the Indian state of West Bengal by a 
militia supported by Maoist Naxalite rebels. The militia had called a strike to protest against alleged 
atrocities by the police against local tribespeople. 

In the highest-level contact between the Chinese and American armed forces since 2006, General Xu 
Caihou met Robert Gates, America’s defence secretary, at the Pentagon. Mr Gates accepted an invitation 
to visit China. 

The Chinese government confirmed that two Tibetans had been executed for their part in anti-Chinese 
riots in Tibet in March 2008. Tibetan sources reported that another two had also been executed. 

A summit of the Association of South-East Asian Nations (ASEAN) and its regional partners took place 
in Hua Hin, Thailand. The meeting was overshadowed by a row between Thailand and Cambodia, which 
has offered sanctuary to Thaksin Shinawatra, an exiled former Thai prime minister. See article 

 
Peace seems a long way off 

Two car bombs exploded in the centre of Baghdad, the Iraqi capital, killing at 
least 155 people and wounding 700. It was the deadliest such attack in the 
country for two years; the Islamic State in Iraq, a group linked to al-Qaeda, 
claimed responsibility. Militants have launched several big attacks in recent 
months aimed at undermining the Shia-dominated government and disrupting 
elections planned for early next year. See article 

Hamas told Palestinians not to take part in elections called by Mahmoud Abbas, 
the Fatah president of the Palestinian Authority, for next year. Hamas, which 
controls the Gaza Strip, says Fatah, which controls the West Bank, acted without 
consulting it, and therefore did so illegally. The dispute deepens their divide.  

A high turnout was reported in Mozambique’s election, the country’s fourth since the end of a bloody 
civil war in 1992. The ruling party, Frelimo, is expected to win; official results will be released in a few 
weeks’ time.  

 
In, out, shake it all about 

The option of a government-run health-insurance scheme to compete with private insurers in America 
was revived when Harry Reid, the Senate majority leader, said he would include such a plan in the final 
bill, albeit with an opt-out clause for states. But Mr Reid will still have trouble mustering the necessary 
votes to support a “public option”, with Republicans and a smattering of Democrats remaining adamantly 
opposed. See article 

  

AFP



Barack Obama promised $3.4 billion for “smart grid” electricity projects, including the installation of a 
further 18m smart meters that help reduce electricity demand.  

 
Future and past 

José Mujica, a former guerrilla leader backed by Uruguay’s ruling soft-left Broad Front coalition, came 
first in a presidential election, but faces a run-off against Luis Lacalle, a conservative former president. 
Separately, Gregorio Álvarez, who ruled Uruguay for the last five years of its 1973-85 military 
dictatorship, was jailed for 25 years for his involvement in 37 murders by the regime. 

A report for Britain’s Treasury called on British tax havens, in overseas 
territories such as Bermuda and the Cayman Islands, and crown dependencies, 
such as Jersey, to diversify their revenue-raising base. There are fears that with 
the decline in financial services, external economic shocks might be catastrophic 
for some smaller territories. 

Juanita Castro, an exiled sister of Cuba’s Fidel and Raúl, revealed in her 
memoirs that she had collaborated with the CIA against her brothers’ regime 
from 1961, when she was still living on the island. 

Argentina indicated its willingness to negotiate with holders of $20 billion of 
bonds (on which it defaulted in 2001), who have refused to take part in a debt 
restructuring. If the deal goes through, it could restore Argentina’s access to global financial markets. See 
article 

 
Attendance required 

The prosecution opened its case against Radovan Karadzic at the start of his 
trial for war crimes before a tribunal in The Hague. The former Bosnian Serb 
leader stands accused on 11 charges, including genocide for the massacre of 
8,000 Muslim men at Srebrenica in 1995. He outraged his alleged victims by 
refusing to leave custody and attend the proceedings. 

Meanwhile, Biljana Plavsic, Mr Karadzic’s successor as Bosnian Serb leader, was 
granted early release from a Swedish prison where she was serving a sentence 
for her part in the persecution of Croats and Muslims during the Bosnian war. 
The current president of Bosnia cancelled a trip to Stockholm in protest. 

Angela Merkel was sworn in for a second term as Germany’s chancellor, as head of a new coalition made 
up of Mrs Merkel’s Christian Democrats and the liberal Free Democrats. See article 

The Czech Republic’s constitutional court deferred a hearing on the European Union’s Lisbon treaty until 
after this week’s EU summit. Vaclav Klaus, the Eurosceptic Czech president, said he will wait for the 
court’s decision before he puts his signature to the treaty, the last hurdle to its adoption. 

Jean-Claude Juncker, Luxembourg’s prime minister, entered the fray to be the EU’s new “president”, 
saying that Tony Blair was a divisive figure. Mr Blair’s candidacy also received a knock when David 
Cameron, leader of Britain’s Conservative Party, said he opposed it. 

 
 

Reuters

AFP
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Business this week 
Oct 29th 2009  
From The Economist print edition 

 
 
America’s GDP grew in the third quarter, the first time its economy has expanded in more than a year. 
Home resales jumped by 9.4% in September from August, the biggest rise in 26 years, as first- time 
buyers rushed to take advantage of a tax credit that is about to expire. But sales of new homes dropped 
unexpectedly, consumer confidence fell sharply and a number of polls showed Americans are still deeply 
concerned about the economy, particularly jobs. Stockmarkets have slipped from their recent bullish 
highs. 

Britain’s economy contracted by 0.4% in the third quarter, compared with the previous quarter, surprising 
most observers, who had expected the data to show that Britain had pulled out of recession. 

Norway raised its main interest rate by 25 basis points to 1.5%, the first country in Europe to lift rates 
since the height of the global financial crisis. Other European countries are not expected to follow soon; 
Norway’s huge oil revenues have cushioned it against the effects of a severe downturn. 

 
Downsizing 

ING announced plans to separate its banking and insurance operations and divest its American online-
banking arm. The moves hugely reduce the Dutch financial company’s balance-sheet and reverse its 
expansion drive of the past two decades. ING took the action amid talks between the Dutch government 
and the European Commission’s competition regulator, which wants to scale back banks that receive state 
aid. The scope of ING’s break-up, however, took most analysts by surprise. See article 

The European Commission later gave its approval to Northern Rock’s (less draconian) plan to split into a 
“good bank” for savers and a “bad bank” holding toxic assets; the British government nationalised the 
bank in 2008. But there was more speculation about the possible treatment of the much larger rescued 
banks, Lloyds Banking Group and Royal Bank of Scotland. See article 

Congressman Barney Frank unveiled long-awaited proposals (drafted with help from Treasury officials) 
that form the core of government efforts to reform the banking industry. Included in the legislation are 
new powers for the Federal Reserve to push undercapitalised banks towards bankruptcy protection and 
halt activities that threaten the soundness of a bank or the “financial stability of the United States”. 
Britain’s Financial Services Authority recently put forward its measures to rein in banks that are “too big to 
fail”.  

 
Talking the talk 

George Osborne, who is expected to be Britain’s chancellor if the Conservatives win an election next 
spring, called on banks in the City to issue equity instead of cash to pay for bonuses, a measure he said 
would free up money for lending that banks are hoarding to pay staff. In a speech, Mr Osborne did not 
rule out taking action to split up banks that have both retail and investment banking operations.  

It emerged that GMAC wants a third bail-out. The lender (the former financial-services arm of General 
Motors) would be the only company to have undergone a government “stress test” which is deemed to 
need more public money.  

 
Negative territory 

Private-sector lending in the euro zone decreased by 0.3% in September 
from a year earlier, the first such drop since comparable records began in 
1992. It caused fears that restricted credit will hamper recovery. 

  



More oil companies reported sharp falls in profit for the third quarter 
compared with a year earlier, mostly because of the steep decline in oil 
prices. 

Ford picked Geely, China’s biggest privately owned carmaker, as the 
preferred bidder for Volvo. Ford decided to put its Swedish brand up for 
sale last year and has since considered various offers. A deal with Geely, 
which is financing its bid with the help of state banks, is unlikely to be 
signed before the end of the year. See article 

Amazon’s share price shot up by 27% in a day after the online retailer 
delivered solid earnings and forecast a happy Christmas shopping season. 

The Campaign for a Commercial-Free Childhood, a pressure group, declared “victory” in getting Baby 
Einstein to offer refunds to parents who bought the company’s DVDs. The group complains there is no 
evidence the DVDs make babies smarter. Baby Einstein, part of Disney, denied claiming its products were 
educational and denounced the “smear campaign” against it. 

A survey of British employees by Morse, a technology firm, found that 57% of staff use Twitter, Facebook 
or other social-networking websites for personal use during office hours, sometimes divulging sensitive 
business information. The average worker spends almost one working week a year on such sites.  
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Astonishing falls in the fertility rate are bringing with them big benefits 
 

 
THOMAS MALTHUS first published his “Essay on the Principle of Population”, in which he forecast that 
population growth would outstrip the world’s food supply, in 1798. His timing was unfortunate, for 
something started happening around then which made nonsense of his ideas. As industrialisation swept 
through what is now the developed world, fertility fell sharply, first in France, then in Britain, then 
throughout Europe and America. When people got richer, families got smaller; and as families got smaller, 
people got richer. 

Now, something similar is happening in developing countries. Fertility is falling and families are shrinking 
in places— such as Brazil, Indonesia, and even parts of India—that people think of as teeming with 
children. As our briefing shows, the fertility rate of half the world is now 2.1 or less—the magic number 
that is consistent with a stable population and is usually called “the replacement rate of fertility”. 
Sometime between 2020 and 2050 the world’s fertility rate will fall below the global replacement rate. 

At a time when Malthusian worries are resurgent and people fear the consequences for an overcrowded 
planet, the decline in fertility is surprising and somewhat reassuring. It means that worries about a 
population explosion are themselves being exploded—and it carries a lesson about how to solve the 
problems of climate change. 

 
Worth a bundle 

Today’s fall in fertility is both very large and very fast. Poor countries are racing through the same 
demographic transition as rich ones, starting at an earlier stage of development and moving more quickly. 
The transition from a rate of five to that of two, which took 130 years to happen in Britain—from 1800 to 
1930—took just 20 years—from 1965 to 1985—in South Korea. Mothers in developing countries today can 
expect to have three children. Their mothers had six. In some countries the speed of decline in the fertility 
rate has been astonishing. In Iran, it dropped from seven in 1984 to 1.9 in 2006—and to just 1.5 in 
Tehran. That is about as fast as social change can happen. 

Falling fertility in poor and middle-income societies is a boon in and of itself. It means that, for the first 
time, the majority of mothers are having the number of children they want, which seems to be—as best 
one can judge—two. (China is an exception: its fall in fertility has been coerced.) 
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It is also a boon in what it represents, which is greater security for billions of vulnerable people. 
Subsistence farmers, who live off their harvest and risk falling victim to rapine or drought, can depend 
only on themselves and their children. For them, a family of eight may be the only insurance against 
disaster. But for the new middle classes of China, India or Brazil, with factory jobs, cars and bank 
accounts, the problems of extreme insecurity lie in the past. For them, a child may be a joy, a liability or 
an accident—but not an insurance policy. 

And falling fertility is a boon for what it makes possible, which is economic growth. Demography used to 
be thought of as neutral for growth. But that was because, until the 1990s, there were few developing 
countries with records of declining fertility and rising incomes. Now there are dozens and they show that 
as countries move from large families and poverty into wealth and ageing they pass through a Goldilocks 
period: a generation or two in which fertility is neither too high nor too low and in which there are few 
dependent children, few dependent grandparents—and a bulge of adults in the middle who, if conditions 
are right, make the factories hum. For countries in demographic transition, the fall to replacement fertility 
is a unique and precious opportunity.  

 
Another inconvenient truth 

Nonsense, say Malthus’s heirs. All this misses the point: there are too many people for the Earth’s fragile 
ecosystems. It is time to stop—and ideally reverse—the population increase. To celebrate falling fertility is 
like congratulating the captain of the Titanic on heading towards the iceberg more slowly.  

The Malthusians are right that the world’s population is still increasing and can do a lot more 
environmental damage before it peaks at just over 9 billion in 2050. That will certainly be the case if poor, 
fast-growing countries follow the economic trajectories of those in the rich world. The poorest Africans and 
Asians produce 0.1 tonnes of CO2 each a year, compared with 20 tonnes for each American. Growth is 

helping hundreds of millions to escape grinding poverty. But if the poor copy the pattern of wealth 
creation that made Europe and America rich, they will eat up as many resources as the Americans do, 
with grim consequences for the planet. What’s more, the parts of the world where populations are growing 
fastest are also those most vulnerable to climate change, and a rising population will exacerbate the 
consequences of global warming—water shortages, mass migration, declining food yields.  

In principle, there are three ways of limiting human environmental impacts: through population policy, 
technology and governance. The first of those does not offer much scope. Population growth is already 
slowing almost as fast as it naturally could. Easier access to family planning, especially in Africa, could 
probably lower its expected peak from around 9 billion to perhaps 8.5 billion. Only Chinese-style coercion 
would bring it down much below that; and forcing poor people to have fewer children than they want 
because the rich consume too many of the world’s resources would be immoral. 

If population policy can do little more to alleviate environmental damage, then the human race will have 
to rely on technology and governance to shift the world’s economy towards cleaner growth. Mankind 
needs to develop more and cheaper technologies that can enable people to enjoy the fruits of economic 
growth without destroying the planet’s natural capital. That’s not going to happen unless governments 
both use carbon pricing and other policies to encourage investment in those technologies and constrain 
the damage that economic development does to biodiversity. 

Falling fertility may be making poor people’s lives better, but it cannot save the Earth. That lies in our own 
hands. 
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Even society’s worst offenders should not lose the vote when they lose their liberty 
 

 
MOST rich democracies spend a lot of time and money trying to convince more people to exercise their 
right to vote. So it might seem strange that some of the same countries take some trouble preventing 
thousands of citizens from going to the polls. In 48 American states and seven European countries, 
including Britain, prisoners are forbidden from voting in elections. Many more countries impose partial 
voting bans (applying only to prisoners serving long sentences, for instance). And in ten American states 
some criminals are stripped of the vote for life, even after their release. 

There is scant public sympathy for characters such as Peter Chester, a British child-killer whose bid to use 
human-rights legislation to win the right to vote from his cell was rejected on October 28th (see article). 
But voting should not require a character test. The punishment of monsters such as Mr Chester consists of 
the prolonged deprivation of liberty. Withdrawing the vote from them only hammers home what they 
already believe: that normal social rules do not apply to them. 

 
The antisocial contract 

Liberty is by no means the only right to be squeezed in jail, where second-order freedoms such as the 
right to privacy, to family life and so on inevitably take a battering. To some, the right to vote belongs in 
this category of minor, unavoidable privations. But it is neither. Those who believe in democracy ought to 
place the freedom to vote near the top of any list, and consider its removal a serious additional sanction. 
And losing the ability to vote is no longer a practical consequence of imprisonment, as it may once have 
been. Voting by proxy or post is easy nowadays; indeed, prisoners awaiting trial in jail (who are not 
banned from voting in most countries) do so already. 

These changes point up the fact that the withdrawal of the franchise is often a hangover of history rather 
than a carefully thought out sanction. Take Britain, where the ban dates back to 1870 and makes little 
sense whichever side of the argument one is on. Prisoners may vote if they are doing time for non-
payment of fines or, strangely, contempt of court. Those serving the new sentence of “intermittent 
custody” (which means prison on some days and home on others) may vote if the election falls on a day 
when they are outside, but not if they happen to be locked up. Prisoners who have done their time but 
remain banged up for reasons of public protection are still forbidden from voting even though the punitive 
part of their sentence is over. It is all too obviously a system based on habit rather than principle. 

The principles retrospectively volunteered are wrong anyway. Some say that withdrawing the right to vote 
teaches jailbirds that if they don’t play by society’s rules they cannot expect a hand in making them. But it 
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has yet to be shown that withholding the vote is an effective deterrent against offending. If anything, it is 
likely to militate against prisoners’ rehabilitation. One of the aims of imprisonment is to give miscreants a 
shove in the right direction, through job-training, Jesus or whatever does the trick. Allowing prisoners to 
vote will not magically reconnect them with society, but it will probably do more good than excluding 
them. 

Serving prisoners are not numerous enough to swing many elections. But once a government uses 
disenfranchisement as a sanction, it is tempted to take things further. Consider those American states 
where the suspension of prisoners’ votes has morphed into a lifelong ban: in Republican-controlled Florida, 
for instance, nearly a third of black men cannot vote—enough to have swung the 2000 presidential 
election. Even those who don’t care much about prisoners’ rights should be wary of elected officials 
exercising too much say over who makes up the electorate.  
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Why privatisation is the best way to protect postal services as letters die out 
 

 
“THE post office is a wonderful establishment!” exclaims Jane Fairfax in Jane Austen’s “Emma”. “The 
regularity and dispatch of it! If one thinks of all that it has to do, and all that it does so well, it is really 
astonishing!” She would be far less impressed by Britain’s Royal Mail today, as it prepares for a second 
strike in protest against much-needed modernisation.  

The root cause of the strike is the impact of new communications technology on the postal business. For 
ladies in distress and businesses all over the world, e-mail, websites, text messages and social-networking 
services have replaced paper; and recession has accelerated the trend (see article). From India to Finland 
to America, postmen have fewer letters to deliver, meaning sharply lower profits or even losses for postal 
services. In the year to March 2008 India Post handled 6 billion pieces of ordinary post, down from over 
15 billion at the start of the decade. First-class letters dropped by 9% in the first half of this year at 
Finland’s Itella; junk mail fell by 16%. America’s postal service is in crisis as volumes fall. It is expecting a 
third consecutive annual loss this year, after losing $2.8 billion in the year to September 2008. 

With technology undermining the old monopolies that postal services used to enjoy, the obvious answer is 
to privatise them and let them sink or swim. But the post is not just another business knocked sideways 
by the internet. Post offices unite communities and the postal service connects remote regions to the 
centre, so voters are uncomfortable with radical change.  

On October 28th Japan’s new government replaced the leadership of Japan Post, as part of its reversal of 
the previous government’s decision to privatise the group. The new government plans to reunite the 
financial services, delivery and post-office activities as a way to subsidise lossmaking outlets in rural 
areas. In France, where a popular left-wing politician, Olivier Besancenot, also happens to be a postman, 
an anti-privatisation group has successfully drummed up opposition to a proposed change to the legal 
status of La Poste that could open the door to privatisation. Even in Britain, home of privatisation, the 
government has abandoned its plan to bring in a private minority shareholder for the Royal Mail. 

 
The cheque’s in the post 

Opponents of privatisation say that state ownership is essential to protecting postal services. Experience 
suggests otherwise. Governments have, for the most part, run their postal services shockingly badly, 
siphoning off cash, holding back modernisation and undermining sensible business strategies by blocking 
moves to increase flexibility. In the 1990s the Royal Mail was a model modern post office. French and 
German postal executives used to visit and learn, and it profited from selling its know-how around the 
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world. Today, starved of the investment in automation it so badly needed, the Royal Mail is 40% less 
efficient than its local competitors. Government-owned La Poste, too, lags in profitability and speed of 
delivery, though France’s size and population density plays a part too. 

Private postal operators are, by and large, better positioned to cope with falling demand than state-owned 
operators are. Deutsche Post and the Netherlands’ TNT Post, which have both been privatised, have 
diversified into parcels and express deliveries and are as efficient as postal services get. Belgian Post, in 
which CVC Capital Partners, a private-equity firm, took a large stake in 2006, has also sharpened up its 
performance. Until the British government’s U-turn in July, CVC and TNT Post were competing to come in 
as the Royal Mail’s private partner. 

Opponents of selling off postal services say that private-sector owners will bleed them for profit rather 
than investing in their future. That’s not what’s happened at Deutsche Post, TNT Post and Belgian Post. 
They have invested for the long term—the first in acquisitions at home and abroad, the second in far-flung 
foreign expansion and the third in automation. 

Politicians think that post offices need to be protected from change; but they need more of it, not less. 
When their business model is collapsing, they need the freedom to invent a new one. Government 
ownership will restrict their liberty, and lead to deepening losses and, in the end, taxpayer bail-outs. 
Pressure from private shareholders, in contrast, could push postal bosses to drop expensive services that 
carry comparatively little benefit for customers, such as next-day delivery for business. If voters want 
services such as delivery to remote regions, then governments can pay for them.  

Jane Austen’s Mr Knightley had the right idea about postal services: “The public pays”, he told Miss 
Fairfax, “and must be served well.” Privatisation is the best way to ensure that the public does not, 
instead, end up serving the post office.  
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If food companies want to claim that their products have health benefits, they must provide 
solid evidence 
 

 
THE shelves of every supermarket are packed with probiotic yogurts that can supposedly ease 
constipation and fend off infections, butter substitutes that claim to reduce cholesterol, tomato extracts 
said to keep skin looking young while warding off cancer, infant cereals enhanced with micronutrients 
essential for development, and so on. Food companies have taken to trumpeting the supposed health and 
nutritional benefits of their products for obvious reasons. Such products may appeal both to health-
conscious buyers and to people who know they eat unhealthily, but hope that some vitamins here and 
some probiotics there might compensate for the junk. Best of all, from the food companies’ point of view, 
these “functional foods”, which blur the line between foods and drugs, hold out the promise of higher 
margins and faster growth. In western Europe sales of functional foods grew by 10.2% a year between 
2004 and 2007, for example, whereas sales of packaged food grew by 6.3%. That is why Nestlé, the 
world’s biggest food company, is making a big bet on functional foods as a source of future growth (see 
article). 

All this has attracted the attention of regulators on both sides of the Atlantic. They are concerned that 
some of these health claims may be misleading or unsupported by evidence, and are tightening the rules. 
On October 20th America’s Food and Drug Administration (FDA) said it would overhaul the rules for 
nutritional claims on food labels and issue new standards early next year. It has already rebuked General 
Mills, the maker of Cheerios, a popular breakfast cereal, for claiming that it is “clinically proven to lower 
cholesterol”. The European Food Safety Authority is also cracking down, requiring companies to back up 
health and nutrition claims with scientific studies (see article). Hundreds of applications submitted to its 
scientific panel have just been turned down. The panel has decided that there is not enough evidence to 
claim that, for instance, heather helps you sleep, dried cocoa extract helps you lose weight, quinoa makes 
your hair grow and Jerusalem artichokes make your gut healthy. 

Many in the industry are howling that these rules are heavy-handed, given that most of their products are 
perfectly safe and that some health claims go back decades or more. Demanding expensive studies to 
justify such claims will stifle innovation, they argue, and tilt the playing field against smaller firms, which 
will be unable to afford them. Surely, they say, firms that find profit in adding iron, iodine, zinc and 
vitamins to their products, or cutting levels of high-fructose corn syrup or saturated fat, ought to be 
applauded, not denounced. Many food brands started off as a means of reassuring customers that 
products were trustworthy. The desire to defend their brands gives food firms a strong incentive to ensure 
that their products are safe. 

But food companies are now claiming that their products provide specific benefits—not merely that they 
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are safe to eat. Ordinary folk cannot tell whether health claims made by food marketers are scientifically 
valid, so there is a case for regulatory scrutiny of such claims. And even though it is difficult to imagine 
someone being harmed by eating too much breakfast cereal or yogurt, say, there is a risk of harm if 
health claims made about functional foods encourage people to see them as substitutes for drugs or 
lifestyle changes they may need. A few helpings of vegetables will do more good than any probiotic 
yogurt. 

A lesson from the drugs industry is that industry-funded studies have a clear tendency to produce results 
that please their sponsors. So food companies should have to register all studies and publish even those 
with unfavourable results. Clear guidelines on labelling are also important. To its credit, the FDA recently 
proposed rules that would force food companies to publish all the important components of their products 
on the front of their packages, rather than picking out the healthy ones and keeping quiet about the fat, 
salt and sugar. 

 
Hard to swallow 

The industry’s claim that greater scrutiny will kill innovation is off the mark. Those firms making 
misleading claims will suffer; those prepared to invest in proper scientific studies to back up their 
supposed breakthroughs will benefit. And in pharmaceuticals, smaller firms seem to be more innovative 
than bigger ones. If food companies wish to make the sorts of claims about their products that 
pharmaceutical companies do, they must be prepared to submit to similar scrutiny. Extraordinary claims, 
after all, require extraordinary evidence.  
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What India can learn from Brazil about controlling capital flows 
 

 
IN INDIA, drought sometimes turns to deluge. This summer the country suffered its worst monsoon since 
1972, which left half its rural districts parched, followed swiftly by floods that inundated two states. In 
recent years India’s economic policymakers have confronted a similar phenomenon. A once-sheltered 
economy is now increasingly open to foreign capital, which rained down on the country in 2007, only to 
evaporate last year. The rains are now returning: foreigners have invested $13.8 billion in India’s 
stockmarkets since April, having withdrawn $8.6 billion over the same period last year. The Sensex, 
India’s most widely watched stockmarket index, has surged by almost 100% since its March lows. On 
October 27th the Reserve Bank of India (RBI) held its key policy rate at 4.75%, even though it is anxious 
about rising inflation. It is wary of attracting even more money from foreign investors, who are looking for 
high returns in a world of meagre yields.  

India’s discomfort (see article) is widely shared. Less than a year ago policymakers in emerging 
economies fretted about capital flight. Their currencies and reserves were falling as foreigners tried to 
raise cash by ditching whatever assets they could sell. Several governments queued up for emergency 
loans from the IMF or a currency swap with the Federal Reserve. Now they are worried about capital 
flowing in the opposite direction. On October 20th Brazil imposed a 2% tax on foreign purchases of 
equities and debt. Investors are now looking around to see who might follow suit. 

Many emerging economies are reluctant to impose such controls. They fear such an infringement on 
economic freedoms will cast doubt on their commitment to market-friendly policies. Brazil seems almost 
apologetic about its taxes, which it insists are meant only to prevent excesses. India, by contrast, is less 
bashful about these things. It is proud of its “carefully calibrated” easing of capital restrictions over the 
past 18 years. It has no need to impose a tax on foreign investment in bonds, because such purchases are 
still banned beyond a fixed amount. Indian firms can raise money abroad, but the RBI sets limits on the 
amounts, rates and purposes of this borrowing. Foreign-direct investment (FDI) is welcomed 
enthusiastically, except in some industries, where it is spurned as an alien intrusion on the Indian way of 
life. 

Having avoided the Asian financial crisis in the 1990s and escaped the worst effects of the most recent 
meltdown, India’s cautious liberalisers feel they have won the argument this time around. It is hard to 
disagree. It is a pity emerging economies cannot enjoy a shortcut to prosperity by importing capital 
reliably from abroad; it is a pity they must rely so heavily on their own savings to finance their urgent 
investment needs; it is a pity, in short, that the liberal case for the free movement of capital faltered. But 
falter it did. If the Asian financial crisis was not enough to give pause, eastern Europe’s present travails 
should. Yet there are better and worse ways to impose capital controls to avoid inflating bubbles or 
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becoming overdependent on foreign lenders—and India’s are worse. 

 
Keep it simple 

For starters, they are needlessly complex, because India’s policymakers like to retain as much room for 
manoeuvre as possible. They police capital flows by banning some trades, imposing quotas on others, 
lifting a price control here or tightening a registration requirement there. This makes life needlessly 
difficult for foreign investors. The rules are hard to interpret and changes are impossible to predict. One 
private-equity fund and its investors reckon this confusion and ambiguity cost them $8m in lawyers’ fees. 
This accomplishes the policymakers’ aim of deterring foreign capital, but not quite in the way they 
intended. By raising the cost of doing business, the regulatory thicket acts as an implicit tax on investing 
in India. Its policymakers could achieve the same effect through simple rules and explicit taxes. The $8m 
that is now spent on lawyers could be given to the Indian government instead.  

Brazilian taxes are not the only way to put a price on inflows. Another, in a similar spirit, is to auction the 
right to borrow abroad. That would allow the RBI to set an overall cap on foreign fundraising, while letting 
borrowers themselves decide how much extra they are willing to pay for the privilege. Ministries which still 
impose an FDI ceiling on the industries they oversee should also abandon them. Few are justified. Why, 
for example, does India permit 100% FDI in the manufacture of hazardous chemicals and industrial 
explosives, but 74% in telecoms, 26% in insurance and none at all in supermarkets? 

India must learn to live with foreign capital eventually, as its regulators freely admit. Some capital 
controls may help. But its current rules seem less like stepping stones to a more open future than relics of 
its shuttered past.  
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Unfortunately, a government-run insurance policy is on the table again 
 

 
THOUGH you would be forgiven for thinking otherwise, around half of all Americans get their health care 
courtesy of the government. There is Medicare, which provides for the elderly; Medicaid, which looks after 
the poorest; and a big federal programme that covers children in most of the country’s worse-off families. 
To their numbers must be added tens of millions of government employees, from the president and the 
members of Congress down to teachers, firemen, soldiers and veterans. The actual provision of health 
services, in hospitals, diagnostic labs and doctors’ surgeries is, with a few exceptions (veterans have a 
NHS-like network of their own), carried out by the private sector. But the government pays the bills. 

So what on earth could be wrong with extending this system in the shape of a “public plan” that might 
offer cover to those who currently lack insurance, or who are obliged to buy costly plans on the open 
market, or who are unhappy with the plans their employer offers them? To be sure, it would be a big step 
in the direction of “socialist health care” as practised in the rest of the developed world. But, given that 
most of those countries get decent care for a lot less than America pays, that might be no bad thing. And 
anyway, the land of the rugged individual is halfway there already. 

Until this week, the question of a public plan looked as though it might sink Barack Obama’s bold hopes of 
reforming health. The House of Representatives, which leans further left than the Senate, has been 
adamant that it would not pass any health-reform bill that did not include a public plan, while the only bill 
that seemed likely to emerge from the Senate was one that pointedly excluded this feature. But this week, 
Harry Reid, the majority leader of the Senate, said that he may have the 60 votes necessary to pass a 
version of the health-reform bill that includes some form of public plan.  

A public plan may, therefore, now be politically viable again. But that does not make it good policy, and 
there are several reasons to think it isn’t. First, it is not necessary. The purpose of a public plan is to 
expand coverage to the uninsured. But the system of insurance exchanges and generous subsidies that 
both Republicans and Democrats broadly agree on ought to do that. If in five years, say, the market has 
not responded by creating adequate low-cost plans in particular states, it might then, and only then, be 
right to introduce government versions. For while public plans could do some good, in the context of 
America’s health system they could also do damage. 

A public plan is likely to damage competition. A government insurer has some big advantages over a 
private one; its financing costs would be lower because the government can borrow cheaply; it would not 
have to worry too much about future liabilities since it could never go bust; and its economies of scale 
would be larger than those of the competition. Those using the public plan would benefit in the short term, 
but the scheme might very well squeeze private insurers out of business, which would be bad news for the 
other half of Americans that have them—and, according to opinion polls, are generally happy about that. 
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It’s all about cost 

The next big problem is that a public plan will not do anything to drive down the overall cost of healthcare. 
Current government programmes like Medicare have not done much better than private ones in resisting 
cost inflation, even though the government sets the rates at which it pays out. What is needed, as The 
Economist has repeatedly argued, is a fierce assault on the distortions that keep health costs so high, not 
the shifting of a large unreformed lump of spending from the private to the public sector. So far, there 
have been precious few moves in that direction. This means that a public plan will be expensive—either 
for the government or for private policy holders. If doctors and hospitals are obliged to hold their prices 
down when treating people on the public plan, they will recoup their losses elsewhere: from private 
patients. This already happens in the case of Medicare. 

And finally, by resurrecting the idea of a public plan, the Democrats are serving notice that what little 
chance there was of a bipartisan effort on health is gone. True, the Republicans have hardly bent over 
backwards to help Mr Obama; but they can fairly point out that nothing has been done to win their 
support. Reform of crazy medical liability laws has never really been on the table; cross-state-border 
competition in healthcare, another big item on the Republican wish-list, has also failed to materialise. Mr 
Obama had hinted that he might be prepared to do without a public plan. That apparent concession may 
now be withdrawn. If so, the next seven years are going to be bitterly partisan ones in Washington.  
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On the European presidency, climate change, sand exports, Latvia, 
Thailand, managing banks, Easter Island, military advice 
Oct 29th 2009  
From The Economist print edition 

 
 
 
Britain’s place in Europe  

SIR – As someone who sought to defend Romano Prodi in his unhappy five years as the European 
Commission’s president, I thought his dig in your letters page (October 24th) at Britain’s policy towards 
the European Union was petty. Tony Blair could have risked a referendum on the euro after he became 
prime minister, but the result would have been the same as in Sweden—a resounding “no”. Would that 
have helped the cause of Europe? The Conservative government before 1997, aided by most of the press, 
did all it could to ensure Britain was economically and politically in no position to enter the euro zone.  

On the Schengen agreement on border controls, Britain, as the EU’s biggest island member and with no 
internal identity-card system, took the sensible step of maintaining modest checks at British airports. But 
once inside Britain our fellow EU citizens find it much easier to get and change jobs, rent homes, or enjoy 
the free National Health Service than is the case in most other member states. Furthermore, even with its 
rebate Britain has always been a generous net contributor to the EU (France and Italy were net recipients 
of EU largesse up to the late 1990s). And Britain commits many troops to EU foreign and security 
missions. 

Things may change if the Conservatives win power in Britain at the next election, though they will have to 
ditch their current neo-isolationism if they want to govern intelligently. Ultimately, it is a futile and 
pointless game to maintain that some EU member states are more or less “European” than others. 

Denis MacShane, MP 
House of Commons 
London  

 
A changing climate  

SIR – Indur Goklany questioned whether global warming has caused an increase in droughts and floods 
(Letters, October 10th). In fact, the answer is already well settled. That question was examined 
thoroughly by the Intergovernmental Panel on Climate Change. In its 2001 report, one chapter, titled “Has 
climate variability, or have climate extremes, changed?”, concluded that there was no discernible increase 
in storms, hurricanes, floods or droughts. A re-examination of that issue therefore seemed unnecessary in 
the IPCC’s 2007 report.  

Concerning rising sea levels, this is a more complex issue since a natural increase of 1-2mm a year has 
been occurring for many centuries. However, over the past few decades no anthropogenic signal in sea-
level changes has been detected. This is firmly backed up by precise satellite altimetry.  

Meanwhile it was just last month that Professor Mojib Latif of the University of Kiel in Germany, a 
renowned climate expert and IPCC author, presented his latest work at the World Climate Conference in 
Geneva. His findings show that the mean global temperature has actually declined since 2001. Moreover, 
his computer models predict a further temperature drop over the coming decades. All of this beckons the 
question: just where are the supposedly detrimental effects of anthropogenic CO2? 

Horst-Joachim Luedecke 
Retired professor of physics 
Heidelberg, Germany  

 
The grain truth  

  



SIR – You presented an excellent example of the unintended impacts of regulation by blunt instrument in 
your article on the ban on exporting sand in some South-East Asian countries (“The hourglass effect”, 
October 10th). But contrary to what you say, global sand resources are abundant. The problem is that 
they are not always located close to markets and away from environmentally sensitive areas. As such, 
their extraction requires active regulation to ensure a steady and adequate supply while minimising the 
environmental impact, including the carbon footprint from transporting such bulky materials.  

In Britain, London and south-east England obtain about 50% of their annual consumption of construction 
sand and gravel from material dredged from the bed of the North Sea and English Channel. This supply is 
maintained by commercial operators who work within an effective regulatory framework that balances 
economic interests with the protection of fragile marine environments.  

Andrew Bloodworth 
Head of science, minerals and waste 
British Geological Survey 
Keyworth, Nottinghamshire  

 
Latvia and NATO  

SIR – To question Latvia’s ability to fulfil its commitments to the NATO alliance is an exaggeration (“Baltic 
brinkmanship”, October 17th). Our three defence priorities for the coming year have been clearly defined: 
engagement in Afghanistan at current force levels; continuing with a major NATO investment to develop a 
support air base, thereby providing 200 local jobs; and ensuring that planned exercises by allies take 
place on our territory next year.  

These priorities will be met despite considerable cuts to the defence budget. Latvia will continue to be a 
reliable and responsible member of NATO.  

Imants Liegis 
Minister of defence 
Riga, Latvia  

 
Thailand’s monarchy  

SIR –The Economist painted too dark and pessimistic a picture of Thailand’s political situation (“Exile and 
the kingdom”, October 17th). Since 1932, and despite many ups and downs along the democratic path, 
Thais have persevered towards a true parliamentary democracy with a constitutional monarchy. 
Irrespective of their political colours, Thais share an unwavering respect for the monarchy. The current 
political impasse reflects different perspectives about what Thai democracy entails, and efforts are being 
made to bridge such differences peacefully through parliamentary means.  

Meanwhile, the Thai people enjoy their constitutional rights, not least the right to peaceful assembly, 
which has been continuously exercised and respected.  

Vimon Kidchob 
Director-general 
Department of Information 
Ministry of Foreign Affairs 
Bangkok 

 
Investing for success 

* SIR – With reference to your leader on managing banks (“It wasn’t me”, October 10th) and your 
observation that “there is no archetype of success”, I have been involved for 22 years in the Lloyd’s of 
London insurance market and have learnt many basic lessons. These include: understand correlations; 
calculate your exposures based upon total amounts at risk; don’t trust sophisticated models, keep it 
simple; and use a multi-metric exposure management approach that does not rely on one measure. 
Maybe Santander and Goldman Sachs did the basic exposure management parts better than the rest. 



Nicholas Bonnar 
Syndicate 4020 at Lloyd’s 
London 

* SIR – Contrary to what you say, there is indeed an “archetype for success” in the banking world. 
Rabobank and other co-operative banks were largely unaffected by the financial crisis and did not need 
massive government support. Co-operative banks are not focused on short-term shareholder value, but 
have a long-term commitment to serve the interests of other stakeholders as well, above all their 
customers. So don’t look further for a new architecture of the financial system, it’s right there: just 
implement the co-operative bank model universally. 

Jacob Kol 
The Hague 

 
Happy Easter 

* SIR – You claim that “a complex society of up to 20,000 people...later shrank to a shadow as a result of 
calamitous environmental stress and deforestation” (“Rapa Nui déjà vu”, October 10th). This is not the full 
picture of the cause of deforestation or the collapse of the native population on Easter Island. According to 
numerous researchers, climate change caused by the Little Ice Age, in addition to human activity, was 
partially responsible for the disappearance of palm trees from the island. But evidence also suggests that 
the decimation of the population did not occur until the mid-19th century Peruvian slave raids and the 
introduction of smallpox and tuberculosis to the island.  

In the supposed period of internecine warfare that Jared Diamond speaks of, Major Rollin, in a 1786 
expedition to the island, wrote, “Instead of meeting with men exhausted by famine...I found, on the 
contrary, a considerable population...and a soil which...furnished excellent provisions, and in an 
abundance more than sufficient for the consumption of the inhabitants.” Bone pathology and osteometric 
data from that period suggest that few fatalities can be attributed to internecine violence due to resource 
stress. 

Aymenn Jawad 
Cardiff  

 
Citizen commander  

SIR – Lexington (October 17th) quoted Ike Skelton, a congressman, who argues that Barack Obama 
should defer to the advice of General Stanley McChrystal, “the man on the ground” in Afghanistan, for the 
same reason that Franklin Roosevelt “supported Dwight Eisenhower on D-Day”. Yet Roosevelt often 
rejected the advice of his generals, including Eisenhower. Indeed, had Roosevelt listened to Eisenhower, 
D-Day would have occurred at least a year earlier than June 1944. Practically all military historians now 
believe that Roosevelt was right, as Eisenhower conceded after the war.  

I suppose Mr Skelton might also think that Abraham Lincoln should have deferred to the military expertise 
of General George McClellan throughout the civil war. Lincoln did listen to McClellan for more than a year, 
with disastrous results, but you couldn’t fool Honest Abe forever. By late 1862 he had come to realise 
what Georges Clemenceau would later articulate after 1918: war is too serious a matter to be left to the 
generals. 

Robert Carlton 
Professor of history 
Chaffey College 
Rancho Cucamonga, California  

 
 

* Letter appears online only 
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Fertility and living standards  
 
Go forth and multiply a lot less 
Oct 29th 2009  
From The Economist print edition 

 
 
Lower fertility is changing the world for the better 
 

 
SOMETIME in the next few years (if it hasn’t happened already) the world will reach a milestone: half of 
humanity will be having only enough children to replace itself. That is, the fertility rate of half the world 
will be 2.1 or below. This is the “replacement level of fertility”, the magic number that causes a country’s 
population to slow down and eventually to stabilise. According to the United Nations population division, 
2.9 billion people out of a total of 6.5 billion were living in countries at or below this point in 2000-05. The 
number will rise to 3.4 billion out of 7 billion in the early 2010s and to over 50% in the middle of the next 
decade. The countries include not only Russia and Japan but Brazil, Indonesia, China and even south 
India. 

The move to replacement-level fertility is one of the most dramatic social changes in history. It manifested 
itself in the violent demonstrations by students against their clerical rulers in Iran this year. It almost 
certainly contributed to the rising numbers of middle-class voters who backed the incumbent governments 
of Indonesia and India. It shows up in rural Malaysia in richer, emptier villages surrounded by mechanised 
farms. And everywhere, it is changing traditional family life by enabling women to work and children to be 
educated. At a time when Malthusian alarms are ringing because of environmental pressures, falling 
fertility may even provide a measure of reassurance about global population trends. 

The fertility rate is a hypothetical, almost conjectural number. It is not the same as the birth rate, which is 
the number of children born in a year as a share of the total population. Rather, it represents the number 
of children an average woman is likely to have during her childbearing years, conventionally taken to be 
15-49.  

  



If there were no early deaths, the replacement rate would be 2.0 (actually, fractionally higher because 
fewer girls are born than boys). Two parents are replaced by two children. But a daughter may die before 
her childbearing years, so the figure has to allow for early mortality. Since child mortality is higher in poor 
countries, the replacement fertility rate is higher there, too. In rich countries it is about 2.1. In poor ones 
it can go over 3.0. The global average is 2.33. By about 2020, the global fertility rate will dip below the 
global replacement rate for the first time. 

Modern Malthusians tend to discount the significance of falling fertility. They believe there are too many 
people in the world, so for them, it is the absolute number that matters. And that number is still rising, by 
a forecast 2.4 billion over the next 40 years. Populations can rise while fertility declines because of inertia, 
which matters a lot in demography. If, because of high fertility in earlier generations, there is a bulge of 
women of childbearing years, more children will be born, though each mother is having fewer children. 
There will be more, smaller families. Assuming fertility falls at current rates, says the UN, the world’s 
population will rise from 6.8 billion to 9.2 billion in 2050, at which point it will stabilise (see chart 1). 

Behind this is a staggering fertility decline. In the 1970s only 24 
countries had fertility rates of 2.1 or less, all of them rich. Now 
there are over 70 such countries, and in every continent, including 
Africa. Between 1950 and 2000 the average fertility rate in 
developing countries fell by half from six to three—three fewer 
children in each family in just 50 years. Over the same period, 
Europe went from the peak of the baby boom to the depth of the 
baby bust and its fertility also fell by almost half, from 2.65 to 
1.42—but that was a decline of only 1.23 children. The fall in 
developing countries now is closer to what happened in Europe 
during 19th- and early 20th-century industrialisation. But what 
took place in Britain over 130 years (1800-1930) took place in 
South Korea over just 20 (1965-85).  

Things are moving even faster today. Fertility has dropped further 
in every South-East Asian country (except the Philippines) than it 
did in Japan. The rate in Bangladesh fell by half from six to three 
in only 20 years (1980 to 2000). The same decline took place in 
Mauritius in just ten (1963-73). Most sensational of all is the story from Iran. 

When the clerical regime took over in 1979, the mullahs, apparently believing their flock should go forth 
and multiply, abolished the country’s family-planning system. Fertility rose, reaching seven in 1984. Yet 
by the 2006 census the average fertility rate had fallen to a mere 1.9, and just 1.5 in Tehran. From 
fertility that is almost as high as one can get to below replacement level in 22 years: social change can 
hardly happen faster. No wonder the explosion on the streets of Iran this year seemed like a clash 
between two worlds: 15-29 year-olds, one-third of the population, better educated and with different 
expectations, against the established regime and the traditionalists. 

Why has fertility fallen so fast, so widely? Malthus himself thought richer people would have more children 
and, as any biologist will tell you, animal populations increase when there is more food around.  

To understand why wealthy people differ from well-fed animals, imagine yourself a dirt-poor (male) 
peasant 50 years ago. Your fields are in the middle of nowhere. Your village has no school, hospital or 
government services, certainly no pensions. Few goods come into it from outside, though disease is 
rampant and security fragile. Ploughing and reaping are done by hand. But if the harvest is normal, you 
usually have enough to go round. In these circumstances, the benefit of an extra pair of hands to gather 
the harvest outweighs the cost of feeding an extra mouth (which anyway falls on your wife more than 
you). And when you can no longer work in the fields, your children will be the only ones to look after you. 
In such a society, all the incentives point to having large families. 

 
The abandoned hamlet 

Now imagine you are a bit richer. You may have moved to a town, or your village may have grown. 
Schools, markets and factories are within reach. And suddenly, the incentives change. A tractor can 
gather the harvest better than children. Your wife may get a factory job—and now her lost wages must be 
set against the benefits of another baby. Education, thrift and a stake in the future become more 
important, and these middle-class virtues go hand in hand with smaller families. Education costs money, 
so you may not be able to afford a large family. Perhaps the state provides a pension and you no longer 



need children to look after you. And perhaps your wife is no longer willing to bear endless offspring. 
Higher living standards, better communications and more education enable you to rely on markets and 
public services, not just yourself and your family. 

 
Macroeconomic research bears out this picture. Fertility starts to drop at an annual income per person of 
$1,000-2,000 and falls until it hits the replacement level at an income per head of $4,000-10,000 a year 
(see chart 2). This roughly tracks the passage from poverty to middle-income status and from an agrarian 
society to a modern one. Thereafter fertility continues at or below replacement until, for some, it turns up 
again (see article).  

The link between living standards and fertility exists within countries, too. India’s poorest state, Bihar, has 
a fertility rate of 4; richer Tamil Nadu and Kerala have rates below 2. Shanghai has had a fertility rate of 
less than 1.7 since 1975; in Guizhou, China’s poorest province, the rate is 2.2. So strong is the link 
between wealth and fertility that the few countries where fertility is not falling are those torn apart by war, 
such as Congo, Liberia and Sierra Leone, where living standards have not risen. 

Family research adds detail to this sketch. Indonesia’s Family Life Survey showed that, on average, each 
birth reduced by a fifth the likelihood that a woman would have a job—lowering household income and 
pushing some families into poverty. So smaller families made middle-class status more likely. Between 
1974 and 1996, Bangladesh turned a district called Matlab into a giant demographic experiment: some 
villages and households got family planning, others did not. According to one study of the results, fertility 
in the areas that received help declined by around 15% more than in those that did not. And over the two 
decades of the experiment, indicators of the well-being of women and their children—health, earnings, 
household assets and so on—were all higher in the villages that got the planning. Does this suggest that 
lower fertility causes wealth, or that wealth lowers fertility? It would be better to say that the two things 
go together. 

 
What parents want 

The link between wealth and fertility does not explain everything. In some countries, poor women have 
the same number of children as rich ones. This suggests that other factors are at work. The most obvious 
is that many people in poor countries want fewer children, and family planning helps them get their wish.  

A surprising amount is known about how many children parents want, thanks to a series of surveys by the 
Demographic and Health Surveys programme. The picture it paints is of huge numbers of unplanned 
pregnancies. In Brazil, for example, the wanted fertility rate in 1996 (the most recent year available) was 
1.8; the actual fertility rate then was 2.5. In India the wanted rate in 2006 was 1.9, the actual one, 2.7. 
In Ghana the figures for 2003 were 3.7 and 4.4. The rule seems to be that women want one child fewer 
than they are having (except in some rich countries, where they say they want more). 

One study in 2002 estimated that as many as a quarter of all pregnancies in developing countries in the 
1990s were unintended. Yet another found that more African women say they want to use contraceptives 
but cannot get them (25m) than actually use them (18m). Unmet demand in turn implies that fertility in 
some countries could be even lower than it actually is if more family planning were available. The 



proportion of women using contraception in Latin America and East Asia is four times the African rate.  

That points to another big reason why fertility is falling: the spread of female education. Go back to the 
countries where fertility has fallen fastest and you will find remarkable literacy programmes. As early as 
1962, for example, 80% of young women in Mauritius could read and write. In Iran in 1976, only 10% of 
rural women aged 20 to 24 were literate. Now that share is 91%, and Iran not only has one of the best-
educated populations in the Middle East but the one in which men and women have the most equal 
educational chances. Iranian girls aged 15-19 have roughly the same number of years of schooling as 
boys do. Educated women are more likely to go out to work, more likely to demand contraception and less 
likely to want large families. 

Lastly, a special case: China’s one-child policy, which began nationwide in the early 1970s. China’s 
population is probably 300m-400m lower now than it would have been without it. The policy (which is one 
of population control, not birth control) has had dreadful costs, including widespread female infanticide, a 
lopsided sex ratio and horrors such as mass sterilisation and forced abortions. But in its own terms, it has 
worked—20m people enter the workforce each year, instead of 40m—and, to the extent that China is 
polluting less than it would have done, it has benefited the rest of the world. 

 
The Goldilocks moment 

Higher standards of living, then, reduce fertility. And lower fertility improves living standards. This is what 
China’s government says. It is also the view that has emerged from demographic research over the past 
20 years.* In the 1980s, population was regarded as relatively unimportant to economic performance. 
American delegates told a UN conference in 1984 that “population growth is, in and of itself, neither good 
nor bad; it is a neutral phenomenon.” Recent research suggests otherwise.  

Cutting the fertility rate from six to two can help an economy in several ways. First, as fertility falls it 
changes the structure of the population, increasing the size of the workforce relative to the numbers of 
children and old people. When fertility is high and a country is young (median age below 20), there are 
huge numbers of children and the overall dependency ratio is high. When a country is ageing (median age 
above 40), it again has a high dependency ratio, this time because of old people.  

But the switch from one to the other produces a Goldilocks 
generation. Because fertility is falling, there are relatively few 
children. Because of high mortality earlier, there are relatively few 
grandparents. Instead, countries have a bulge of working-age adults. 
This happened to Europe after the baby boom of 1945-65 and 
produced les trente glorieuses (30 years of growth). It is happening 
now in Asia and Latin America. East Asia has done better than Latin 
America, showing that lower fertility alone does not determine 
economic success. Eventually developing countries will face the same 
problems of ageing as Europe and Japan do. But for the moment, 
Asians and Latinos are enjoying fertility that is neither too hot, nor 
too cold. According to David Bloom of the Harvard School of Public 
Health, the “demographic dividend” (his term) accounted for a third 
of East Asian growth in 1965-90.  

Slowing fertility has other benefits. By making it easier for women to 
work, it boosts the size of the labour force. Because there are fewer 
dependent children and old people, households have more money left 
for savings, which can be ploughed into investment. Chinese 
household savings (obviously influenced by many things, not just demography) reached almost 25% of 
GDP in 2008, helping to finance investment of an unprecedented 40% of GDP. This in turn accounted for 
practically all the increase in Chinese GDP in the first half of this year. 

Lastly, low fertility makes possible a more rapid accumulation of capital per head. To see how, think about 
what happens to a farm as it is handed down the generations in a country without primogeniture. The 
more children there are, the more the farm is divided. Eventually, these patches become so tiny they 
cease to be efficient. This is occurring in Bangladesh.  

The importance of tackling such problems, which go by the ugly name of “capital shallowing”, was 
discounted in the 1980s but has recently made a comeback. Hu Angang of Tsinghua University estimates 
that half of Chinese growth per person in 1978-98 can be attributed to the increase in capital stock per 
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head. 

This link between growth and fertility raises awkward questions. In the 1980s the link was downplayed in 
reaction to Malthusian alarms of the 1970s, when it was fashionable to argue that population growth had 
to be reined in because oil and natural resources were running short. So if population does matter after 
all, does that mean the Malthusians were right? 

Not entirely. Neo-Malthusians think the world has too many people. But for most countries, the population 
questions that matter most are either: do we have enough people to support an ageing society? Or: how 
can we take advantage of having just the right number for economic growth? It is fair to say that these 
perceptions are not mutually exclusive. The world might indeed have the right numbers to boost growth 
and still have too many for the environment. The right response to that, though, would be to curb 
pollution and try to alter the pattern of growth to make it less resource-intensive, rather than to control 
population directly.  

The reason is that widening replacement-level fertility means population growth is slowing down anyway. 
A further reduction of fertility would be possible if family planning were spread to the parts of the world 
which do not yet have it (notably Africa). But that would only reduce the growth in the world’s numbers 
from 9.2 billion in 2050 to, say, 8.5 billion. To go further would probably require draconian measures, 
such as sterilisation or one-child policies. 

The bad news is that the girls who will give birth to the coming, larger generations have already been 
born. The good news is that they will want far fewer children than their mothers or grandmothers did. 

 
 

* For a full list of sources used in this article, see economist.com/fertilitysources 
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Low fertility  
 
The rich are different 
Oct 29th 2009  
From The Economist print edition 

 
 
Rich nations are also reaching replacement fertility—by boosting their rates 

WHAT happens in poor countries when they reach replacement fertility? The lesson of rich countries is that 
they stay there for decades. German fertility dipped below replacement in 1970 and is still low. America is 
the only rich country that, having fallen below the replacement rate, has risen back above it. 

Except in a few extraordinary cases—Hong Kong, Macao, parts of eastern Germany—fertility has not fallen 
to the very low rate of 1.0. In most rich countries, the rate stabilises at about 1.3 and begins to rally. But 
the rally varies. Northern Europe—Britain, Scandinavia, France—is seeing big rises in fertility, though not 
yet to above-replacement levels. Russia and eastern Europe have seen little increase in fertility and 
Mediterranean countries only modest rises. 

What causes these differing patterns is still a matter of debate. Migrants bring a preference for large 
families with them—though this is changing as fertility falls in their countries of origin. In America, religion 
may also have played a role. And much depends on how countries react to the erosion of traditional 
families. Japan and southern Europe have clung to older ways, discouraging women from working and 
frowning on single-parent families; there, fertility has stayed low, presumably because women resist what 
they see as unwelcome social pressure by having fewer children. In countries that have provided state 
services to accommodate changing mores, fertility is rising because women can more easily balance the 
demands of work and parenting. 
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The economy  
 
A joyless recovery 
Oct 29th 2009 | WASHINGTON, DC  
From The Economist print edition 

 
 
New figures suggest that America has at last moved out of recession 
 

 
ON October 29th the government reported that gross domestic product rose at an annualised rate of 3.5% 
in the third quarter compared to the second. This was the first increase since the second quarter of 2008. 
It backs up other evidence that the recession ended in the third quarter or just before, though the official 
decision, by the National Bureau of Economic Research, a group of academic economists, is still some way 
off. Robert Gordon, a member of this group, is confident that the recession, which began in December 
2007, ended in June. But at 18 months that would still make it the longest since 1933. 

Consumers are sceptical. Their confidence fell in October, according to the Conference Board, a research 
group. A poll for The Economist by YouGov found that 35% of respondents think the economy is getting 
worse; just 28% think it is getting better. Unemployment is still rising, and even a White House adviser, 
Christina Romer, predicts it will remain “severely elevated” throughout next year. A lot of third-quarter 
growth was the result of temporary government stimulus. Consumer spending grew by 3.4%, the best 
since early 2007, largely because people were buying new cars in July and August with federal “cash for 
clunkers”. Sales have since fallen back. Residential construction leapt 23.4%, the first advance since the 
end of 2005, helped by an $8,000 tax credit for buyers of new homes. But new home sales dipped 3.6% 
in September, as the time to qualify for the credit expired. 

Voters are more worried about the economy than anything else, 
YouGov found, and they disapprove of Barack Obama’s handling of 
it by a margin of 47% to 43%. That has spurred Mr Obama and 
Democratic leaders in Congress to explore new stimulus measures. 
One would extend unemployment insurance benefits by 14-20 
weeks for some workers. Another would extend a subsidy for 
health insurance for those who lose it along with their jobs. These 
measures make sense; the recipients badly need the money and 
will probably spend every penny. 

A more dubious proposal would extend the new-home tax credit 
until next April and, reportedly, offer a smaller $6,500 credit to 
people who already own a home. Also, Mr Obama wants to send 
an additional $250 each to Social Security beneficiaries because 
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they will get no cost-of-living increase next year. This is daft: 
benefits are flat because inflation is negative, so real benefits have 
actually risen. 

Calls for a new round of stimulus look premature. Temporary 
effects aside, growth in the third quarter reflects the dynamics of a 
genuine recovery. Exports and equipment investment both rose. 
Companies ran down inventories at a slower pace, a contributor to 
growth that should continue for at least two more quarters. 
Construction is so low that, even with sales so depressed, the 
inventory of unsold new homes has hit a 27-year low. This 
suggests that construction should expand further. And Mr Gordon 
notes that employment is still falling because, following the pattern 
of recent recessions, firms have aggressively slashed costs so that 
productivity has grown even as sales have fallen. Profits seem to 
have already turned around, and Mr Gordon predicts employment 
will follow by the first quarter of 2010. 

More stimulus now would add to an already dangerously high deficit. There may be greater need for it in a 
year’s time, when the inventory boost will be waning, and this year’s $787 billion stimulus plan is about to 
expire. Even then, more stimulus should be considered only if a deficit-reduction plan is in place. In the 
meantime, monetary policy can assume the burden of safeguarding growth. The markets expect the 
Federal Reserve to start raising interest rates by May, and there is speculation that at its policy meeting 
on November 3rd and 4th it will water down its current commitment to near-zero rates for “an extended 
period”. Given downward pressure on inflation, the Fed could instead stay on hold all next year, providing 
a safety cushion for the economy and taking some pressure off the battered federal budget.  
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Health-care reform  
 
A public row 
Oct 29th 2009  
From The Economist print edition 

 
 
Democrats are trying to revive the idea of a government-run health plan 
 

 
“IT’S not really a public option, it’s a consumer option.” So declared Nancy Pelosi, speaker of the House of 
Representatives, this week. Her effort to rebrand the hugely controversial proposal to add a government-
run insurer (usually called a “public plan”) to the health reforms now being negotiated seems ridiculous at 
first blush. In fact, it is part of a concerted and clever push by the political left that could—just possibly—
revive an idea that had seemed dead and buried. 

When Mrs Pelosi revealed, on October 29th, the House's version of a health-reform bill, there were no real 
suprises; as expected, a public plan featured prominently. The real suprise had come three days earlier. 
Until very recently, it had looked as though the proposal to tack on a public plan was, despite fervent 
support among the left, politically doomed. First came Barack Obama’s slippery but clear efforts to back 
away from it. Then came a crucial vote of the Senate Finance Committee, which rejected the public plan. 
The final congressional health bill must reconcile the versions coming out of the full House and Senate, 
and the powerful Finance Committee’s rejection had appeared to be a final nail in the coffin. 

But this week Harry Reid, the leader of the Senate Democrats and an ardent fan of the proposal, dropped 
a bombshell. During the process of reconciling the output of the Senate’s Health and Finance Committees, 
he overruled the wishes of the latter. So the health bill that the full Senate is likely to consider over the 
next few weeks now looks likely to include a public plan. 

In an effort to win over as many sceptics as possible, though, Mr Reid has circumscribed his public plan in 
several ways. First, only a minority of Americans (essentially, those without employer-provided coverage) 
would be eligible. Second, the plan is forbidden from dictating that hospitals accept the same low 
reimbursement rates given by Medicare, the government scheme for the elderly. Most important, though, 
is that individual states would be allowed to opt out. 

Though leftists groused that this was too weak a proposal, the news buoyed the spirits of public-plan 
advocates in the House. Many conservative Democrats there (including the “Blue Dog” coalition) and 
moderates from conservative districts are reluctant to cast a vote for any final House bill with the public 
plan without cover from the Senate: their vote would be in vain, but they would still get pummelled by 
Republicans back at home for supporting the plan. Anthony Weiner, a liberal congressman from New York, 
gushes that “Reid was worth 15 votes!” 
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Perhaps, but it is too early to say whether Mr Reid’s gamble was bold or reckless. That is because it has 
offended moderates in both chambers. As Mrs Pelosi scrambles to put together a majority of 218 votes in 
the House, it is too early to say whether the 15 votes she supposedly picked up this week were offset by 
many more refuseniks. A caucus meeting of House Democrats this week gave an indicator that the latter 
might be true. Rumours swirled that efforts to promote a “strong version” of the public plan (one which 
would tie reimbursement rates to Medicare) failed to garner sufficient support in the House. 

Mr Reid’s gambit has also offended several important moderates in the Senate, who are now considering 
dropping all support for the health reform effort, which might still deprive the Democrats of the 60 votes 
they need for normal passage of a bill. This is a grave matter, as Mr Obama has indicated that he would 
like health reform to pass without resorting to a hugely provocative procedure known as budget 
reconciliation, which would require only 50 votes. 

One senator with his nose out of joint is Joe Lieberman of Connecticut who is now officially an independent 
but who still caucuses with the Democrats. He said this week that he cannot vote for any Senate bill that 
contains a public plan. Similar noises were made by Olympia Snowe of Maine, the lone Republican to vote 
for the bill passing out of the Senate’s finance committee. There are at least three other wavering 
Democrats in the Senate—Louisiana’s Mary Landrieu, Arkansas’s Blanche Lincoln and Nebraska’s Ben 
Nelson—who all, unsurprisingly, come from states that voted for John McCain in the last presidential 
election. 

Whether a public plan will prevail or not is anyone’s guess. A strong version has no chance of passing both 
chambers, but it is now possible that some lesser version could end up on Mr Obama’s desk for signature. 
He himself has advocated a compromise version that would be triggered only after a few years, and only if 
private competition failed to achieve affordable universal cover. That plan, which the courageous (and now 
snubbed) Ms Snowe also supports, may yet emerge at the eleventh hour as a compromise. The only thing 
that can be said with certainty is that a proposal that seemed close to death is now alive and kicking.  
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Obama and the unions  
 
Love of Labour 
Oct 29th 2009 | WASHINGTON, DC  
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Unions are winning again in Washington, but the big fights are still ahead 
 

 
THREE years ago, when negotiations with the union representing air-traffic controllers reached an 
impasse, the administration of George Bush simply imposed a deal that froze salaries, slashed entry-level 
pay and even set a dress code. Barack Obama, then a senator, sponsored a bill to send the parties to 
arbitration, without success at the time. As president, Mr Obama ordered talks to resume. In late 
September, with the help of the arbitrators, the union got its new contract: 3% annual pay increases, 
higher starting pay and the right, once again, to wear jeans. 

Ronald Reagan’s mass firing of illegally striking controllers in 1981 
came to signify a turning-point in the fortunes of organised labour, 
whose share of private-sector workers has fallen to a new low of 
7.3% so far this year (see chart). It is tempting to see the 
controllers’ new deal as marking a turning-point in the other 
direction. 

Mr Obama is the most pro-union president since Jimmy Carter at 
least. His address to the AFL-CIO, the unions’ umbrella group, in 
September had the energy of an election rally. Since becoming 
president he has signed orders that discouraged federal 
contractors from using non-union labour, elevated workers’ claims 
in the bankruptcies of General Motors and Chrysler, and imposed 
tariffs on imports of Chinese tyres at a union’s request. But these 
pale beside other issues the labour movement is pursuing.  

The unions’ main priority is the Employee Free Choice Act, also 
known as card check. It would enable workers to form unions without a secret ballot, provided that at 
least 50% of eligible workers had signed a union card. It would also speed up the process by which a new 
union gets its first contract and would impose tougher penalties for violation of workers’ rights. 

Unions have pursued card check since the 1970s, and Mr Obama has long backed them. But the bill does 
not yet have the 60 votes needed to secure passage in the Senate. Getting there depends on winning over 
moderate Democratic senators, especially Arlen Specter of Pennsylvania (a former Republican). He thinks 
that instead of replacing the secret ballot, elections should be speeded up. Unions are wary. 

After card check, which may simply be too hard for the Democrats to deliver, the most important battles 
revolve around Mr Obama’s nominees to key labour positions. In April Mr Obama named Craig Becker, a 
law professor and lawyer for the Service Employees International Union, to one of three vacancies on the 
five-member National Labour Relations Board (NLRB), whose decisions weigh heavily on the balance of 
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power between unions and management. Business groups are furious. In a joint letter sent to Congress on 
October 20th, they protested that Mr Becker’s views are “well outside the mainstream and would disrupt 
years of established precedent and the delicate balance in current labour law.” On October 21st John 
McCain, a Republican senator, blocked the nomination on a procedural move, demanding Mr Becker 
appear before a Senate committee before a confirmation vote.  

Mr Becker’s decisions on the NLRB would probably be far less radical than business groups charge; 
nonetheless, his presence could improve the ability of unions to organise. Mr Bush’s appointees to the 
NLRB systematically voted against labour. Indeed, unions have had their greatest organising successes 
when the NLRB is not a factor, says Patrick Szymanski, a lawyer with Change to Win, a union group. 
These would include deals made with state and local governments. 

In a report, the US Chamber of Commerce says Mr Obama’s appointees could reverse more than 50 
decisions from the Bush era. It also claims that, even without card check, the NLRB could achieve many of 
its aims, such as speeding up elections. If card check passes, then it will be the board that decides how it 
is implemented. 

After declining steadily since the 1970s, unionisation rates stabilised briefly from 2006 to 2008, then 
plunged again this year, according to figures complied by Barry Hirsch of Georgia State University. The 
reasons for this decline are much debated. Unions have retreated in almost all countries, in part because 
heavily unionised sectors like manufacturing have declined. But unionisation has also shrunk within most 
sectors and occupations, apart from in the public sector. Some economists attribute this to a more hostile 
institutional and legal climate, which Reagan helped create with his firing of the air-traffic controllers. A 
poll in 2006 sponsored by the AFL-CIO found that a majority of workers would join a union, but hesitate in 
part because their bosses are opposed. 

Mr Hirsch, however, attributes the decline in unionisation to economic, not legal, factors. As the economy 
has become more competitive, unionised companies have lost market share or gone bankrupt because of 
their higher costs. Unions have not succeeded in replenishing their ranks from within new companies. And 
firms are more resistant to unions because the stakes are higher. A recent study by David Lee and 
Alexandre Mas of Princeton University found that a company’s stockmarket value falls by at least $40,500 
for each unionised worker. 

This suggests that even if Mr Obama enacts everything unions want, membership may rise only slightly. A 
real revival would require a return to the less competitive, less globalised economy of the 1950s and 
1960s. Even with the recent rise in protectionism, that is not on the cards.  
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New York's special election  
 
Not right enough 
Oct 29th 2009 | FULTON  
From The Economist print edition 

 
 
A battle for the soul of the Republican Party in upstate New York 

SILVAN JOHNSON has not been this fired up since Sarah Palin joined John 
McCain’s presidential ticket. Ms Johnson, a mother of four, volunteered to 
campaign for Doug Hoffman, candidate of the tiny Conservative Party, 
because, she says, she was disgusted with the Republican pick in the special 
election, due on November 3rd, for New York’s 23rd congressional district.  

The House seat was left vacant when John McHugh, a Republican who had 
represented the district since 1993, joined the Obama administration as 
secretary of the army. Ms Johnson now mans Mr Hoffman’s regional office in 
Fulton, one of 16 to open in recent weeks. “I’ve never done anything like this 
before,” she says, “but I realised we have a choice and it’s not Dede 
Scozzafava”—who was hand-picked by state Republican bosses. Ms Johnson 
describes Ms Scozzafava as “practically a Democrat”, but does “give her credit 
for being pro-guns”.  

New York’s Conservative Party, which usually backs Republicans, offered its 
own candidate because it was unhappy with Ms Scozzafava’s leftish leanings. 
Ms Scozzafava describes herself as a moderate Republican; she is pro-choice and is a supporter of gay 
marriage, which makes her even more progressive than many Democrats. Her opponents note that last year 
the New York Conservatives gave her a 15% rating, lower than some Democrats in the state Assembly. Rob 
Ryan, a Hoffman adviser, says she is too liberal for the party, for the district, and maybe even for Manhattan.

Leading conservative figures and 2012 presidential hopefuls agree. Sarah Palin recently said on Facebook that 
the Republican Party had chosen “a candidate who more than blurs the lines, and there is no real difference 
between the Democrat and the Republican in this race.” Tim Pawlenty, Minnesota’s governor, Dick Armey, a 
Texas lobbyist, and the publisher Steve Forbes have all thrown their support behind Mr Hoffman, not the 
Republican. The Club for Growth, a wealthy conservative group, has also backed Mr Hoffman, a successful 
businessman and political neophyte, as has the Wall Street Journal. Newt Gingrich, however, has endorsed Ms 
Scozzafava.  

The 23rd district is immense, at about 14,700 square miles (38,000 square km). It covers most of New York’s 
“North Country” from Lake Ontario in the west, crossing the Adirondacks and running along the Canadian 
border to Vermont. It is mostly rural and sparsely populated, with more in common with Midwestern districts 
than those downstate. Many in the district are not thrilled that ideology is dominating the race. But David 
Wasserman of the Cook Political Report, a non-partisan newsletter, sees it as a fine illustration of “the 
Republican Party at war with itself”.  

Observers on both sides of the aisle are looking at this race as a possible harbinger of next year’s mid-term 
election. Mr Hoffman could split the Republican vote (though he maintains Ms Scozzafava is the real spoiler), 
causing the seat to be lost to Bill Owens, the Democrat. The heart of the district has been a Republican 
stronghold since before the civil war. George Bush carried it handily, though Barack Obama won it in 2008.  

Mr Owens should not pack his bags for Capitol Hill just yet. Recent polls show Mr Hoffman rapidly gaining. If 
Mr Hoffman wins, conservatives will be emboldened to use the same strategy next year. If he loses to Mr 
Owens, they also win. They can say: “See what happens when you don’t pick a conservative.” 
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Mayoral elections  
 
Hard to dislodge 
Oct 29th 2009 | BOSTON AND NEW YORK  
From The Economist print edition 

 
 
Some big-city incumbents are also up for re-election on November 3rd 

POOR Bill Thompson. His heart must have broken a little when Robert 
Gibbs, Barack Obama’s spokesman, said that the president would support 
the Democratic nominee in his mayoral bid, but then went on to say nice 
things about Michael Bloomberg, New York’s incumbent, independent 
mayor without even uttering Mr Thompson’s name. It is not on the lips of 
many New Yorkers either. He trails by 18%. He can’t match Mr Bloomberg 
in advertising. He’s been outspent (Mr Bloomberg has deployed $85m of 
his own cash so far), but he also has himself to blame. “He never did 
establish who Bill Thompson is,” says Doug Muzzio, a politics professor at 
Baruch College. Instead, he has focused almost entirely on one issue: term 
limits.  

Last year Mr Bloomberg, with the backing of the City Council, scrapped 
New York’s term limits, reversing two referendums in the 1990s which 
supported the measure. This did not sit well with many New Yorkers, even 
Bloomberg supporters. But despite Mr Thompson’s constant “Eight is 
enough” chant, the issue has not galvanised many voters. 

Most New Yorkers, even his detractors, admit Mr Bloomberg is a capable manager. Crime has fallen by 
35% since he was elected in 2001. He has improved the health of the city by banning smoking in the 
workplace. He is planting 1m trees throughout the five boroughs. He has begun to turn a broken school 
system around. His greatest legacy may be in land: he has rezoned one-sixth of the entire city, creating 
many new parks and commercial and residential areas. 

Mayoral fatigue is a bit stronger in Boston, where Tom Menino, in office since 1993, faces his first real 
competition since he became mayor. In 1997, he ran unopposed. In 2001 and in 2005, he faced feeble 
challenges. He is a tough opponent, having supposedly met almost 60% of voting Bostonians. Barring 
public schools, which are a disaster, he has done a pretty good job. This year he is running against 
Michael Flaherty, a young city councillor from South Boston.  

In a departure for Boston politics, Mr Flaherty has picked a running-mate, Sam Yoon, an Ivy League 
Korean-American who would become his deputy mayor. Mr Yoon, he is hoping, will help attract young 
people, professionals and minorities. Despite the excitement, Mr Flaherty is trailing the incumbent by 
double digits. 

Not all incumbents are shoo-ins, though. Greg Nickels, Seattle’s two-term mayor, barely got out of the 
starting-gate. He was defeated in August’s open primary. But Richard Daley, who has been Chicago’s 
mayor for 20 years, is on his way to surpassing his father as the city’s longest serving mayor, which he 
will do in just over a year’s time. His next run will take place in February 2011.  
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American Jews and Israel  
 
J Street puts a foot in the door 
Oct 29th 2009 | WASHINGTON, DC  
From The Economist print edition 

 
 
Can a handful of peaceniks challenge the power of AIPAC? 

POLITICAL lore in Washington has long ascribed mighty powers to the 
Jewish lobby—and especially to the American Israel Public Affairs 
Committee (AIPAC). In 2007 two academics, John Mearsheimer and 
Stephen Walt, went so far as to write a book accusing “the lobby” of 
hijacking American foreign policy and luring America into the quagmire of 
Iraq to serve Israel’s interests. Henceforth, however, it will not be possible 
to write of a monolithic pro-Israel lobby in America. AIPAC now has a small 
but vocal competitor. 

More than 1,500 people, mostly American Jews, but including both Israelis 
and a few Palestinians, showed up in Washington this week for the first 
annual conference of J Street, a one-year-old, self-describedly “pro-Israel, 
pro-peace” lobby, whose executive director, Jeremy Ben-Ami, says it is 
fighting for the “heart and soul” of the American Jewish community. Unlike 
AIPAC, J Street intends to push aggressively for a two-state solution based 
on Israel’s pre-1967 borders. 

AIPAC has maintained a lofty public silence about this doveish upstart. But 
J Street’s first job has been to rebut a posse of detractors who question 
how “pro-Israel” it really is. Israel’s ambassador to the United States 
declined to attend. In print and in the blogosphere, in America and Israel, foes have excoriated J Street 
for having called for an immediate ceasefire during last year’s Gaza war, paying excessive heed to Richard 
Goldstone’s report accusing Israel of war crimes, making room at its conference for people who do not 
support the Zionist idea of a Jewish state, and other alleged heresies against the orthodox line of Israel’s 
traditional supporters in America. 

If this flood of denigration was intended to drown J Street at birth, it seems to have failed. Israel’s Likud-
led government may have stayed away from its conference, but its president, Shimon Peres, and Tzipi 
Livni, the leader of its opposition Kadima party, expressed their support. James Jones, America’s national 
security adviser, not only gave a speech but made a point of saying that the Obama administration would 
be represented at future meetings as well. Although some invitees pulled out, more than 40 members of 
Congress attended a gala dinner.  

So J Street has planted a foot in the door. Yet it remains puny compared to AIPAC. The new organisation 
has an annual budget of around $3m and a handful of staff. AIPAC has an annual budget of around $60m, 
more than 275 employees, an endowment of over $130m and a new $80m headquarters building on 
Capitol Hill. 

Beyond the disparity in resources, Mr Ben-Ami now faces the nightmarish job of retaining the loyalty of 
the doves who flocked to this week’s conference without alienating mainstream Jewish opinion in America. 
This requires some contortions. J Street criticises the “flawed” mandate Mr Goldstone received from the 
UN but says Israel should take the findings seriously. It favours imposing harsh new sanctions on Iran, 
but only if the Obama administration’s efforts to engage it fail. Mr Ben-Ami says American Jews take “very 
sophisticated and nuanced positions” on the Middle East. But many will continue to prefer AIPAC’s simpler 
view that the government of Israel is the best judge of where Israel’s interests lie.  
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Public-school education  
 
Desert excellence 
Oct 29th 2009 | SCOTTSDALE  
From The Economist print edition 

 
 
An Arizonan model 

AND what was the Minotaur? The ten-year-olds scribble their answer onto tiny whiteboards and hold them 
up for the teacher to see. Once each has got a nod, they repeat together: “half-man, half-bull.” 

By the time these fifth-graders at the BASIS school in Scottsdale, Arizona, reach 8th grade they will have 
the option of taking Advanced Placement (AP) exams, standardised nationally to test high-school students 
at college level. By the 9th grade, they must do so. As a result, says Michael Block, the school’s co-
founder, our students are “two years ahead of Arizona and California schools and one year ahead of the 
east coast.” 

But that, he emphasises, is not the yardstick he and his wife Olga use. Instead, their two BASIS schools, 
one in Tucson and this one in suburban Phoenix, explicitly compete with the best schools in the world—
South Korea’s in maths, say, or Finland’s in classics.  

They had the idea after Olga Block came to Arizona from her native Czech Republic, looked for a school for 
her daughter and was horrified by the mediocrity and low expectations at American public schools. So 
they decided to “establish a world-standard school in the desert,” says Mr Block. They started the Tucson 
campus in 1998 and added the Scottsdale one recently.  

On both occasions they had to overcome fierce resistance, as anybody must who takes on America’s 
unionised and sclerotic public-school system. But they persevered. Their schools have charters to receive 
public money, so they cannot charge tuition fees or select the best students as private schools can. 
Instead, they have hired the best teachers they can find, many from Ivy League universities. They give 
them autonomy in the classroom, but then hold them accountable for meeting AP standards.  

It is working. The BASIS schools rank at or near the top in most surveys of American public schools. One 
part of a documentary about America falling hopelessly behind China and India in education features 
BASIS as the rare exception. Politicians from Newt Gingrich on the right to Al Sharpton on the left have 
taken an interest. Craig Barrett, a former boss of Intel, sat in on a chemistry class and donated about 
$500,000 for teachers’ bonuses on the spot. “Every community should have a BASIS school,” he says. 
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Cops and crime in Los Angeles  
 
Exit Bratton 
Oct 29th 2009 | LOS ANGELES  
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The reasons for falling crime rates remain disputed 

WILLIAM BRATTON, Los Angeles’s chief of police, has been doing victory laps around the city as he 
prepares to step down on October 31st. With his broad, scarred face and thick Boston accent, he was 
already a celebrity cop when he came to Los Angeles in 2002, having previously led the police 
departments in Boston and New York. Seven years later, his reputation is even starrier. 

To many Angelenos—black, brown and white—Mr Bratton is the quintessential good cop. When he arrived, 
the city’s minorities were at war with its police, even though there had been two consecutive black police 
chiefs. The beating by white cops of Rodney King, a black man, in 1991, was still festering. The police 
were being audited under court order.  

Today, blacks and Latinos no longer hate the police but often help them. “Little old ladies who used to 
shake their head when the cops came around are now calling them about somebody doing crack,” says 
Connie Rice, a prominent civil-rights lawyer who has spent much of her career suing the Los Angeles 
Police Department (LAPD). Mr Bratton’s biggest achievement, she says, has been to turn the LAPD’s old 
“warrior culture” into “policing as something not done to people but with people.” 

Perhaps as a result, crime has dropped during Mr Bratton’s reign—violent crimes by 53%, property crimes 
by 33%. Even gang-related crime, the particular scourge of Los Angeles, is down by 34%.  

Mr Bratton naturally credits his policing—especially, he says, since “we’re not seeing any increase in crime 
as a result of the bad economy.” In the past, he says, cops measured their success by arrests and 
response times to emergency calls, which was like “swatting mosquitoes in a swamp”. Now his cops feed 
instantaneous crime statistics into computer maps to spot trends and “find out where the mosquitoes are 
breeding”, and success is measured by crime reduction.  

Not everyone agrees. The true cause of falling crime remains unknown, reckons Barry Krisberg, president 
of The National Council on Crime and Delinquency, America’s oldest crime think-tank. He notes that crime 
began falling in Los Angeles before Mr Bratton showed up, and has been falling in the county, 
neighbouring counties, most of the state and the entire country at broadly similar rates. Obviously, 
smarter policing can’t hurt, Mr Krisberg says, but it cannot be the main explanation. Demographics (ie, 
the falling number of young men), public-housing design, the presence of illegal or first-generation 
immigrants (who tend to commit fewer crimes than natives) and many other factors are all being 
examined.  

This does not discourage Mr Bratton from talking up the next advance, which he calls “predictive policing” 
and likens to preventive medicine. The idea, he says, is to identify problems before they happen, just as 
epidemiologists seek to avoid outbreaks of flu. Cops might target populations of young men and work with 
the community to find them mentors and jobs, or to keep them out of gangs. In his next, private-sector, 
job, which pays better and is based in New York, he plans to teach this method to police around the world. 
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Lights down, curtain up 
Oct 29th 2009 | DALLAS  
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While other cities are tightening their belts, Dallas is polishing its buckle 
 

 
ON ONE side of Flora Street is the Bill and Margot Winspear Opera House, an airy space designed by 
Norman Foster. Across the street is the Dee and Charles Wyly Theatre, a silver cube designed by Joshua 
Prince-Ramos and Rem Koolhaas. “Aesthetically, it’s stoic, even off-putting,” said the theatre manager, 
leading a tour. The beauty of the space, he explained, is its flexibility: the walls retract, the stage moves 
and the tiers of seats can be hoisted. 

Dallas is famous for bold statements—from big hair to Big Tex, the inflatable cowboy who presides over 
the state fair—and the Dallas Arts District, where the theatre and the opera house have both just opened, 
is of a piece. It spans 68 acres or 19 city blocks, and also includes several museums, a concert hall, a 
dance theatre and a performing-arts high school once attended by Erykah Badu and Norah Jones. To city 
leaders, all this epitomises the confidence and audacity of the place. 

How can Dallas afford all this, and in straitened times to boot? The answer is that most of the dollars did 
not come from the city. The performing-arts part of the district cost $354m, and only $18m of that came 
from public funds. Some 130 people gave gifts larger than $1m. The Winspears gave $42m to the opera 
house. 

The city hopes that the arts will spur economic development. Dallas does well enough with business, but 
there have been setbacks. One came in 2001, when Boeing, shifting out of Seattle, chose to relocate to 
Chicago rather than Dallas because the quality of life was better. Now Dallas is confident it can compete. 
The Dallas Symphony Orchestra recently said it would keep its conductor Jaap van Zweden until 2016, 
even though he visited Chicago last year. 

“We’re still eager, frisky, working toward maturing into a great American city,” said Veletta Forsythe Lill, 
the director of the district, at a dinner hosted by the Texas Lyceum, a bipartisan civic group. A few blocks 
away Laura Bush was watching the premiere of Verdi’s “Otello”. The next night the Dallas Theatre Centre 
company gave the inaugural performance in the Wyly, an ebullient rendition of “A Midsummer Night’s 
Dream”. The lovers chased each other around ladders and balconies, and fairies covered the walls with 
hearts and thunderclouds scribbled in chalk. After the performance they removed the back wall of the 
theatre and the cast summoned the audience onstage for an impromptu line dance. That’s frisky for you. 
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One year of The One 
Oct 29th 2009  
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He has achieved more than his critics claim, but the meat is yet to come 
 

 
WHEN he was elected president, Barack Obama made it plain that this was an event of some importance. 
His supporters, he said, had “put their hands on the arc of history and [bent] it once more toward the 
hope of a better day.” He promised to end the war in Iraq, sort out the Taliban, provide health care for all 
and erect a cap-and-trade system to save the planet. A year later, he has done none of these things, and 
some of his supporters are starting to grow impatient. “Saturday Night Live”, a comedy show, reckons his 
two big accomplishments are “jack” and “squat”. “Yes he can” proclaims the cover of Newsweek, “(but he 
sure hasn’t yet)”.  

Mr Obama, for his part, is beginning to sound exasperated. “I never thought any of this was going to be 
easy,” he told a crowd in New Orleans this month. “Change is hard,” he said, “and big change is harder.” 
The crowd was friendly enough, but smaller than the crowds he used to attract during the campaign, and 
less starry-eyed. One young mother in the audience said she didn’t buy “all the hype of hope and change”. 
Generally speaking, she reckoned the president was “on the right path”. But she thought his bail-outs of 
banks and over-leveraged homeowners were “a slap in the face for those of us who are fiscally 
responsible”. 

One reason why so many of Mr Obama’s fans are disappointed is that he promised the impossible and—
such is the power of his oratory—got people to believe him. Time and again during the campaign, 
Lexington met voters who were convinced that he would deliver all the goodies on his wish-list without 
raising taxes on any but the rich. Mr Obama did little to dispel the idea that he could work miracles.  

In his inauguration speech, he declared: “We reject as false the choice between our safety and our ideals.” 
Yet roughly once a week since that day, he has ordered the assassination of suspected terrorists. These 
assassinations, carried out with Hellfire missiles fired from hovering drones, are often messy. According to 
the New America Foundation, a think-tank, it took 15 attempts to kill Baitullah Mehsud, a Taliban leader in 
Pakistan who was finally blown to scraps in August. Hundreds of people, some of them children, have died 
in these drone attacks. Mr Obama would presumably include “not killing children” among his ideals. 
Sometimes, however, he sets aside this ideal in the interests of safety.  

That may or may not be the right thing to do. But it is absurd to pretend that there is no trade-off 
“between our safety and our ideals”. Were that so, Mr Obama would already have closed the prison at 
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Guantánamo Bay; yet nearly all the prisoners he inherited are still there. Meanwhile, he says he will 
continue “rendering” freshly captured terror suspects to third countries. And American soldiers are still 
being discharged for being openly gay. Is this “change we can believe in” or merely Bush with panache?  

At home, far from ushering in a new era of chummy bipartisanship, he seldom opens his mouth without 
bashing his opponents or his predecessor. “I don’t mind cleaning up the mess that some other folks 
made,” he told a group of wealthy Democratic donors. “But while I’m there mopping the floor I don’t want 
someone saying: ‘You’re not mopping fast enough or you’re not holding the mop the right way’.” His 
handling of the media is aggressive, too. A recent attempt to exclude Fox News, a conservative network, 
from a pooled interview with the White House pay tsar was so crude that even liberal networks objected.  

Measured against the expectations of those who bought pictures of him riding a unicorn, Mr Obama’s 
presidency has been a failure. Measured by a more reasonable yardstick, however, it has seen solid 
successes. For a start, the financial system appears to have stabilised. Continuing where Mr Bush left off, 
Mr Obama intervened to prop up ailing banks and insurers, thereby probably averting catastrophe. The 
bail-out may cost him votes, but it was necessary. And though the economy is still in a terrible state, it 
could now be through the worst.  

 
Patience required 

His big domestic reforms are taking time, but this is hardly surprising. He wants to reshape the one-sixth 
of the economy that is health care. This would affect almost everyone who expects to die someday. The 
details must be agreed on by a supermajority of senators, all of them opinionated and some of them 
nervous about re-election. Small wonder the deal has not yet been sealed. Cap-and-trade will be next, but 
since this would reallocate trillions of dollars and affect everyone who uses energy, it could prove even 
more contentious. Immigration reform, meanwhile, seems to be receding into the future.  

Mr Obama’s election has dramatically improved America’s image abroad. That surely counts for 
something, even if it has yet to pay tangible dividends. He has unnerved America’s trading partners by 
caving in to congressional pressure for protectionism, but he has not sparked a full-blown trade war. He is 
pulling out of Iraq gradually and sensibly. His preference for talking to rogue states such as Iran and 
North Korea has so far yielded no substantial benefits, but diplomacy is seldom swift. His strategy for 
Afghanistan is up in the air. His indecision alarms hawks, but others contrast his cool deliberation 
favourably with his predecessor’s impetuousness.  

The best test of Mr Obama’s presidency is not whether he changes things quickly but whether he changes 
them for the better. Perhaps, as the economy starts to recover, he will lay down a path towards fixing the 
budget. Perhaps his health reforms will curb costs. Perhaps he can reach a deal with Iran, and set up a 
cap-and-trade system. It is still too early to know any of this: but in the next few months, America and 
the world will start to see whether he can or he can’t.  
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Colombia's paramilitaries  
 
Militias march again 
Oct 29th 2009 | BOGOTÁ  
From The Economist print edition 

 
 
The “justice and peace” process the Colombian government offered to right-wing paramilitaries 
is at risk of falling apart 
 

 
ONE of the most horrifying testimonies to Colombia’s gruesome internal conflict is a video sent to 
prosecutors that shows a paramilitary fighter in the northern town of Aguachica wielding a machete to 
hack off the hands of a victim who is still alive. The town was in one of the areas hardest hit by militia 
violence in the late 1990s and early 2000s. On October 24th former members of the same paramilitary 
forces donated blood at a local hospital in a public act of contrition. The 120 donors are among 32,000 
members of right-wing paramilitary groups who laid down their weapons in a demobilisation deal with the 
government that began in 2005, raising the hopes of war-weary Colombians that such unbridled violence 
would end.  

The paramilitaries were set up in the 1980s by ranchers to protect them from attacks by the country’s 
main left-wing guerrilla group, the FARC, but they turned into a powerful federation of bandit gangs, 
accused (like the FARC) of thousands of indiscriminate killings as well as rape, torture and drug-
trafficking. Since coming to power in 2002, President Álvaro Uribe has treated the two sides differently, 
waging war on the FARC with some success, but no final victory, while offering a “justice and peace” 
process to the paramilitaries. 

Many of the paramilitaries’ victims, at first wary of the peace process, came to terms with it, hoping it 
would let them find out what had happened to relatives who had disappeared and recover land that had 
been taken from them. For rank-and-file paramilitaries, the process was a chance to return to civilian life 
with government subsidies and judicial amnesty. For their leaders, there was the promise of reduced jail 
sentences—eight years’ maximum—and of being spared extradition to the United States on drugs-
trafficking charges, in exchange for confessing their worst crimes and offering reparations to their victims. 

However, four years on, the vast majority of these promises remain unfulfilled. Victims and culprits feel 
betrayed, prosecutors and judges are overwhelmed, and new private armies are wreaking havoc in almost 
a third of the country, leading to new mass displacements and a worrying resurgence in violence. People 
standing up for victims are being killed or threatened for taking part in the justice and peace hearings or 
for seeking the return of seized lands. Even special prosecutors and judges have been attacked and 
harassed.  
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No one ever said the process would be easy. Trying to reconstruct the story of every crime committed by 
paramilitary fighters, seizing their assets to offer as compensation to their victims, and finding the 
whereabouts of more than 27,000 people who disappeared is a daunting task. Luis González, the 
prosecutor who is overseeing the process, says that those demanding justice will have to be more flexible, 
otherwise the whole effort will fall apart.  

For all its flaws, the peace process has survived serious wobbles and can claim some remarkably positive 
results. Until the recent wave of violence, Colombia had enjoyed a dramatic drop in murders. 
Paramilitaries have recounted details of more than 24,000 murders and 2,000 disappearances. By the end 
of September 2,666 bodies had been recovered from clandestine graves and 634 had been identified and 
handed over to relatives. It is the first time in Colombia’s long history of demobilisations and peace deals 
that the victims have been allowed to join in the process.  

However, only one minor paramilitary chief, known as “El Loro” or “the Parrot”, has so far been 
sentenced—and his conviction was annulled by the Supreme Court as incomplete since it did not include 
all his crimes. Some observers argued that it was enough that he had been found guilty of some of his 
crimes. But victims’ groups were outraged that he was convicted of only two murders and a minor case of 
forgery, when he was known to have taken part in massacres. 

Last year, as mid-ranking figures continued to give their testimony to the hearings, most of the 
paramilitaries’ top leaders were extradited to the United States for violating the rules of their 
demobilisation by continuing to run illegal networks from their detention cells. In an unlikely concurrence 
of opinions, one of the warlords, Salvatore Mancuso, a victims’ rights leader, Iván Cepeda, and judges on 
the Supreme Court all agree that sending the warlords to the United States may have been a mortal blow 
to Colombia’s truth-seeking efforts. Though the paramilitary bosses can—and some do—continue to give 
testimony to the justice and peace hearings by video link, most have refused to do so unless they think it 
will help their chances of a plea-bargain in the United States’ courts.  

In August the Supreme Court suspended any further extraditions of paramilitary leaders, arguing that the 
gravity of the drugs charges they face in the United States pales in comparison with the mass murders 
and other enormities they are accused of in Colombia. However, when they do give testimony back home, 
it can be embarrassing for Mr Uribe’s government. Earlier this month the attorney-general’s office 
reopened an investigation into Mr Mancuso’s accusation that Vice-President Francisco Santos had a hand 
in founding a paramilitary group. Mr Santos vehemently denies the charges and says the militia bosses 
are simply making such allegations to punish a government they feel has betrayed them.  

 
Naming names 

As well as harming the vice-president, the paramilitaries’ testimonies have so far implicated 140 members 
of the armed forces and more than 200 politicians, from local councillors to senators. Many congressmen 
are said to have made pacts with militia bosses to win their seats in the 2006 elections. So far seven 
lawmakers have been convicted and one cleared.  

Low-ranking paramilitaries have become disillusioned with half-hearted reintegration programmes. Many 
of them have therefore joined the new private armies, along with others who had no previous paramilitary 
links. By the most conservative estimates the new militias now have more than 4,000 members. The 
government at first played down their importance, saying they were just ordinary criminal gangs peddling 
drugs. However, some are acting as the old paramilitaries did, committing murders, rapes and 
kidnappings. As the rise of the new militias creates fresh victims, many of the older gangs’ victims have 
still received no reparations from them. Acknowledging the slow progress, the government this year 
began offering victims “administrative reparations”, though it has been criticised for separating the act of 
compensation from the process of truth-seeking.  

Voices calling for Colombia to create a powerful, independent truth commission, as in post-apartheid 
South Africa and elsewhere, are getting stronger amid the growing doubts about the four-year-old peace 
programme. Mr Uribe’s approach is facing its severest test yet—and there is a danger it could break down 
altogether.  
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Panama's financial industry  
 
Shades of grey 
Oct 29th 2009 | PANAMA CITY  
From The Economist print edition 

 
 
The unfinished job of cleaning up the country’s financial reputation 

UNDER Manuel Noriega’s dictatorship in the 1980s the world saw 
Panamanian banks as synonymous with suitcases stuffed with drugs 
money. So there was little surprise when in April the Organisation for 
Economic Co-operation and Development (OECD), a rich countries’ club, 
included Panama on its “grey list” of countries that show insufficient 
financial openness. Since then, once-notorious tax havens like the Cayman 
Islands and Liechtenstein have reluctantly accepted reforms to get off the 
list and escape the threat of sanctions. In contrast, Panama has not 
budged, reinforcing its reputation as Latin America’s leading financial 
miscreant. 

The country’s business and political leaders insist its financial system has 
become a paragon of integrity, and that Panama is being unfairly targeted 
by rich countries starved of revenue by the recession. “The US is the 
biggest tax haven in the world,” says Juan David Morgan, a lawyer, noting 
that America exempts foreigners from levies on interest. “But they want to 
scapegoat us because we’re visible and have a canal. It’s a double 
standard.” 

Panama is indeed now far removed from its erstwhile financial free-for-all. 
Its banks are highly regulated. Opening an account requires a week of 
bureaucratic procedures and a respected watchdog agency monitors large 
transactions. Panama ranks fourth among 30 countries surveyed by the 
Financial Action Task Force (a body set up by the Group of Seven countries) in carrying out anti-money-
laundering measures. And it taxes domestic economic activity fairly heavily, although it does leave 
foreign-sourced income untouched. 

However, Panama has made no progress on preventing tax evasion by foreigners. To get off the OECD 
list, a jurisdiction needs 12 active tax-information-exchange treaties. Panama rejects these agreements, 
arguing that they provide it with no benefit since it only taxes domestic income. Instead, its new 
president, Ricardo Martinelli, says he will sign treaties to eliminate double taxation, which both meet the 
OECD’s information-sharing requirement and could attract foreign investment. Panama has sent a 
negotiating team to Italy and is talking to the Netherlands, Spain, and Mexico. But no deals have yet been 
reached, leading sceptics to accuse Mr Martinelli of playing for time. 

Panama’s lax corporate laws have also attracted scrutiny. It allows companies to be created in minutes, 
and to pay no taxes on their foreign operations. It also lets them disguise their ownership through 
anonymous “bearer shares” (Panamanians point out that several states in America did so too until quite 
recently). This policy—along with strict bank-secrecy rules, a dollarised economy, and strong transport 
and telecommunications links—has made the country a magnet for shell companies. Panama has one of 
the highest numbers of subsidiaries of foreign firms of any country worldwide, and registers over 45,000 
new offshore companies a year. 

Furthermore, Panama is an attractive destination for money launderers. It is an unavoidable part of the 
route for land-based traffickers taking drugs from South to North America. Its free-trade zone, handling 
$19 billion of goods a year, presents plenty of laundering opportunities. So does its construction industry, 
which has been booming. Between April 2008 and December 2010 some 18,000 apartments will hit the 
market, most in skyscrapers in Panama City that suspicious-minded locals have dubbed “cocaine towers”. 
There are several legitimate reasons for the building boom: many multinationals have regional offices in 
Panama, and the country lures both retired Americans and jittery Colombian and Venezuelan investors. 
But the scale of the boom inevitably raises eyebrows, particularly since construction firms often pay 
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employees and suppliers in cash. Gabriel Btesh, a developer, says Russian buyers have been flooding into 
the market, buying beach-front properties sight unseen through third-party brokers and flipping them. 
The government’s anti-laundering squad has only a couple of dozen staff but has filed 21 cases so far this 
year. 

Panama may not be able to drag its feet much longer. Big banks from France and Spain are closing 
operations in Panama over its appearance on the OECD list. The ratification of a free-trade deal with the 
United States is also at risk. Yet Mr Martinelli cannot be seen as buckling to foreign pressure if he is to 
maintain his popularity. “Unlike Caribbean islands, Panama has a real economy, which makes negotiating 
treaties more complicated,” says Dulcidio de la Guardia, the vice-minister of finance. “Panama wants to be 
a responsible member of the international community. But it will always take care of its interests.” 
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Argentina's debt negotiations  
 
Settling up 
Oct 29th 2009 | BUENOS AIRES  
From The Economist print edition 

 
 
The government seeks a deal on its remaining defaulted bonds 

FOR more than a year Argentina has been mulling an offer put forward by three big foreign banks. It 
would let the government settle up with the holders of around $20 billion in bonds, part of about $95 
billion-worth on which Argentina defaulted in its economic collapse in 2001. The holders of the rest 
reluctantly agreed to a debt swap in 2005 in which they got just 35 cents on the dollar. So far the terms 
of the deal being proposed for those who held out against the 2005 swap are unclear—but they are likely 
to be slightly worse than that. This week Amado Boudou, the economy minister, signalled the 
government’s keenness by asking Congress to repeal a law that bans negotiations with those who rejected 
the 2005 deal.  

Investors representing about half of the remaining debt, on whose behalf the three foreign banks are 
mediating, have privately agreed to the proposed settlement. Many of the original holders of the bonds, 
weary of waiting for a deal, have sold them to others for as little as 12 cents on the dollar, so the 
purchasers of these bonds stand to make a tidy sum. Some others may choose, once again, to refuse a 
deal, betting that they will get a better one after 2011, when a more business-friendly candidate is likely 
to pick up the presidency from Cristina Fernández de Kirchner, the unpopular incumbent. Miguel Kiguel, a 
financial consultant in Buenos Aires, judges this a poor bet.  

The more belligerent holdouts have not flinched. NML Capital, an offshoot of a hedge fund in the United 
States, argues that Argentina can afford a paper offer of twice as much because the country’s economy 
has rebounded since 2005.  

Litigious holdouts have swooped on Argentine assets abroad. They have tried to seize aircraft belonging to 
the nationalised airline, Aerolineas Argentinas. In April NML Capital used a ruling in a United States court 
to freeze temporarily the bank accounts of Argentina’s embassy in Paris, forcing the wealthy ambassador 
to dip into his own pockets to continue its refurbishment. The embassy in Brussels is still trying to get a 
similar freeze on its accounts lifted. On September 22nd, amid rumours that the government was willing 
to return to the table, NML Capital filed motions against the three banks facilitating the new offer, to try to 
make them disclose the mechanics of the proposed debt swaps. 

The deal should help unlock Argentina’s access to international credit, as the government hopes. If 60% of 
the remaining holdouts accept it, Mr Kiguel reckons that Argentina will be legally considered to have 
negotiated in good faith and will therefore be able to borrow on the markets at 10-12% interest—a big 
improvement on the 15% it now forks out to Hugo Chávez’s Venezuela. But Mr Boudou has much more to 
do before Argentina’s finances approach those of a normal country. He has become chummy with the IMF, 
but the official inflation figures still lack credibility. And there are $6.7 billion of debts to foreign 
governments, on which Argentina also defaulted in 2001. Last year Ms Fernández publicly promised to 
repay them, but they have yet to receive any money—or even an official proposal stating how. 
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Canada and the monarchy  
 
Heir not so apparent? 
Oct 29th 2009 | OTTAWA  
From The Economist print edition 

 
 
A royal visit as republicanism rises 
 

 
WHEN Michaëlle Jean, the governor-general of Canada, was described as “head of state” on her website 
earlier this month, the government issued a quick and very public correction. “All Canadians know that 
Queen Elizabeth II is the head of state,” huffed Dimitri Soudas, the prime minister’s spokesman. However, 
in a poll last December only 24% of Canadians did know this. Almost double that number thought that the 
prime minister was head of state; and one-third thought it was the governor-general, who is in fact the 
queen’s representative in the country. 

Whereas monarchists condemn such ignorance, republicans believe it is a natural consequence of keeping 
what they see as an archaic and increasingly meaningless link to Canada’s colonial past. Both sides think 
the ten-day visit of Prince Charles and Camilla, the Duchess of Cornwall, beginning on November 2nd, will 
help their cause. 

But only a little bit. Unlike in Australia, where a referendum on a republic failed in 1999, there has never 
been a national debate on the monarchy in Canada since the country was founded in 1867. Neither the 
monarchists nor the republicans, both fringe groups, have much hope that the royal visit will push this 
issue up the list of Canadian priorities, dominated by the weak economy and the H1N1 flu virus. 

“It’s an opportunity for Canadians to get reacquainted with their future king,” says Robert Finch, head of 
the Monarchist League of Canada. Although the prince has made 14 visits, most recently in 2001, Mr Finch 
says there is still a “strangeness factor” to be overcome. He is sure Canadians will like what they see and 
identify with such princely causes as the environment, youth and bridging the gaps between religions. 

Republicans are equally confident that when Canadians focus on the prince as their next head of state, 
they will wake up to the need to sever the connection. Polls have suggested a drift towards republicanism 
in recent years: a survey of 1,000 people in June by the Strategic Counsel, a pollster, found that 65% 
thought Canada should cut its ties to the monarchy after the end of Elizabeth’s reign, whereas only 35% 
wanted her successor to rule their country.  

“Our supporters like to see the royals stay home, but we like them to show up because it’s the only time 
Canadians really think about the monarchy,” says Tom Freda, who leads Citizens for a Canadian Republic. 
His group shares tactics and lessons with counterparts in Australia, where a recent poll indicated that 51% 
favoured getting rid of the monarchy, and those in New Zealand, where the equivalent figure is 42%, and 
Britain, where it is only 18% (although differences in method mean the various polls are not strictly 
comparable). 

It is not certain then that, when the time comes, the “Maple Crown” of Canada will pass to Prince Charles 
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from his mother. But for the moment, Canadian apathy and the perceived difficulty of changing the 
constitution to appoint or elect a new head of state favour the monarchists’ cause. 
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Afghanistan's bloody election  
 
An election under siege 
Oct 29th 2009 | KABUL  
From The Economist print edition 

 
 
The Taliban campaign with bullets. The candidates bicker. Western doubts deepen 
 

 
JUST ten days before November 7th, when Afghans are due to go back to the polls to decide whether or 
not to re-elect Hamid Karzai for another five years, the Taliban showed their determination to disrupt the 
election. In a ruthless onslaught in the heart of Kabul, militants attacked a large guesthouse favoured by 
United Nations workers. At least five of them were killed by the attackers, who dressed as policemen and 
carried suicide-bombs.  

For years the UN has clung to its reputation as a neutral arbiter, and managed to avoid becoming a 
militant target. But now the Taliban have declared that anyone involved in organising the “soap opera” of 
an election is a legitimate target. A spokesman for the movement said the carnage in Kabul was just the 
beginning.  

Already, turnout in the election was expected to be extremely low, after the hundreds of Taliban attacks 
during the first round on August 20th. This will further dent backing in the West for an increasingly bloody 
military entanglement. This week saw more blows to popular support. A resignation letter written in 
September by Matthew Hoh, America’s senior civilian representative in Zabul province, was published. He 
wrote that America, like the Soviet Union before it, was securing and bolstering a “failing state” in 
Afghanistan. And the New York Times reported that the CIA makes regular payments to Ahmed Wali 
Karzai, the president’s brother. He has been widely accused of links with the poppy trade. He denies 
involvement with either drugs or the CIA. 

The shocking attack in Kabul adds to the gathering impression that Afghanistan is an irredeemable mess. 
At the very least, it was a distraction for the UN’s efforts to formulate strategies to deal with a serious 
crisis. Abdullah Abdullah, Mr Karzai’s rival in the run-off vote, has set a deadline of October 31st for the 
overhaul of the country’s electoral institutions. He wants the sacking of Azizullah Ludin, the demonstrably 
pro-Karzai head of the Independent Election Commission (IEC). He also demands the closure of hundreds 
of “ghost polling-stations”, where poor security precludes monitoring, and in the first round, ballot-stuffing 
saw almost 1m fraudulent votes cast for Mr Karzai. 

Many foreign observers agree with Dr Abdullah that these are sensible precautions, after the catastrophic 
mismanagement of the first round. But both Mr Karzai’s camp and the IEC itself have rejected the 
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proposals out of hand. Apart from announcing the replacement of 200 election officials—a tiny 
proportion—very little has been done to stop a repeat of the fraud. 

Indeed, Mr Karzai’s most important aides seem to favour conditions that will allow fraud to blossom 
further. This week, to the horror of foreign officials, his security chiefs proposed an increase in the number 
of polling stations. Dr Abdullah has not yet said what he will do if his deadline is missed. But it is thought 
he might withdraw, providing a convenient pretext to avoid a poll that will benefit mainly the Taliban. 
Haroun Mir, a former colleague of Dr Abdullah from his days as an anti-Soviet resistance leader, says he 
may hope to force a delay until after the winter snows have melted. This might imply a caretaker 
government, so that, in an election next year, Mr Karzai would “just be another candidate rather than the 
incumbent”. 

Conventional wisdom does not give Dr Abdullah much of a chance of beating Mr Karzai in any 
circumstances, on ethnic grounds. Mr Karzai is a Pushtun, a member of Afghanistan’s largest ethnic group, 
and Dr Abdullah is perceived as a Tajik (though he is actually half Pushtun). And according to the final 
first-round results as certified by the IEC, Dr Abdullah, who finished with 31%, has a mountain to climb to 
catch up with Mr Karzai’s tally of a shade below the 50% that would have averted a run-off. But people 
who have studied the reams of data from polling-stations think a second round could be much closer. The 
Electoral Complaints Commission (ECC), which investigated the first-round fraud, only looked at polling-
stations where 600 or more votes were cast or at least 95% went to one candidate.  

Consequently, says an election official in Kabul, the ECC saw “the tip of the iceberg”. For example, at the 
Musa Qala High School in Helmand province, only four out of nine polling-stations (probably set up in 
individual classrooms) fell foul of the ECC’s criteria. When one was inspected, it was found that all the 
ballot papers were marked with the same hand and almost three-quarters were not even folded. Who can 
say if the other five polling-stations did not contain just as much fraud—two of them produced 
suspiciously round numbers of votes and no spoilt ballots? But because they fell outside the ECC’s criteria 
(Mr Karzai won just under 95% of votes) all those votes counted. 

Unless thousands more ballot boxes are inspected, Mr Karzai’s true support is unknowable. But some 
diplomats in Kabul think it could be as low as 42%, whereas Dr Abdullah’s is in the mid-thirties. Glen 
Cowan of Democracy International, an election-monitoring NGO, is sceptical of such statistical guesswork, 
but still believes Dr Abdullah has reason to be confident. 

That is, of course, if there is a second round where fraud is minimised. Richard Holbrooke, America’s 
special envoy to the region, has argued that with only two candidates, and the experience of detecting 
fraud in the first round, the poll on November 7th should be cleaner. 

Others are less sure. One consequence of the guesthouse attack in Kabul may be the withdrawal of some 
UN staff from dangerous areas. That would further undermine the credibility of the election. Martine van 
Bijlert, of the Afghanistan Analysts Network, a think-tank, believes that fraud is inevitable so long as Mr 
Karzai’s henchmen are worried about the outcome. She argues that the focus now should be on ways to 
detect fraud before it happens, “rather than simply hoping it will be better this time”. It is a fair bet that 
the Taliban will do all they can to make this election much, much worse.  
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Terrorism in Pakistan  
 
A hostile ally 
Oct 29th 2009 | ISLAMABAD  
From The Economist print edition 

 
 
Clinton flies into a war zone 

A VISIT to Pakistan this week by Hillary Clinton, America’s secretary of state, was greeted in the grimmest 
possible fashion. A suicide-bomber exploded a car packed with explosives and killed over 100 people in a 
crowded bazaar in Peshawar, in North-West Frontier Province. The presumed culprits, the Taliban, have 
also reached the capital, Islamabad. On October 22nd an army brigadier was ambushed outside his house 
and killed by two gunmen on a motorcycle. In two bloody weeks more than 250 people have died in 
suicide-attacks in Peshawar, Islamabad and Lahore. Security agencies are warning of more murder to 
come. 

Mrs Clinton visited Pakistan for several important reasons. She wanted to 
assure Pakistanis that America is no longer just a fair-weather friend. 
Rather, it is here to stay and support Pakistan in its fight against terrorism 
and poverty. A bill signed by President Barack Obama on October 12th 
grants Pakistan $7.5 billion in assistance for development and to alleviate 
poverty in the next five years.  

However, that act of apparent generosity was spurned by most Pakistanis 
as “insulting and intrusive” because of conditions attached to it, which 
implied that Pakistan’s army and security agencies were complicit in 
harbouring terrorists and undermining the civilian government of President 
Asif Zardari. Egged on by the army, the Pakistani press, its mindset forged 
by years of state-sponsored jihad against the infidels—the Soviet Union in 
Afghanistan in the 1980s and India in the 1990s—has assailed the 
legislation as “dishonouring” Pakistan and serving only American interests. 
Indeed, until very recently, the predominant view was that the war against 
the Taliban was America’s fight, not Pakistan’s. Against this backdrop, Mrs 
Clinton came to Pakistan not just to pledge support in counter-terrorism 
but to prop up its fledgling democracy.  

But first she has to resolve continuing strains in her country’s relationship with Pakistan’s powerful army. 
America has welcomed its campaign against militants in South Waziristan. But it wants the army to go 
further and to take the offensive in other parts of the tribal areas, where the Taliban and al-Qaeda have 
safe havens from which they are attacking NATO forces across the border in Afghanistan.  

American pressure has been stepped up in the days leading to the presidential-election run-off in Kabul on 
November 7th. The Americans hope that Pakistan’s efforts can help bolster turnout. But the Pakistani 
army is loth to divert too many forces from the Indian border, until the peace process with India makes 
some progress. 

Pakistan’s security agencies have long accused India of using its consulates in Afghanistan to foment a 
separatist insurgency in the province of Baluchistan. Now it alleges that India is indirectly financing the 
Taliban as “payback” for the insurgency sponsored by Pakistan in Indian-administered Kashmir for nearly 
15 years.  

Mrs Clinton also wants to knock opposition and government heads together, to reach a modicum of unity 
over the war against the Taliban and relations with America. In a cruelly opportunist move, the Pakistan 
Muslim League of Nawaz Sharif, a former prime minister, now a popular opposition leader, took up 
cudgels against the American aid bill. Meanwhile, Mr Sharif was giving the Americans secret assurances 
that he was fully on board. 

So Mrs Clinton had her work cut out. Despite the American pressure, and despite the worsening toll in 
human lives exacted by the suicide-bombers, there is little sign of a change of heart in either the army or 
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the Pakistani political opposition. The army still seems ambivalent about fighting the Taliban, and nervous 
about America’s intentions. And the opposition still seems bent on destabilising the pro-American Zardari 
government.  
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China's navy off Somalia  
 
Cash and carry 
Oct 29th 2009 | BEIJING  
From The Economist print edition 

 
 
A hijack dilemma for China 

UNACCUSTOMED to operating far from its own shores, China’s navy is even less used to actual fighting. So 
news on October 19th that Somali pirates had hijacked a Chinese commercial vessel in the Indian Ocean 
caused a stir at home. With three of its naval ships taking part in anti-piracy operations off Somalia, China 
for the first time would be in a position to use force to rescue a China-registered boat and its captured 
Chinese crew.  

The deployment of the Chinese navy in the Gulf of Aden in January was the fleet’s first operational venture 
beyond the Pacific region. Coming after several years of rapid growth in the Chinese naval armoury, 
including the acquisition of new frigates, destroyers and submarines, the foray raised questions about 
whether China’s armed forces were beginning to go global. The pirate-plagued Gulf of Aden, through which 
shipments to China of oil and other vital commodities pass, would be an obvious place to become more used 
to distant security tasks. Several Chinese vessels had already been attacked there.  

But China’s state-owned press has taken care not to let the hijacking of the De Xin Hai, a bulk carrier, and 
its 25 crew whip up expectations in China of imminent military action. A foreign-ministry official said China 
would make an “all-out effort” to rescue them. Global Times, an English-language newspaper in Beijing, said 
that China was in “a dilemma of choosing a military rescue or paying the ransom”. But Chinese-language 
media carried little news. They stressed that China’s navy could not have prevented the incident, which took 
place far from the area it patrols in the gulf. The De Xin Hai was 700 nautical miles (1,300km) from the 
coast.  

The pirates have taken the vessel, which was carrying coal from South Africa to India, to the Somali port of 
Hobyo. This gives the hijackers more shelter and backup and further complicates any military action. Hong 
Kong’s South China Morning Post reported on October 28th that China had begun talks with the pirates. 
Officials have not confirmed this, but it would follow a wearily familiar pattern for shipowners using the 
waterway. Hijacks often end with sackloads of cash being exchanged for the captured vessel and crew.  

China is probably extremely wary of resorting to force. A botched operation would be an embarrassment for 
a navy that earlier this year celebrated its 60th anniversary with much hoopla. For China, the deployment in 
the Gulf of Aden is as much about flying the flag and showing solidarity with a multinational effort as it is 
about making a real difference to the security of Chinese shipping in the region. After all, it can seek 
protection from more than 20 other navies, including America’s, involved in anti-piracy operations there. 

The American army has viewed China’s deployment in the Gulf of Aden, initially involving two destroyers and 
a supply ship, as a useful way of getting to know more about a secretive force. Admiral Timothy Keating, 
who retired this month as America’s Pacific commander, has said that the deployment could be a 
springboard for a resumed dialogue between the two countries’ forces. They last broke off in 2008, when 
China was sulking about American arms sales to Taiwan.  

Co-ordinating American and Chinese efforts in the Gulf of Aden has certainly done no harm to ties. On 
October 27th America’s defence secretary, Robert Gates, received General Xu Caihou, the most senior 
Chinese military visitor in three years. A spokesman said America wanted to end the “on again, off again” 
pattern of Sino-American military relations. But with more arms sales to Taiwan awaiting approval, this does 
not look likely. 

 
 

  

  

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
South-East Asian summitry  
 
Distant dreams 
Oct 29th 2009 | BANGKOK  
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Vague hopes of integration and messy bilateral squabbles 
 

 
AS USUAL at such shindigs, lofty dreams of pan-Asian economic integration got a good airing at a regional 
leaders’ summit held in Thailand on October 25th. Buoyed by signs of recovery in recession-bound 
countries, and unbroken expansion in China, India and Indonesia, leaders spoke glowingly of a free-trade 
zone that would link the world’s most dynamic economies. Yukio Hatoyama, prime minister of Japan, the 
region’s largest economy, if one of its worst-performing, said such a zone should have a common currency 
and aspire to “lead the world”. Not to be outdone, Australia’s prime minister, Kevin Rudd, proposed a pan-
Pacific economic community that would include America and collaborate on security.  

Lest anyone get too carried away, officials were on hand to caution that such grand plans would not 
happen overnight. Mr Hatoyama, who is trying to give Japan a more prominent role in Asia without 
jeopardising its security guarantee from America, described his proposal as a “medium-term objective”. 
Indeed, talk of an East Asian community, with perhaps even a single currency, is nothing new. But the 
chatter has grown louder since America blundered into a financial crisis that sapped its ability to act as the 
motor for global growth. As Abhisit Vejjajiva, Thailand’s prime minister, put it, the old model of satisfying 
Western consumers “will no longer serve” the region.  

There is tremendous scope for Asian countries to boost intra-regional trade and investment. On trade it is 
already happening: intra-East Asian trade flows rose to 42% of total trade in 2008, up from 32% in 1990, 
according to the Asian Development Bank (ADB). But much of this is in commodities and semi-finished 
goods, with America, Japan or Europe as the final destination. China is the source of much of this growth, 
but it is rarely the end-consumer. Instead, it remains a competitor to other developing Asian countries for 
rich-world markets.  

The ten-member Association of South-East Asian Nations (ASEAN), which played host to the summit, likes 
to tout its own efforts to build a European-style single market of over 500m people. The first phase of a 
free-trade zone is due to take full effect on January 1st. Six members have already cut tariffs on 
manufactured goods, though not on farm produce. ASEAN has also been busy signing free-trade pacts 
with regional powerhouses such as China and India. These could become the basis of a pan-Asian trade 
bloc, reckons Kiat Sittheeamorn, Thailand’s chief trade negotiator.  

But these agreements rarely add up to much, as they must satisfy all ASEAN members, some of which 
already have their own bilateral deals with the third party. The end result is yet another set of rules for 
importers to work out, says Jayant Menon, an economist for the ADB. He says ASEAN countries deserve 
praise for cutting tariffs in a non-discriminatory way (ie, on goods produced both inside and outside 
ASEAN). Executives complain, though, that red tape and other non-tariff barriers are a far bigger hurdle. 
ASEAN’s nascent free-trade zone also excludes services, and tiptoes around labour mobility. 
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A deeper problem for ASEAN is its cohesion and credibility. It at last has a legal charter, but is bound by a 
strict policy of non-interference that prevents any version of Europe’s pooled sovereignty. It began as a 
cold-war security alliance without a common vision. Four decades on, it has yet to find one. Political, 
cultural and economic disparities loom large. Even leaving aside the perennial distraction of Myanmar, a 
repressive military dictatorship that Western allies find hard to sit down with, mutual mistrust and outright 
hostility between countries make a mockery of ASEAN’s encomiums on unity. They also bode poorly for 
the resolution of disputes in a closer economic union.  

 
Bad blood 

The latest spat is between Thailand and Cambodia, whose prime minister, Hun Sen, went out of his way to 
antagonise the summit’s host, Mr Abhisit. Over the past year, the two countries’ armies have clashed 
several times over a disputed border temple. Naturally, this is never discussed by ASEAN, lest it upset 
either side. A new row is over Thailand’s former prime minister, Thaksin Shinawatra, who lives in exile and 
is wanted at home on a criminal conviction. Hun Sen told reporters at the summit that his “old friend” Mr 
Thaksin was welcome to seek asylum in Cambodia and to be his economic adviser.  

Thai diplomats fumed that arrest and extradition would be the right way to treat a fugitive. But that seems 
unlikely after Hun Sen’s extraordinary show of support. By taking sides in Thailand’s politics, Cambodia’s 
leader “went for the jugular”, says Thitinan Pongsudhirak, a Thai political scientist. Sensibly, Mr Abhisit 
has not risen to the bait, though the anti-Thaksin People’s Alliance for Democracy this week staged a 
small protest outside Cambodia’s embassy in Bangkok. The group has previously stirred trouble at the 
border, where Hun Sen has threatened to shoot any Thai trespassers. In 2003 anti-Thai riots swept 
Cambodia’s capital over a rumoured nationalist slight by a Thai actress. Relations today are hardly much 
better. So much for ASEAN brotherhood.  

None of which need stop South-East Asian countries from trying to promote cross-border economic co-
operation. After more than a decade in the works, a currency-swap scheme among Asian central banks is 
beginning to look like a facility that might conceivably be used. But ASEAN looks too weak and divided to 
manage faster and deeper regional integration. Indeed, four leaders skipped the summit’s opening 
ceremony. No wonder, then, that ASEAN’s biggest member, Indonesia, which also happens to be its most 
vibrant democracy, seems to set greater store by its seat at the G20 table.  
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Japan's samurai culture  
 
They need another hero 
Oct 29th 2009 | TOKYO  
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Swooning over sword-wielding samurais, not sober-suited salarymen 

FAT, raccoon-faced, and with the severed head of one of his enemies at his feet, Ieyasu Tokugawa, 
Japan’s mightiest shogun, hardly looks like a heartthrob. Yet this is the image of him that confronts 
awestruck young women when they travel to the village of Sekigahara in central Japan.  

There, in 1600, Tokugawa used brilliant tactics—and treachery—to win the deciding battle in a civil war 
that enabled him to found a 265-year ruling dynasty. Now young women are turning him, and the 
warlords who fought against him, into objects of hero worship. “It’s like a samurai boom,” says a curator 
at the local museum. “The young women seem to adore the codes of loyalty and friendship by which the 
samurai lived.” 

 
Who says video games poison the minds of the young? The phenomenon of the “history-loving women” is 
the serendipitous offshoot of a Japanese video game called “Sengoku Basara” (Devil Kings), which has the 
usual male fare of flashing swords, castles and conquests. 

What is different, says its creator, Hiroyuki Kobayashi of Capcom, an Osaka-based gaming company, is 
that there is no severing of limbs or gushing of blood. Moreover, the characters are brave, noble and, 
above all, attractive—even if their namesakes bore few of these qualities in real life (see picture below).  

To his surprise, Mr Kobayashi found himself besieged by women smitten with the characters—sometimes 
over their boyfriends’ hunched shoulders. Besides the good looks, they said they yearned for the sense of 
adventure and honour of the medieval era. From a gaming point of view, he may have stumbled upon a 
badly needed new source of revenue. Women rarely play action video games, but, when they do, tend to 
be more loyal to a game (men apparently bore sooner of slashing their enemies to bits).  

From a social point of view, his experience is also interesting. He believes 
women are partly escaping into fantasy because they cannot find suitably 
heroic partners in real life. Capcom’s samurai groupies may be the 
corollary of a widely discussed trend in Japan, that of “grass-eating men”, 
who eschew the typical male trappings of cars and big salaries, and may 
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prefer shopping and fashion to sex.  

The phenomenon may also reflect a bigger issue: young women failing to 
find marriage partners. Since the 1970s the number of men and women 
marrying in their 20s and early 30s has fallen sharply, which is one of the 
main reasons the birth rate has fallen so low. It is largely the result of poor 
job prospects for men—and for women who marry. It will also have a 
severe impact on Japanese GDP in coming years.  

As it is, the popularity of Capcom’s warlords is already being put to good 
political effect. One of them was used on a voting poster in a governor’s 
election on October 25th to encourage young people to vote. It is hard to 
replicate, however. “Every time we try and develop a game for female 
gamers, we fail,” Mr Kobayashi says. “Women always want to be chasing 
something. When they feel they’re being chased, they run away.” A lesson, 
perhaps, to be heeded by Japan’s growing army of frustrated bachelors. 

 
 

  

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
Banyan  
 
Himalayan histrionics 
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Asia's two giants still cannot agree where one stops and the other begins 
 

 
IF THIS is to be Asia’s century, a small prerequisite is that its two rising powers rub along together. Yet 
recent bonding between China and India has turned to repulsion. Breathless Indian commentary talks of 
irreconcilable rivalry, even future conflict. As for the Chinese, few had bothered much about India. The 
superiority of China’s economic and political models was taken as read. That makes an October editorial 
on the website of the People’s Daily, the Communist Party mouthpiece, all the more striking. 

The editorial cranked out insults not levelled in decades. India’s superpower dreams, it said, might appear 
to be justified. But they are mingled “with the thought of hegemony”. This was setting India on the road 
to “repeated failure”. Damnable, too, was India’s policy of “befriending the far and attacking the near”. 
Indian hegemony, the editorial decided, was “100% the result of British colonialism”, when the Raj ruled 
from Pakistan to Burma. Now, the victim was trying to out-empire even the British. 

After wondering where all this leaves China—past colonial victim of Jurchen, Mongol, Manchu, Western 
and Japanese aggression—it suggests the relationship is pretty dire. Yet, although it has its problems, 
none seems unmanageable. Trade frictions have increased as Chinese goods have penetrated Indian 
markets. India has lodged more anti-dumping actions against China than has any other country. It also 
temporarily banned Chinese toys, citing safety concerns. India’s signature last year of a nuclear co-
operation pact with the United States has created distrust in China. Many Indians, for their part, see 
China’s building of roads, ports and pipelines in friendly countries around the Indian Ocean as a “string of 
pearls” strategy designed to choke India. They even worry about its involvement in Afghanistan. A rabid 
Indian press is fed by retired military officers and some serving ones. Some scaremongers are out to earn 
a buck from American defence contractors hunting for business. China seems to accept this. Until recently, 
it turned a deaf ear to most of the commentary, and Chinese bloggers give as good as they get. 

In truth, the real problem remains the two countries’ long, shared border. Disputes over the western and 
eastern ends have been unresolved since a bloody war in 1962. In the west, India claims Aksai Chin, a 
high plateau controlled by China, as part of Kashmir. In the east, China disputes the McMahon Line, 
agreed by British India and a Tibet then under British rather than Chinese sway. The line is in effect the 
border today, but China claims a large chunk of the Indian state of Arunachal Pradesh, which it calls South 
Tibet. It includes a revered Buddhist monastery at Tawang, near the 17th-century birthplace of the sixth 
Dalai Lama. 
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In a “good neighbour” policy, China has now resolved every serious land-border dispute, bar this one. A 
solution had seemed within reach. In 2005 the two sides laid out the approach. Principles would be 
agreed, then compromises made, and lastly a line drawn. Only marginal adjustments were expected to 
the present border. But the prospects of such a deal have crumbled as China has hardened its position. 
Earlier this year Chinese soldiers crossed the presumed line of control in the west and sent a herder family 
packing. China has blocked a water project in Arunachal Pradesh financed by the Asian Development 
Bank. In October it grew shrill over an electioneering trip to the state by Prime Minister Manmohan Singh. 
China has also begun issuing different visas for Indians from Arunachal Pradesh and Kashmir. 

What has changed the equation is restive Tibet. Anti-Chinese riots last year highlighted the vulnerabilities 
for China of the vague, porous Tibetan lands. The Communist government, borrowing its impulse from the 
reviled Manchus of the Qing dynasty, wants once and for all to hammer down the borders of its supersized 
empire. All the ambiguities of borderlands and the people who wander about them must submit to the 
central will. 

China’s urgency is reinforced by the Dalai Lama. His flight from Tibet in 1959, via Tawang, fed into border 
tensions then and he backs India’s border claims today. He plans to visit Tawang on November 8th. There 
is even talk that his reincarnation might one day be found there. That would be an excruciating outcome 
for the Chinese Communists, who demand the right to control Tibetans’ relations with the divine. For they 
could hardly declare such a reincarnation illegitimate on territorial grounds. 

 
Seize the hour 

Hence the People’s Daily’s strong words. China may feel that now is a good time to get a border 
settlement on its terms. After all, India grows economically stronger by the day. And recent signs of 
American readiness to appease China will have encouraged China to think that America will not do much 
to back India. Before his first trip to China as president in mid-November, Barack Obama declined to meet 
the Dalai Lama in Washington. China’s polemics are also designed to resonate with India’s smaller 
neighbours, who have their own gripes about its overbearing style. They also enjoy China’s material 
support. The part of the former kingdom of Jammu & Kashmir controlled by Pakistan, for example, is 
criss-crossed with Chinese infrastructure projects.  

In recent days both China and India have called for cool heads and warm hearts. A former Chinese 
ambassador to India blamed all the two countries’ serious differences on the Indian media. In Thailand on 
October 24th Mr Singh and Prime Minister Wen Jiabao even made common cause on climate change, 
before December’s Copenhagen summit. Yet as with earlier alliances over global trade talks, this looks like 
a tactical marriage in the face of rich-country demands. As for whether India and China can bury the 
hatchet over the border: that depends as much on China’s understanding of its internal threats as on its 
robust, sometimes rabid, southern neighbour.  
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Turkey and the Middle East  
 
Looking east and south 
Oct 29th 2009 | ISTANBUL  
From The Economist print edition 

 
 
Frustrated by European equivocation, Turkey is reversing years of antagonism with its Arab 
neighbours 
 

 
IT IS a thousand years since the Turks arrived in the Middle East, migrating from Central Asia to Anatolia. 
For half of that millennium they ruled much of the region. But when the Ottoman Empire fizzled out and 
the Turkish Republic was born in 1923, they all but sealed themselves off from their former dominions, 
turning instead to Europe and tightly embracing America in its cold war with the Soviet Union.  

The Turks are now back in the Middle East, in the benign guise of traders and diplomats. The move is 
natural, considering proximity, the strength of the Turkish economy, the revival of Islamic feeling in 
Turkey after decades of enforced secularism, and frustration with the sluggishness of talks to join the 
European Union. Indeed, Turkey’s Middle East offensive has taken on something of the scale and 
momentum of an invasion, albeit a peaceful one. 

In the past seven years the value of Turkey’s exports to the Middle East and north Africa has swollen 
nearly sevenfold to $31 billion in 2008. From cars to tableware, dried figs to television serials, Turkish 
products, unknown a decade ago, are now ubiquitous in markets from Algiers to Tehran. Already a vital 
conduit for sending energy from east to west, Turkey is set to grow in importance as more pipelines come 
on stream. The most notable is Nabucco, a proposed €7.9 billion ($11.7 billion) scheme to carry gas 
across Turkey from Azerbaijan and possibly Turkmenistan, Iran, Iraq and Egypt. A single Turkish 
construction firm, TAV, has just finished an airport terminal for Egypt’s capital, Cairo, and is building 
others in Libya, Qatar, Tunisia and the United Arab Emirates. Turks have scooped up hundreds of 
infrastructure contracts in Iraqi Kurdistan, and invested in shopping malls, hotels and even schools.  

These achievements are partly due to an energetic pursuit of trading privileges, such as Turkey’s free-
trade pacts with Egypt, Israel, Morocco and Tunisia. It is seeking a similar deal with the six-member Gulf 
Co-operation Council, which includes Saudi Arabia. Earlier this month, teams of Turkish ministers travelled 
to Baghdad and Damascus to sign a package of 48 co-operation deals with Iraq and 40 with Syria. 
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Covering everything from tourism to counter-terrorism and joint military exercises, the deals could end 
decades of tension between Turkey and its former Ottoman provinces. 

Turkey’s prime minister, Recep Tayyip Erdogan, has just been 
warmly received in the Iranian capital, Tehran, a reflection of the 
realpolitik that has kept links open despite the Islamic Republic’s 
international isolation. Turkey requires no visas for Iranians, and 
Mr Erdogan, who has stressed Iran’s right to nuclear power for civil 
purposes, pointedly congratulated Iran’s president, Mahmoud 
Ahmadinejad, after his disputed election win in June. Turkey only 
recently made an historic breakthrough in relations with another 
eastern neighbour, Armenia. If the parliaments of both countries 
endorse the move, diplomatic ties may be restored after a 16-year 
freeze.  

This dogged diplomatic pragmatism has been ardently pursued by 
the foreign minister, Ahmet Davutoglu, an ebullient professor of 
international relations who had long advised Mr Erdogan before his 
appointment in May. Mr Davutoglu, who in a book described the Middle East as “Turkey’s strategic depth”, 
has called for a policy of “zero problems with neighbours”. Reflecting the mild, modernist Islamism of the 
Justice and Development party, known by its Turkish initials AK, which has ruled Turkey since 2002, the 
new policy seeks to use the soft power of trade, along with historical links, to project stability beyond 
Turkey’s frontiers. This marks a distinct shift in worldview. In the past Turkey tended to see itself as an 
eastern bulwark of the NATO alliance, whereas its Middle Eastern neighbours were viewed as threats to be 
contained.  

Whatever Mr Davutoglu’s persuasive powers, this reorientation could not have happened without dramatic 
changes in Turkey. Reforms undertaken partly to meet demands for EU membership have shifted power 
from threat-obsessed generals to civilian institutions, and to a new, more self-consciously Muslim elite 
rooted in Anatolia rather than Istanbul, Turkey’s Western-looking commercial and intellectual capital. The 
AK party has also reversed decades of official policy by trying to meet the demands of Turkey’s large 
Kurdish minority (some 14m in a total population of 72m). The granting of more cultural and political 
rights, and the admission of past discrimination, have soothed tempers not only among Turkish Kurds, but 
among their ethnic kin in Iraq, Iran and Syria.  

Yet a reason for the success of Turkey’s kinder, gentler approach is that it takes place in the context of a 
regional power vacuum. Such relative Arab heavyweights as Egypt and Iraq no longer wield much clout. 
American influence has also dipped in the wake of its troubles in Iraq. Indeed, Turkey’s biggest 
breakthrough in Arab public opinion came in 2003, when its parliament rejected an American request to 
open Turkish territory as a second front for the invasion of Iraq. Turkey did allow the use of an airbase to 
supply the war, but escaped the opprobrium heaped on America’s Arab allies who grudgingly lent support 
to the toppling of Saddam Hussein.  

Turkey has also been welcomed back because many Arabs see it as both a moderate counterweight to 
Iran and as a window to the West. Iraqi Shias, for instance, are still wary of Iranian meddling in Iraq, 
even though Iraq’s main Shia parties have close relations with Iran. Iraq’s Kurds, despite age-old tensions 
with Turkey, have also warmed their relations as trade has boomed and the looming departure of the 
Kurds’ American protectors raises the spectre of isolation. The secular government of Syria, an ostensible 
ally of Iran, in fact shares little cultural affinity with its stridently Islamist rulers, compared with the AK 
party’s businesslike, tie-wearing officials. Improved relations with Turkey, which now include visa-free 
travel, bring much-needed relief to Syria, isolated diplomatically and economically backward. In fact, so 
eager has Syria been to woo Turkey that in 2005 it scrapped a longstanding territorial claim to Hatay, a 
province granted to Turkey in 1939 by France, Syria’s colonial master at the time.  

Turkish officials, however, have been careful to explain that their renewed interest in the Muslim east does 
not mean a chill towards the West. Instead, they present Turkey as a useful bridge, a regional force for 
peace, and the model of a democracy that is compatible with Islam. Its Western allies have generally 
shared that view and have not opposed Turkey’s eastward shift. Yet such benign indifference could 
change, if Turkey’s prospects for joining the EU die, or if Turkey is seen as undermining attempts to 
pressure Iran.  

Already, Turkey’s gentle realignment has carried some costs, most obviously to its relations with Israel. 
These flourished into a full-blown strategic partnership in the 1990s, before the AK party’s rise, when 
peace between Palestinians and Israelis seemed possible. Joint military exercises and Israeli arms sales 



brought the two countries’ military establishments close, while trade and tourism expanded fast. Israel 
even offered to shield Turkey from lobbies in the American Congress that sought to punish Turkey for 
disputing the genocide of Armenians in Ottoman territory during the first world war.  

 
The end of an affair? 

But ties have frayed as Turkish public opinion, which now counts for more, has turned increasingly hostile 
to Israel. Mr Erdogan, a tough, streetwise politician, felt slighted last year when Israel attacked Gaza only 
days after he had met Israel’s then prime minister, Ehud Olmert, who assured him that Turkish-brokered 
peace talks between Israel and Syria would resume. The bloodshed in Gaza outraged many Turks, who 
heartily praised Mr Erdogan when he stormed out of a debate with Israel’s president, Shimon Peres, at 
Davos in Switzerland earlier this year.  

The Turks were again angered in September when Israel denied Mr Davutoglu permission to cross into 
Gaza during a visit to Israel. Earlier this month Turkey, citing Israel’s failure to deliver an order of military 
drone aircraft, abruptly cancelled joint air exercises. Israel, for its part, lodged a formal protest at the 
airing, on Turkish state television, of a serial depicting Israeli soldiers as brutal killers. Some Israeli 
officials say they detect signs of anti-Semitism that disqualify Turkey from mediating any longer between 
Syria and Israel. 

Turkish officials respond that they have no intention of breaking off relations with Israel, and think they 
can still be a useful interlocutor with the Jewish state. But they remain indignant. “We might have lost 
leverage with Israel,” says an AK party man. “But I’d rather be on the side of history, of what is right, of 
justice.” One of Mr Erdogan’s advisers puts Turkey’s case more boldly, in a sign of its growing confidence 
as a regional leader. “We are conditioning relations with Israel on the progress of the conflict,” he says. 
“This is what the West should do.” 
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Just like old times? 
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Not quite. But the riots afflicting Jerusalem are worrying, all the same 

BLACK smoke again rose over the al-Aqsa mosque on October 25th, as Palestinian 
rioters and Israeli security forces clashed after two weeks of quiet. Just as they 
had earlier in the month, Palestinian youths set tyres and piles of rubbish on fire 
in the Old City and threw stones at Israeli policemen storming the holy compound. 
Three Israeli policemen and about 30 Palestinians were injured. 

The clashes were sparked by rumours that extremist Jewish groups planned to 
harm al-Aqsa, which sits atop a compound that Jews call the Temple Mount and 
Muslims Haram al-Sharif. In biblical times two Jewish temples stood here. Since 
then the rabbis have ruled that the precinct is too holy for Jews to enter, let alone 
pray in. The ban on Jewish worship was enforced by the Israeli government after 
the country took East Jerusalem from Jordan in 1967. In recent years, however, 
some nationalist rabbis have urged a reversal of the religious proscription and led 
Jewish worshippers onto the Mount. On the fanatical fringes, some believe that 
the mosque must be destroyed in order for the “third temple” to be built. Imams 
urged Muslim worshippers to defend a site that is as holy to Islam as it is to 
Judaism. 

The repeated fighting in Jerusalem has raised concerns over the possible outbreak 
of a third intifada, or popular Palestinian uprising. Nine years ago a visit to the 
Temple Mount by Ariel Sharon, then leader of the Likud party, triggered events 
that led to the second Palestinian uprising, popularly called the al-Aqsa intifada. The six-year conflict left 
thousands of Palestinians and hundreds of Israelis dead.  

Commentators in Israel argue that circumstances today are reminiscent of the situation in 2000. Palestinians’ 
grievances are undimmed. Israeli settlements remain a sore for West Bank residents. The peace process, 
restarted by the Obama administration, is making little progress.  

And now, as then, Jerusalem simmers with tension. Palestinian claims that Israel has been tightening its grip on 
the holy city have some truth to them. In order to maintain sovereignty over its capital, Israel has built a ring of 
settlements around the occupied, predominantly Arab east side of Jerusalem. The settlements separate East 
Jerusalem from the West Bank. Settlers are taking over Palestinian district outside the Old City.  

Even so, another full-scale uprising is still unlikely. People on the West Bank know that another intifada would 
harm them more than the Israelis. The West Bank is only just climbing back to the relative heights of prosperity 
that it reached a decade ago, before the second intifada severely disrupted the economy.  

Although al-Aqsa is a focal point of Palestinian national pride, a religious dispute alone cannot set the West Bank 
ablaze. A popular struggle would have to be about civil rights and national interests too, not just Islam. It would 
also need a united Palestinian leadership. 

But the latest unity talks between Fatah and Hamas, the rival factions, have broken down. Indeed, internal 
Palestinian tensions have risen. Mahmoud Abbas, the Fatah president of the Palestinian Authority that controls 
the West Bank, recently declared that presidential and parliamentary elections will be held in January next year, 
unless Hamas, which controls Gaza, signs an Egyptian-brokered reconciliation agreement. Hamas is unlikely to 
do that, and will almost certainly prevent elections in Gaza should Mr Abbas push ahead. That would further 
entrench the divisions between the two sides.  
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Tunisia's durable president  
 
One-man show 
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Another meaningless election 

THERE were no surprises at the polls on October 25th. President Zine el-
Abidine Ben Ali was re-elected for a fifth five-year term with 90% of the 
vote. Not bad—although surely something of a let-down after previous 
results in 1989, 1994 and 1999 when he got 99%. The slump began in 
2004, when the president got a mere 95%.  

Despite the opposition gaining a further five percentage points, the election 
results can hardly be described as a step towards democracy. Since he 
took power in 1987, Mr Ben Ali and his Constitutional and Democratic 
Union party have kept a firm grip. Though the constitution originally limited 
the presidency to two terms, Mr Ben Ali has twice amended it to let himself 
stay on. Opposition is rigorously controlled; the only candidates allowed to 
run against Mr Ben Ali were the leaders of parties authorised by the 
Constitutional Council, an institution close to the ruling party. Ahmed 
Brahim, the only candidate critical of the regime, won just 1.6% of the 
vote. 

The press is mute. Reporters Without Borders, a Paris-based watchdog, ranks Tunisia’s press as one of the 
world’s least free. Many journalists who cheek Mr Ben Ali or his regime have been beaten, imprisoned, 
sued or intimidated. Naziha Rejiba, editor of a banned newspaper, Kalima (“The Word”), says her office 
was ransacked and locked, her telephone tapped and her e-mails blocked.  

But Western governments tend to keep Mr Ben Ali sweet. For one thing, he is tough on anti-Western 
jihadists. In Paris and elsewhere Tunisia is widely viewed as stable. Its economy has grown steadily. It is 
open to Western business, liberal on trade and has attracted a lot of foreign investors. Exports, especially 
of textiles and motor components, three-quarters of them to Europe, now account for 47% of GDP. 
Tourism is booming, too.  

So the country gets good sovereign-risk ratings from agencies such as Standard & Poor’s. The Swiss-
based World Economic Forum ranks Tunisia as Africa’s most competitive country. Ordinary Tunisians’ lives 
have improved, with income per head doubling in real terms since 1990. Women enjoy better rights than 
do many of their north African counterparts. 

Investors’ biggest concern is not to step on the toes of the ruling family. Leila Ben Ali, the president’s 
second and current wife, has long promoted the interests of her Trabelsi clan. Most prominent is her 
brother, Belhassen Trabelsi, and her son-in-law, Muhammad Sakher el-Materi, both of whom she fiercely 
protects. A new book by two French journalists which unravels Tunisia’s business web was banned in the 
country this month. Mrs Ben Ali tried in vain to have it banned in France too. 

It is uncertain whether Mr Ben Ali, 73 and not in the pink of health, will run yet again in 2014. The 
constitution says candidates must be between 40 and 75, though another amendment could doubtless be 
made. Mr Materi is mooted as a possible successor. Party bigwigs, ambitious generals, rich businessmen 
and banned political parties may all start sniffing for opportunities as the old man begins to age. But his 
reign is by no means over yet. 
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Bombs and politics in Iraq  
 
No end in sight 
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Another “spectacular” raises doubts about American troop withdrawals 

TWO car bombs that exploded on October 25th in the centre of Baghdad claimed the lives of at least 155 
people and injured more than 700. The main targets were the Ministry of Justice and the office of the 
governor of Baghdad province. Almost simultaneously the explosions blew windows and their frames 
several hundred metres along Haifa Street, near the fortified Green Zone. Burst water mains flooded parts 
of the area, washing over charred bodies and through burned cars. This was the second such attack in two 
months and the bloodiest in two years. On August 19th bombs destroyed several government buildings, 
including the ministries of finance and foreign affairs, killing about 100 people.  

Since then, a new sense of crisis has enveloped the Iraqi capital. The overall number of attacks has 
decreased in the past year, but spectacular assaults are on the rise. This is affecting politics. Elections are 
due in January and security is now a big issue. Within hours of the bombings, some politicians were 
pointing fingers. “Voters know these are manipulations by the Saddamists,” says Ammar al-Hakim, the 
new leader of the largest Shia party. Many other Iraqis blame the same Sunni insurgents, including al-
Qaeda and members of Saddam Hussein’s former regime. On October 27th a group calling itself Islamic 
State in Iraq, which is affiliated with al-Qaeda in Iraq, claimed responsibility for the bombings, saying it 
had attacked “dens of infidelity” in the capital.  

These big attacks undermine more than just stable government. Few foreign aid organisations have set up 
in Iraq so far and the United Nations is expanding its operations very cautiously. This week’s gory pictures 
will hardly encourage them. The same goes for businessmen who went to last week’s Iraq investment 
conference in Washington, DC, attended also by the prime minister, Nuri al-Maliki. A further casualty of 
the bombings are Iraq’s neighbourly relations. Desperate to find culprits, Iraqis accuse Syria and Iran of 
complicity. They may share some blame, but the hysterical barbs of some politicians will make future co-
operation difficult. Iraq will still need trading partners after the elections.  

The latest bombings come at a fragile time in the pre-election timetable. As The Economist went to press, 
members of parliament were trying—and failing—to agree on a new election law, raising the prospect of a 
delay in the poll. If so, Mr Maliki would rule next year as a caretaker, creating more uncertainty. At the 
same time, the American army is continuing with plans to pull out. It hopes to withdraw 70,000 soldiers 
by August 2010, leaving a force of only 50,000 for another year. But doubts about the wisdom of this 
timetable are rising. Why not make sure peace works first?  

After all, America’s presence, now mostly hidden on bases outside the urban areas, is no longer 
antagonising Iraqis as it once did. This week’s attacks were not against “infidel occupiers”; violence is 
increasingly a local affair. Iraqis are having to accept that bombings and assassinations may be with them 
for a long time, even if an all-out civil war can be avoided. 

The sites of the latest attacks were symbolic. Haifa Street was in the hands of insurgents three years ago. 
American and Iraqi troops fought pitched battles to retake it in what turned out to be the start of the 
“surge” that eventually helped to improve security in much of Iraq. Before its residents could return, 
bodies were stacked up like bales of hay along the tree-lined street. Now the cycle repeats itself, and 
maybe not for the last time.  
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Selective rescue 
Oct 29th 2009 | NAIROBI  
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A new treaty promises much, but will not help those who need help most urgently 

AFRICA contains half of the world’s Internally Displaced Persons 
(IDPs)—those who have fled their homes but continue to live in 
their own countries. Sudan alone has over 4m of them, about the 
same number as the whole of Asia. Congo has another 2m or so, 
Somalia at least 1.3m. A score of other countries including 
Uganda, Zimbabwe and Kenya have hundreds of thousands more. 
In sum, there are about 12m IDPs across the continent.  

On top of that, Africa has 3m refugees, who, by crossing an 
international border, have rights and can expect assistance from 
the United Nations High Commissioner for Refugees (UNHCR). 
IDPs, however, are not so fortunate. No binding agreements 
protect them. UNHCR will help out, but generally they have to rely 
on the generosity of foreign-aid organisations and, occasionally, 
the goodwill of their own governments. Sometimes though, as in 
the Darfur region of Sudan, those very same governments have 
driven the IDPs from their homes in the first place.  

An African Union convention on IDPs, signed in the Ugandan 
capital Kampala on October 23rd, aims to change that. Under the 
convention, African governments will have to look after their 
displaced citizens. Politicians who chase civilians out of their 
homes will be liable for prosecution by their domestic courts. The convention takes a strong stand against 
armed rebel groups, which can now also be held responsible for uprooting civilians. It calls for more 
assistance for women and other vulnerable people. 

Some campaigners are bitter that the convention was signed in Uganda. They charge that the Ugandan 
president, Yoweri Museveni, himself failed to protect the 2m or so of his people displaced by the Lord’s 
Resistance Army, a ragtag but monstrous militia from northern Uganda that continues to mutilate and 
burn civilians out of their homes in Congo, Sudan and the Central African Republic. Cynics think the 
convention may even have been a ruse by some old-timer African leaders to avoid signing a pesky African 
charter on democracy and elections. Zimbabwe’s Robert Mugabe was among the handful of African leaders 
who travelled to Kampala.  

Mr Museveni brushed aside criticism. A piece of paper would not bring immediate relief to displaced 
women in Darfur, he said, but it was a start. The Sudanese government, indeed, has not signed the 
convention and so far shown no inclination to prosecute its own over the killing and rape of IDPs in Darfur. 
But insiders reckon that enough of Africa’s governments will sign the convention to make it stick. The 
harder part will be getting laws on the books and providing money to look after IDPs. A coalition of aid 
groups thinks the UNHCR should take more of a lead in looking after IDPs and be given the money and 
mandate to do so. There are other questions too. Should IDPs stay in rural areas or be resettled in towns? 
Providing the right amount of assistance is tricky as well. Too much, and an African government risks 
turning camps into subsidised slums. Too little, and people die.  

The most significant bit of the convention is the recognition accorded to climate-change migrants. 
According to the Norwegian Refugee Council and other groups, the number of Africans displaced by 
conflict is falling, but the number displaced by climate change is climbing fast. The International 
Organisation for Migration thinks most of the world’s 200m predicted climate-change migrants will be 
Africans. The UN points out that rain-fed agriculture in Africa may be cut in half by 2020 because of 
shifting rainfall. Its head of emergency relief, John Holmes, argues that 700,000 Africans were displaced 
by climate change in 2008. More will follow. 

  



 
 

A videographic on people displaced within their own country is at economist.com/refugees  
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Germany  
 
Angela's new team claims its seats... 
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…and debates how to promote growth, reform taxes, contain health costs and also balance the 
budget 
 

 
AFTER weeks of tension, tantrums and trial balloons, Germans now know which ministers will govern 
them for the next four years, and roughly how they will do so. In the early hours of October 24th the 
three parties in the new centre-right coalition government that won September’s federal election—the 
Christian Democratic Union (CDU), its smaller Bavarian sibling, the Christian Social Union (CSU) and the 
liberal Free Democratic Party (FDP)—put the finishing touches on a 124-page agreement that promises 
tax cuts, more spending on education and a reform of health care. It is a “new beginning”, declared 
Guido Westerwelle (pictured above), the new foreign minister, who led the FDP back into power after an 
11-year absence. 

Like the most tantalising prizes at a beachside funfair, the new beginning will require a lot of luck to 
claim. What is immediately on offer is more sparkle than substance. The new government, led by the 
CDU chancellor, Angela Merkel, plans a “right-away programme” of tax cuts to speed the economy’s 
recovery from recession. Later on it wants to reform income and business taxes, as well as a health-care 
system burdened by an ageing population. But finances and disagreements among the coalition partners 
may upset such ambitions. “The promising ideas are still very vague,” says Clemens Fuest, an Oxford 
don who heads the finance ministry’s council of advisers. “Things that are concrete are not very 
satisfactory.” 

A one-time sceptic of fiscal stimulus, Ms Merkel plans what amounts to a third stimulus package worth 
about €7 billion ($10.4 billion), starting on January 1st. This has more to do with demands from the 
junior partners in her coalition than with the plight of the economy. Tax relief for families with children is 
more likely to be saved than spent. A reduced value-added tax rate for hotels is a sop to the FDP and 
CSU. Only the tax breaks for businesses, such as higher deductions for the cost of servicing debt, are 
likely to do much for growth, says Thiess Büttner of Ifo, an economic-research institute in Munich.  

This would be the prelude to an overhaul of income tax, the FDP’s pet project. It would replace today’s 
rate structure, which has many small steps that hit middle incomes particularly hard, with a simpler 
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system of fewer, but bigger increments that would reduce the overall tax burden. 

All told, the new government is promising €24 billion a year in tax 
giveaways plus another €12 billion over four years in new 
spending on education. This is feeding speculation that the 
famously frugal Germans are throwing fiscal caution to the winds. 
“The budget-balancing elements are downplayed and the 
expansive elements are overemphasised,” frets Jean-Claude 
Juncker, the Luxembourgeois chairman of the euro area’s group 
of finance ministers.  

There are two reasons to doubt that the Germans are suddenly 
becoming profligate. The first is that powerful state premiers from 
Ms Merkel’s CDU are already mobilising against tax cuts that 
would eat into their own revenues. Hesse’s Roland Koch promised 
“tough negotiations” with the federal government.  

 
Worldy-wise Wolfgang 

The second is that the new finance minister, Wolfgang Schäuble, is no pushover. A CDU heavyweight 
nearing the end of his career, he has spent the past four years as interior minister building up Germany’s 
defences against terrorism and crime. And soon he must prepare the federal government to meet its 
constitutional obligation to cut the budget deficit to near zero by 2016. He says his first priority is to 
promote growth, but refuses to promise big tax cuts next year; he will play fiscal policy “by ear”. That is 
sensible in uncertain times but says little about the biggest decision facing the new government: will it 
slash spending to balance the tax cuts, water down tax reform or accept higher deficits? 

The other top prize is an overhaul of health care. This would freeze employers’ contributions to the state-
run system as a share of workers’ pay. It would also set workers’ contributions at a fixed premium, 
rather then a fixed share of wages as now. 

The idea is twofold: to stop future rises in health costs from being passed on to employers’ wage bill and, 
if the FDP has its way, to control them by promoting a competitive market in health care akin to other 
forms of insurance. The government entrusted this thorny task to its freshest face, Philipp Rösler, backed 
by a special commission. The 36-year-old liberal, born in Vietnam and trained as a doctor, takes over the 
health ministry after just eight months as Lower Saxony’s economy minister.  

He will need all his youth and vigour to overcome resistance from colleagues who fear being accused of 
privatising health care and forcing the poor to pay as much as the rich (even though the poor would get 
state aid to pay premiums). “Right now absolutely nothing will change,” insists the CSU’s chief, Horst 
Seehofer. But Dieter Bräuninger of Deutsche Bank Research predicts that tight budgets will force 
structural reforms.  

Rainer Brüderle, a FDP member known as “Mr Mittelstand” for his friendliness to small business, will 
preside over state aid to firms such as Opel, a carmaker, as economy minister. He wants to give 
competition authorities the power to break up firms that dominate their markets.  

The CSU superstar, Karl-Theodor zu Guttenberg, will oversee defence, a job more in keeping with his 
foreign-affairs expertise than his former post as economy minister. It comes with one bureaucratic 
burden—cutting compulsory military service from nine months to six (the FDP wanted to end it)—and a 
graver political one, of defending Germany’s deployment in Afghanistan and perhaps increasing it.  

The scope for a new beginning may be narrowest in Mr Westerwelle’s area, foreign policy. The coalition 
accepted his call to negotiate the removal of American nuclear weapons from Germany, but Ms Merkel 
will steal the show right from the start. To commemorate 20 years since the fall of the Berlin Wall, she 
will address a joint session of the American Congress on November 3rd—the first German chancellor to 
do so since Konrad Adenauer.  
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French corruption scandals  
 
Peering into the murk 
Oct 29th 2009 | PARIS  
From The Economist print edition 

 
 
An arms-smuggling trial casts a shadow over the French elite 

BIT by bit, the entrails of France’s one-time ruling elite are spilling out. 
This week Charles Pasqua, interior minister under President Jacques 
Chirac, was sentenced to a year in prison, with a further two years 
suspended, for involvement in arms-trafficking to the Angolan government 
in the 1990s, during its civil war against UNITA rebels.  

Jean-Christophe Mitterrand, son of the Socialist former president and his 
father’s then Africa adviser, was fined for embezzlement and given a two-
year suspended prison sentence. The dozens of other defendants also 
accused of supplying, or aiding the sale of, landmines, shells, tanks, 
helicopters and naval vessels—despite a United Nations arms embargo—
included Pierre Falcone, a French arms dealer, and Arkady Gaydamak, an 
Israeli-Russian businessman. Both men were sentenced to six years 
imprisonment. 

The verdict comes at a time when the French political class has been 
gripped by a parallel hearing into the “Clearstream” smear-campaign. 
During a month-long trial that ended this month, Dominique de Villepin, a 
former prime minister under Mr Chirac, was accused of helping to spread a fake list of names linking 
Nicolas Sarkozy, then a fellow government minister and fierce rival, and other politicians to false bank 
accounts supposedly containing kickbacks from arms deals. Prosecutors have asked for an 18-month 
suspended sentence against Mr de Villepin for complicity in slander, and jail terms for two others. Mr de 
Villepin has denied all the charges. The verdict is due in January. 

The consequences of all this for President Sarkozy are likely to be limited. He is unconnected to the Angola 
trial; and he is a civil plaintiff in the Clearstream case. Still, the conviction of Mr Pasqua does raise 
questions about the political milieu in which he made his name. Mr Pasqua was head of the Hauts-de-
Seine council, the department that includes the posh suburb of Neuilly, where Mr Sarkozy was first elected 
mayor, and became his political godfather. Moreover, the “Angolagate” trial, as the French call it, has 
strained relations between France and the oil-rich former Portuguese colony. In May last year Mr Sarkozy 
made a one-day trip there to try to smooth ties.  

The absent character in all this is Mr Chirac. Mr Pasqua, who appealed against the sentence, claimed this 
week that the ex-president and others “knew about the arms sales to Angola”. Mr Chirac’s lawyer has 
argued—in relation to Clearstream—that his client enjoys immunity for acts carried out while president, in 
1995-2007.  

His activities before this are another matter. Mr Chirac was this week waiting to hear whether an 
investigating judge would send to trial a case against him, involving “fake jobs” created while he was 
mayor of Paris. The trial of an ex-president would be without precedent in modern French history. But if 
the case is dismissed, it would free Mr Chirac from a decade of judicial investigations.  
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Italy's opposition  
 
Into the ring against Silvio 
Oct 29th 2009 | ROME  
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The Italian opposition gets a new leader—and a new scandal 

SILVIO BERLUSCONI, who can claim to have out-punched more than half a dozen left-wing opponents, 
has a new sparring partner. On October 25th Pierluigi Bersani was elected as the new leader of Italy’s 
biggest opposition group, the Democratic Party (PD). The vote was open to all, and almost 3m people paid 
€2 ($3) to take part. The main rival to the 58-year-old Mr Bersani was Dario Franceschini, a former 
Christian Democrat who stepped in when the previous leader, Walter Veltroni, resigned in February after a 
disastrous showing in a regional election. 

Mr Bersani is the straight-talking son of a mechanic from the “red” heartland of Emilia-Romagna. He rose 
through the ranks of the Italian communist party (PCI). Mr Bersani’s first move after his victory was to 
visit workers in a textile factory. But he is not an easy man to pigeonhole. He wrote his degree thesis on 
the history of Christianity and is best known as the minister who, in the most recent centre-left 
government, sponsored a programme of economic liberalisation. 

His arrival has proved divisive all the same. Francesco Rutelli, a former prime ministerial candidate who 
helped found the PD and led its more centrist wing, accused Mr Bersani of offering “the ways of the past”. 
He said he would leave to form a new centrist movement. Whether he does so, and how much support he 
attracts, have yet to be seen. Early signs suggested that the PD could shrug off his departure. 

What the party cannot afford is a string of scandals that draw attention away from the many controversies 
over sex and corruption surrounding Mr Berlusconi. These appear to be eroding his popularity (down ten 
percentage points, to 44%, since May). Last year the PD was damaged by a bribery case in the Abruzzo 
region. And two days before the leadership ballot, it was hit by a sex scandal. Piero Marrazzo, the 
governor of Lazio, the region around Rome, was found to have been blackmailed with at least one video 
recording of an encounter with a transsexual prostitute. It took him five days to resign. But resign he 
did—unlike Mr Berlusconi.  
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The Estonian exception 
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Estonia gets a boost, but worries persist about its Baltic neighbours 

SMUGNESS is Estonians’ least attractive feature, at least in the eyes of their Baltic neighbours, Latvia and 
Lithuania. A surprise endorsement by the International Monetary Fund of Estonia’s plans to join the euro 
in 2011, coupled with gloom about the other two countries, will only make that worse. 

All three Baltic states are facing double-digit economic declines in GDP this year, following the collapse of 
credit bubbles created by reckless lending and spending. Many outsiders have wondered if the three 
countries can maintain their fixed exchange rates, which peg the national currencies to the euro. A 
currency or banking collapse in the Baltic would spook markets elsewhere in the region, threatening 
wobbly economies such as Hungary’s.  

So for the past year the focus has been on averting disaster. Plunging tax revenues made the chances of 
any Baltic states meeting the criteria for joining the euro look slim. In Latvia, for example, the 
government is struggling to keep next year’s budget deficit down to 8.5% (see chart)—a condition for the 
continuation of a €7.5 billion ($11 billion) IMF-led bail-out package. To join the euro, the deficit must be 
sustainably below 3%. 

But it now looks as if, barring upsets, Estonia by the middle of 
next year will have met all the criteria for joining the euro. 
Inflation is low; government debt is negligible (indeed the country 
still has net public assets) and next year’s budget sets a deficit of 
2.95%. That is thanks, the IMF says, to Estonia’s thrifty habits in 
public finances. The government has cut spending hard and early. 
It sped through modernisation projects financed by the European 
Union. This acted as an economic stimulus. Latvia and Lithuania 
have found it much harder to follow the same path. Lithuania has 
dodgy banks and spiralling debts; Latvia has lost credibility among 
outsiders because of its failure earlier this year to cut spending as 
promised.  

For safety’s sake, the IMF still wants Estonia to raise and broaden 
taxes a little. Car-owners, for example, pay no car or road tax. But 
Andrus Ansip, the prime minister, already feels vindicated. He says 
the prospect of euro adoption will boost investors’ confidence and 
speed the country’s recovery. 

Attention now shifts back to Latvia, where the IMF and EU are holding up a new budget, due to be passed 
on October 28th. They worry that the precarious governing coalition lacks political will, and that the crisis 
is unfairly hitting the poor. They want Latvia to dump its flat tax for a more progressive system. But Latvia 
says higher taxes would discourage entrepreneurs and that chaos in the state revenue office means that 
the higher rates would bring in little extra cash. No reason to feel smug there. 
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Troubling questions for the opposition party, and for Spanish politics 

HE OILED his hair, told employees to call him Don Vito (the Mafia boss 
played by Marlon Brando in “The Godfather” films) and, according to 
Spanish investigators, allegedly kept politicians on his payroll. Documents 
released by a Spanish court indicate that for Francisco Correa, a Spanish 
businessman, bribery, fraud, money-laundering were all part of his way of 
doing business.  

Those same documents have also lifted the lid on Mr Correa’s extensive 
network of friends and clients inside Spain’s opposition People’s Party (PP). 
To the immense embarrassment of a party that aspires to govern, they 
include everyone from a former party treasurer to a son-in-law of the 
former prime minister, José María Aznar.  

Mr Correa (pictured above) has been remanded in prison, pending investigation. A flurry of forced 
resignations and expulsions is unlikely to mark the end of the affair. A police report released by the court 
claims some €5.5m ($8.2m) went into the pockets of 17 PP politicians.  

Regional governments and town halls run by the PP did large amounts of business with Mr Correa, whose 
interests ran from property to organising conferences. Mr Aznar’s son-in-law, Alejandro Agag, who invited 
Mr Correa to his wedding, is not under investigation. But the list of those who are under suspicion has 
shaken the party to the core.  

The affair has reopened an internal war between Esperanza Aguirre, head of Madrid’s PP-run regional 
government, and the party leader, Mariano Rajoy. The latest battlefield is Spain’s second-largest savings 
bank, Caja Madrid. This is controlled by elected PP officials. Mr Rajoy wants the former IMF chief, Rodrigo 
Rato, to be the new chairman. Ms Aguirre wants to appoint her own political ally. Public insults are already 
flying between supporters of the two leaders.  

Even before this spat, Mr Rajoy had trouble enough controlling his party. And he does not inspire 
Spaniards, who see him as indecisive and slow to purge corrupt party members. All this threatens to 
destroy his lead over the Socialists headed by the prime minister, José Luis Rodríguez Zapatero. With the 
recession pushing unemployment to 18%, and Mr Zapatero intent on raising taxes, the PP had a five 
percentage-point lead in opinion polls; now Mr Zapatero, whose minority government has secured 
parliamentary support to pass next year’s budget, is closing the gap. 

From jail, Don Vito proclaims his innocence. Nevertheless, the PP hopes no one else from its ranks has 
been kissing his hand.  
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War games 
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Jitters in eastern Europe over Russia’s military manoeuvres 
 

 
SCAREMONGERING is where defence-planning and politics overlap. Big military exercises in western 
Russia and Belarus, which finished earlier this month, were based on the following improbable scenario: 
ethnic Poles in western Belarus rise up and “terrorists” from Lithuania attack the Russian exclave of 
Kaliningrad. More than 10,000 troops from Russia and Belarus countered them, reinforcing Kaliningrad 
from the sea and sending special forces behind the enemy lines. Three NATO–like brigades, one visiting, 
one Estonian and one Latvian, then invaded western Russia, where they were successfully rebuffed by the 
elite Pskov-based 76th air assault division, reinforced by a motorised rifle brigade. 

Military exercises need a notional enemy and, from Russia’s point of view, NATO is the obvious choice. 
Because the alliance has expanded to Russia’s borders, taking in a dozen ex-communist members over 
strenuous protests from the Kremlin, it is all the more desirable to send a strong signal. What is more, 
Western countries have been urging (and helping) Russia’s military forces to become more professional. 
That requires practice drills.  

The main aim of the Russian exercises may indeed have been to measure progress on military reform, 
particularly the creation of more Western-style autonomous brigades. And, plainly, Russia is neither 
willing nor able to fight a real war with NATO. Yet the war-games look alarming to neighbours. They recall 
that the war in Georgia in August 2008 followed many years of exercises, and they point out that NATO 
has no formal contingency plans to defend its vulnerable Baltic members. Nor has the alliance held land 
drills on the territory of any of its new members. Indeed, until two years ago NATO’s threat assessments 
explicitly discounted the idea of conflict with Russia. 

Russia faces many security problems within its borders, and its armed forces are still rusty. It is hard to 
see why preparing for an implausible armed attack from the West should be a priority; these days America 
and its allies have little time to rehearse big-war manoeuvres because their soldiers are too busy fighting, 
or training to fight, insurgencies in Iraq and Afghanistan. Similarly, the idea of Lithuanian-based 
“terrorists” invading Russia is risible. 

Western military analysts have noted Russia’s use of destroyers 
and landing craft from the Black Sea and Northern Fleets to back 
up its feeble Baltic-based naval forces. They also noted the 
deployment of Russia’s most advanced S-400 air defence system 
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in Belarus and a parallel drill conducted by the Strategic Rocket 
Forces, the guardians of the Kremlin’s nuclear arsenal. “The scope 
of the exercises, the weaponry used, the troops involved and the 
scenarios rehearsed all indicate unequivocally that Russia is 
actually rehearsing a full-scale conventional strategic military 
operation against a conventional opponent,” says a report by 
Kaarel Kaas, an analyst at an Estonian security think-tank, the 
International Centre for Defence Studies.  

Dividing the exercise into a northern war-game (called Ladoga) 
and a southern one (Zapad-09) brought each below the 13,000-
troop threshold at which Russia is obliged to invite outside 
observers. Some neighbouring countries were not able to monitor 
the manoeuvres (Lithuania, with a handful of observers in Belarus, 
was an exception). That does not build confidence. 

From what outsiders can gather, the performance of Russian forces was patchy. A joint Belarusian-Russian 
headquarters worked poorly. Drones—a big feature of Western armies—seem to have been used mainly 
for show. Moving large numbers of troops and equipment around, a weakness during Russia’s war in 
Georgia, took too long.  

Polish, Baltic and other officials will meet in Warsaw shortly to discuss the significance of the exercises. 
NATO will assess them next month. America certainly took careful notes: the USS Cole, a guided-missile 
destroyer, visited Estonia. NATO warplanes mounted a modest air exercise. A planned exercise in the 
Baltic states next year is likely to be beefed up, perhaps with the involvement of part of NATO’s new 
mobile Response Force. 

Russia’s armed forces may be ramshackle, but many European members of NATO are in poor shape too. 
The alliance’s ability to defend the Baltic states depends almost wholly on American involvement. NATO 
hawks complain that members such as Germany and Italy are blocking attempts to draw up formal 
contingency plans for all its members—something that President Barack Obama has demanded. The doves 
retort that NATO’s Article 5, which says that an attack on one member is an attack on the whole alliance, 
is deterrent enough; new members who question its worth are hurting their own cause. 

Yet easterners are raising their voices in talks about NATO’s new “strategic concept”, a document to define 
its purpose that will be adopted next year. With NATO focused mostly on the fighting in Afghanistan, they 
want a clear statement that old-fashioned collective defence of NATO territory is still a priority. Only that, 
they say, will convince their voters that, with Russia flexing its muscles nearby, sending troops to 
Afghanistan is worth it.  
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Charlemagne  
 
Deciding Europe's place in the world 
Oct 29th 2009  
From The Economist print edition 

 
 
The European Union is giving itself better means to conduct foreign policy, but does it have the 
will? 
 

 
SOME time ago, just before the European Union enlarged to take in new members from Estonia to Cyprus, 
two senior EU officials debated an interesting question: with so many governments to consult, how on 
earth would Javier Solana—the Spaniard who has headed the EU’s foreign-affairs arm since 1999—forge a 
European consensus on any question of foreign policy? 

The more senior of the pair counselled calm. Most countries don’t have foreign policies, he explained 
cheerfully; Mr Solana’s job was to convince such countries that whatever he was proposing had actually 
been their policy all along. That would not change with enlargement. The cynical Eurocrat has seemingly 
been proved right. Today, even with the union enlarged to 27 members, Europe’s foreign policy machinery 
smoothly churns out common positions all the time. And yet, even ardent pro-Europeans admit that the 
impact of all this diplomatic activity has, to date, amounted to less than the sum of its parts. 

It is not that the EU is inactive. At their most recent meeting on October 27th, EU foreign ministers 
nodded through an increase in aid for Pakistan, slapped sanctions on Guinea and agreed to lift the last 
European sanction on Uzbekistan, an arms embargo. The EU flag flutters from warships hunting Somali 
pirates, and snaps in the Kabuli breeze, notably over an EU police-training base. But the truth is that the 
EU does not really have foreign policies: it has instruments and tools, such as aid money and co-operation 
agreements with endless third-country “partners”.  

An awful lot of EU diplomacy is driven by a handful of interested countries. The EU is to give more aid to 
Pakistan, for instance, largely because of pressure from Britain. Only the French feel very strongly about 
Guinea, a former colony. And Germany bulldozed aside the queasiness of many countries about lifting 
sanctions on Uzbekistan, a thuggish autocracy that provides bases to supply German troops in 
Afghanistan. The EU’s presence in Afghanistan has been a sorry mess. Duff leaders were sent at first to 
run the inadequate police mission. And there has been shameful squabbling between the local delegation 
of the European Commission, the standing EU bureaucracy, and envoys from the EU council, the bit of the 
machine that represents national governments. 

Such damaging ad hoc arrangements are supposed to end soon. A summit of EU leaders on October 29th 
and 30th was due to approve plans for a new European “External Action Service” (ie, diplomatic service) 
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headed by a High Representative, a kind of foreign minister. The High Rep will head foreign operations of 
both the commission and council, a move supposed to end institutional rivalries. This new diplomatic set-
up is created by the Lisbon Treaty, which now looks all but certain to be ratified in November after the 
fiercely Eurosceptic Czech president, Vaclav Klaus, indicated he would sign the treaty (in exchange for 
assurances that it could not trigger property claims by ethnic Germans expelled from Czech lands after the 
second world war). 

The diverse interests of the 27 EU countries, and their uneven enthusiasm for foreign policy, remain 
grounds for caution. “Don’t expect miracles,” cautions José Manuel Barroso, president of the European 
Commission. “Lisbon reinforces our capacity to act, but at least as important is our willingness to act.” And 
turf wars could yet hobble the diplomatic service, with the commission, council and national governments 
fighting for jobs and power. Some countries, like Poland, said half the posts in the new service should be 
filled by national diplomats. In fact, it now seems that a third of posts will go to diplomats on secondment, 
and the rest to the Brussels bureaucracy. Small- and medium-sized countries talk about “geographical 
balance”; to big players that sounds like national quotas trumping talent. 

Still, the bigger picture may be more cheerful. Top officials from the 27 national governments, commission 
and the council have spent weeks debating the external-action service, and how it will mesh with the High 
Rep as well as with the new post of full-time President of the European Council, another job created by 
Lisbon. National governments have decided to keep the external-action service under their control rather 
than placing it under the commission, and have ignored demands from the European Parliament for legal 
oversight over the new body. That is sensible—national governments enjoy a democratic legitimacy that 
the European Parliament does not. (Ever fewer Europeans bother to vote at successive Euro-elections, and 
even fewer know who represents them in that body.) 

 
Either way a Briton? 

European governments are divided by the idea of appointing a global heavyweight for the new council 
president. Britain is pushing for its former prime minister, Tony Blair. Several governments (and Britain’s 
opposition Tories) say they prefer a more modest “chairman” for the European Council (ie, not Mr Blair), 
yet some among them say they could live with a hard-hitting High Rep from a big country, like France, 
Germany or Britain. This might just turn out to be Britain’s foreign secretary, David Miliband. He insists 
that he is not “available” for the High Rep post but, tellingly, he earned praise from EU types for a speech 
on October 26th, calling for Europe to get its act together or become “spectators in a G2 world” shaped by 
China and America.  

This is new territory for the European project. In the view of one official, the EU was founded to “abolish 
foreign policy”—in the sense of wars and empire-building—within Europe. That holiday from history is 
ending. The EU has grown too big, and the balance of global power is shifting too fast. Some countries will 
always be bigger diplomatic players than others. But as a union, Europe cannot duck the question of its 
place in the world.  
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Reforming the centralised state  
 
The great giveaway 
Oct 29th 2009  
From The Economist print edition 

 
 
The growing fervour for handing power to local government and citizens 
 

 
“NOT English” is how Mr Podsnap deplores the idea of a mighty central state in Charles Dickens’s “Our 
Mutual Friend”. That was a century and a half ago. Central government in Britain now raises and spends 
more money in relation to economic output than any OECD country bar New Zealand. This top-heavy 
state, the legacy of centripetal policies since the war, is no clunkier than the language of those keenest to 
reform it. In recent years politicians and their favourite thinkers have called for a “post-bureaucratic age” 
brought about by “double devolution” and “pro-social behaviour”. Rhetorically, it is hardly the stuff of 
Dickens. 

But the opacity of the language should not obscure the momentum behind a policy more simply described 
as giving power away. At its most basic, it means devolving decision-making from central to local 
government. Public services would be run by town halls rather than Whitehall, and more cities would have 
elected mayors with real powers. But the agenda also includes more exotic ideas for transferring power 
from government to individuals and communities. Examples include letting the recipients of social care 
and other services manage the money spent on them, allowing almost anyone to set up a state-funded 
school and spreading data about public-sector performance. 

Although the right has led the push for localism, many of the ideas for directly empowering citizens come 
from a narrow sliver of the left comprising former advisers to Tony Blair who have been less influential 
under Gordon Brown’s premiership. Geoff Mulgan, director of the Young Foundation, a think-tank that also 
supports community projects, is one. So is Matthew Taylor, another former head of Mr Blair’s policy unit 
and now head of the Royal Society of the Arts, which does research on public-service reform. Demos, a 
think-tank directed and chaired by former Labour advisers, also roams this turf. Julian Le Grand, whose 
counsel on health care was often sought by Mr Blair, is a leading academic advocate of this agenda.  

Some politicians on the left also take an interest. They include current cabinet ministers such as Ed 
Miliband, David Miliband and Liam Byrne, and former ones like James Purnell and Alan Milburn. But most 
of the momentum comes from the Conservative opposition. Indeed, what makes this approach more than 
a think-tank fad is the prospect that its main champions could be in power soon—the Tories are favoured 
to win the next general election. Steve Hilton, the party’s influential strategist, champions this agenda and 
several shadow cabinet members are also enthusiasts. For all his English wariness of grand plans and 
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ideologies, David Cameron, the Tory leader, is keen on the centrifugal theme. If there is such a thing as 
Cameronism, it is giving power away. 

But these ideas have shortcomings. For one thing, they are not aimed at solving Britain’s most urgent 
worry: its fiscal deficit. Empowering citizens is good, say advocates, because it will rebuild social capital 
eroded by the state. For example, individual responsibility and community cohesion could be fostered by 
letting residents vote on how money is spent in their neighbourhood in return for volunteer work or 
attending public meetings. Reviving civil society may reduce spending in the long run by cutting the 
demand for government (and thus is perhaps a cannier strategy than simply cutting the supply of 
government). But this is uncertain, and in any case the public finances cannot wait to be fixed. 

A second drawback is that many Britons may be too apathetic, too accustomed to dependence on the 
state and too lacking in democratic know-how to use any new power. Many of the American examples of 
power-dispersing that pique Tory interest are in places with prosperous and educated populations, such as 
New England and Minnesota. Some on the left see a chance here to stress the state’s role in preparing 
citizens for the responsibilities it gives them. Mr Purnell says the left’s future lies in pursuing equality of 
“capabilities” rather than outcomes or opportunities.  

But perhaps the biggest danger is that, in their zeal for empowering citizens, politicians and policy wonks 
have become indifferent to the first half of double devolution. For thinkers, plain old localism —devolving 
power to elected mayors and the like—is boring. For politicians, it is risky. Voters may continue to blame 
them for things that go wrong at local level, and giving town halls serious fiscal powers is a hard sell in a 
country where the property-based local tax is hated. The Tories will probably be the most localist 
government for a long time, but even they do not propose to give councils radical new revenue-raising 
powers. Avant-garde ideas such as consolidated community budgets across all services are interesting, 
but it seems odd to try to redress the over-centralised state without doing more obvious things. 

Work by the Institute for Public Policy Research (IPPR), a think-tank, and PricewaterhouseCoopers, a 
consultancy, suggests, however, that localism need not be so politically dangerous. When power is moved 
from the centre, public perception of where responsibility lies does change, but this requires two things. 
The first is time. “Politicians must hold their nerve while voters learn that the buck now stops locally,” 
says Guy Lodge of the IPPR. Secondly, the transfer of power must be clearly communicated. Scots hold 
their loudly heralded Parliament to account, but where the distribution of power is murky—policing in 
London, for example—ministers get blamed. A radical devolution of power to localities, like the one France 
pulled off in the 1980s, may prove politically wiser than gradual, imperceptible divestment. 

Despite the flaws in giving power away—its tentativeness in some areas, its optimistic assumptions in 
others—Westminster may not have seen as interesting an intellectual movement since the 1970s, when a 
few poky think-tanks harboured the early stirrings of what would become Thatcherism. It goes with the 
grain of Britain’s ornery zeitgeist, with its antipathy to politicians. The fruits of the project may take 
decades to come, but politicians are more often accused of excessive short-termism. The Tories’ policy 
wonks now travel the world to study real-life examples of power-spreading. In the coming years, if they 
get their way, Britain itself will be the laboratory for these ideas. 
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A prisoner seeks the vote  
 
Conviction politics 
Oct 29th 2009  
From The Economist print edition 

 
 
One inmate’s appeal is thrown out, but changes beckon 

“VOTES for paedophiles” is unlikely ever to be a popular rallying cry, and few mourned the dismissal of Peter 
Chester’s case before the High Court on October 28th. Thirty-two years ago Mr Chester raped and strangled his 
seven-year-old niece. Still in prison, he wants to vote, which the law currently forbids. He had hoped that the 
European Convention on Human Rights might allow him to claim that right, but Mr Justice Burton, judging the case, 
felt otherwise. Mr Chester and his fellow lags will remain disenfranchised. 

Britain is unusual in Europe for applying a near-blanket ban on prisoners 
voting. According to the Prison Reform Trust, a charity which wants this 
reversed, the policy is shared by only six other EU countries, mainly eastern 
European ones. The rest either allow prisoners full voting rights or restrict the 
franchise only partially. This usually involves taking into account the length of 
the prisoner’s sentence (as also happens in Australia and New Zealand) or 
giving judges the discretion to impose a ban as an extra penalty. America, 
exceptional as ever in penal policy, bans inmates from voting in most states 
and even bans former inmates in a few. 

The agitation of penal reformers is not shared by psephologists, who note the 
tiddly numbers involved. John Curtice, an election guru at Strathclyde 
University, points out that even if every prisoner were enfranchised and 
made use of his vote (which he doubts they all would), it would average only 
about 100 extra ballots in each constituency. “The emotional heat generated 
by this issue is in inverse proportion to the numbers involved,” he concludes, 
adding, when pressed, that prisoners’ votes would most probably be Labour-
leaning. They would almost certainly be counted in prisoners’ home areas rather than in the constituencies where 
prisons are located, to avoid skewing results in areas with big jails.  

Despite the small numbers and this week’s High Court ruling, the government is girding itself to act. A ruling by the 
European Court of Human Rights in 2004 found that Britain’s blanket ban breached democratic provisions laid down 
in the convention. Following an unsuccessful appeal in 2005, the government has spent four years pondering what 
changes to make, provoking a rebuke this summer from EU bigwigs about the “significant delay” in obeying the 
judgment. It has grudgingly proposed various options for partial enfranchisement based on sentence length, which it 
hopes will be enough to satisfy the European Court. As the chart shows, even the most radical restoration of rights, 
covering those serving up to four years, would give the vote to fewer than half of the 64,000 or so prisoners who are 
currently disenfranchised.  

It seems decreasingly likely that inmates will get the chance to vote in Britain’s general election next year, which 
must take place by June 3rd. If that deadline is missed, the matter is likely to fall to the Tories. David Cameron’s 
party is no keener on votes for paedophiles than the current government, and prisoners can expect them to be no 
more generous. 

They may in fact do even less. Senior Tories are talking about staging a parliamentary debate and vote (possibly a 
free one, in which Mps could vote according to their conscience rather than their party’s line) on the subject. This 
might be a useful way of offloading responsibility for a measure that is hardly a vote-winner. Strategists are hopeful 
that even a negative vote might be enough to keep the European judges at bay. One of the complaints the court 
made in its 2004 ruling was that Britain’s policy seemed to have emerged by accident rather than through 
democratic deliberation. A debate and decision by MPs might just satisfy that objection. Voting rights for prisoners 
could yet slip away.  
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Reshaping British banking  
 
Rock carving 
Oct 29th 2009  
From The Economist print edition 

 
 
Splitting Northern Rock is just the beginning 

NORTHERN ROCK was rescued in September 2007, more than a year 
before the much-bigger Royal Bank of Scotland (RBS), Lloyds TSB 
and HBOS. The mortgage bank may also be the first to wriggle out of 
government hands. On October 28th the European Commission 
approved a restructuring plan, as required under the European 
Union’s state-aid rules, splitting it into a good bank and a bad bank.  

The good bank will keep the retail deposits and some existing 
mortgages. The bad bank will take no deposits and look after the 
remaining assets. UK Financial Investments (UKFI), which manages 
the government’s shareholdings in RBS and Lloyds, will take over 
both bits after the split. The plan is to sell the good bank and 
gradually run down the assets of the bad one, making sure in the 
process that neither distorts competition.  

So far, so uncontroversial, except that there is some doubt as to 
whether the taxpayer is getting a good deal or being stuffed with 
Northern Rock’s most toxic assets. The elephant in the room is what 
restructuring the commission will force on RBS and Lloyds Banking 
Group (the merged Lloyds TSB and HBOS). Neelie Kroes, the 
European competition commissioner, has made it clear that she regards both banks as overlarge and 
over-competitive. 

The most likely outcome is that each bank will have to shed some of its operations in Britain. Lloyds may 
sell its branches in Scotland, where HBOS has a big market share. RBS could close some of its corporate 
branches and concentrate on the NatWest retail brand. But would such measures be enough? The 
commission forced ING, a Dutch bancassurance conglomerate, to break itself in two (see article). 
Assessing the value of the government’s offer to insure up to £585 billion ($956 billion) of the banks’ bad 
loans through its asset-protection scheme (APS) could be crucial. Lloyds and RBS are still haggling with 
the Treasury over it. 

Lloyds wants to duck the APS altogether by raising private capital, possibly more than £11 billion. If it did, 
the government would be invited to subscribe around £5 billion because it owns 43% of the bank. A 
question for the European Commission is whether Lloyds would distort competition more or less as a 
result of this extra shot of government cash.  

The British taxpayer will be clobbered either way, though the economy should benefit from any 
improvement in the competitive environment. That would be likelier if new entrants were encouraged to 
buy bits of the state-aided banks. On October 26th it was announced that Barclays, another big bank, is to 
buy the mortgage-banking operations of Standard Life, an insurance company. The deal seemed to point 
rather to a shrinking of competition. 

Apart from the European Commission, it seems that there are few agents working to change the banking 
landscape radically in Britain. UKFI stays emphatically at arms length from RBS and Lloyds, preferring to 
see itself as an ordinary institutional investor. The only battle it has fought, winning a modest victory, has 
been to insist that bonuses be paid not in cash but in deferred shares that can be clawed back if the 
bank’s performance disappoints in the longer term.  

UKFI will have two board members on each new bit of Northern Rock, once the bank is split apart. One is 
likely to be Robin Budenberg, who will succeed John Kingman as UKFI’s chief executive. Mr Budenberg is 
an investment banker, one of the handful who advised the government on emergency bank 
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recapitalisation in October 2008. As far as these institutions are concerned, that was just the beginning. 
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Tony Blair for Brussels  
 
El Presidente 
Oct 29th 2009  
From The Economist print edition 

 
 
The Tories’ exaggerated loathing for their old adversary 

ONE well-known rule of politics is that early front-runners for big jobs often 
fail to land them. Tony Blair has accordingly been coy about whether he 
wants to become the first full-time president of the European Council. But 
his old pals in the government, chief among them David Miliband, the 
foreign secretary, are suddenly eager to press his claim. And his old foes in 
the Conservative Party are desperate to wreck it. 

William Hague, Mr Miliband’s shadow, is said to have told assorted 
European diplomats that support for Mr Blair’s candidacy would be viewed 
as a “hostile” gesture by the Tories. Meanwhile David Cameron, the Tory 
leader, says that, opposed as he is to the Lisbon treaty that creates the 
post, he thinks the EU shouldn’t have a president—but if it must, the role 
should be (in his parlance) “chairmanic”, and not “all-singing, all-dancing, 
all-acting”. In other words the president should chair meetings but not 
swan around like a global power-broker. If Mr Blair becomes president, the 
argument runs, that is what he will do; and since the post’s first occupant 
may define it, the presidency will become a higher-profile and more 
powerful position than the Tories would like. 

This stance has a superficial logic. And it may have a more self-interested rationale. Making Mr Blair 
president would be regarded by many Eurocrats as a huge concession to Britain—big enough, perhaps, to 
deter them from making further compromises of the kind Mr Cameron will be seeking should he become 
prime minister. His position on what to do about the treaty after it comes into force is still opaque, even 
though that is imminent. But Prime Minister Cameron would doubtless want to flourish some sort of 
concession to pacify the Eurosceptics in his own party and beyond. 

All the same, the Tories’ vitriolic opposition to Mr Blair risks looking petty and even unpatriotic. Their 
advocacy of a low-key president seems close to a wish for the job to be done badly. And it seems odd for 
a British party to prefer, say, a Belgian president to a British one. Mr Blair, moreover, shares many of the 
principles that the Tories presumably want the new figurehead to project: he is a free-marketeer, an 
Atlanticist and an opponent of a European superstate. 

Whether he will actually get the job is, however, unclear. His British boosters think he will; there are few 
other strong candidates and none who can, as Mr Miliband put it, stop the traffic in Washington or Beijing. 
But some Europeans are opposed to a president hailing from one of the big countries, especially one that 
is not in the euro or the Schengen border agreement. There is also the small matter of Mr Blair’s 
involvement in the Iraq war, which many Europeans opposed. Rumours that Mr Miliband might assume 
the new role of high representative for foreign affairs (he says he is not a candidate) are viewed by some, 
in the weird dialectical world of European politics, as a bid to derail Mr Blair. 

The posts are unlikely to be filled until the end of November. The revived Blair show has a few more 
weeks to run.  
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The Bank of England's next step  
 
Engineering that elusive recovery 
Oct 29th 2009  
From The Economist print edition 

 
 
The central bank must decide whether to boost its unconventional stimulus 

SINCE the recession intensified a year ago, the Bank of England has pulled out the stops. Not only did it yank the 
base rate down to an historical low of 0.5% in March, but it also embarked on quantitative easing—injecting newly 
created money into the economy by buying assets, mainly gilts. The programme has expanded from an initial target 
of £75 billion to £175 billion. Those purchases have almost been completed, which means that the bank must soon 
decide whether to leave it at that or raise the target again. 

Before the unexpected disclosure of Britain’s continuing recession in the third quarter of 2009, the City was starting 
to think a halt would be called to quantitative easing when the bank’s monetary-policy committee (MPC) meets in 
early November. But the 0.4% fall in GDP from its level in the second quarter, bringing the decline in the economy 
since its pre-recession peak in early 2008 to 5.9%, has made the bank’s next move harder to predict. 

The third-quarter decline in GDP was a dismal development but it does not make a further boost to quantitative 
easing a sure thing. For one thing, some economists suspect that the fall in output may be largely revised away. 
More important, the Bank of England has already done a lot of heavy lifting through its programme of asset 
purchases. Quantitative easing is likely to take even longer to make its full impact on output than cutting interest 
rates, where the lag is typically about a year. And, as the MPC has emphasised, it is the total stock of asset 
purchases rather than the monthly flow that determines the extent of the monetary stimulus and its overall impact 
on the economy.  

The policy has certainly had a pronounced effect on asset markets, however. 
Gilt yields are reckoned to be around half a percentage point lower than they 
would be if the purchases had not been made. That has helped to bring down 
yields on other financial assets, notably corporate bonds, which has benefited 
big companies by allowing them to raise money through issuing bonds rather 
than borrowing from banks (see chart). As Adam Posen, a member of the 
MPC, said this week, the policy has contributed to preventing a deflationary 
spiral and encouraged an improvement in credit conditions and asset markets 
over the past six months.  

Quantitative easing is also promoting recovery through a lower pound, which 
is particularly important for an economy whose domestic sources of demand 
are likely to remain weak. This was especially noticeable after the bank 
surprised the markets in August. It decided then to increase to £175 billion 
the target for purchases, which had already been raised in May to £125 
billion. That prompted a further bout of sterling weakness. 

Yet the policy has been less effective in boosting monetary growth, which was one of its main purposes. The Bank of 
England has been focusing on an underlying measure of broad money, which excludes holdings by specialist financial 
firms. Quantitative easing appeared to have stabilised the growth of this measure, though at a sluggish rate, in the 
second quarter of 2009. But figures out on October 29th showed that it actually fell at an annual rate of 1.7% in the 
third quarter. 

The continuing fragility of the economy may well mean that the MPC errs on the side of doing too much rather than 
too little next month. That would suggest raising the target for asset purchases again. If the committee does decide 
to do that, the increase is likely to be between £25 billion and £50 billion. But predicting the committee’s next move 
now is next to impossible. The City guessing game will continue until the fat old lady of Threadneedle Street sings on 
November 5th.  

 
 

  

  

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
The pickup in sales  
 
Mall nutrition 
Oct 29th 2009  
From The Economist print edition 

 
 
Shoppers return, but their habits are changing 
 

 
FOR over a year retailers have been cowering in their high-street redoubts as recession replaced the 
longest consumer-spending spree in recent times. Good news appeared this week, and a hint that the 
economy may be in less-dire shape than third-quarter GDP figures suggest. Sales recovered sharply in 
early October—particularly in food and footwear, but also in clothing and furniture—according to a survey 
released by the Confederation of British Industry. The outlook for November is even better, though with 
the looming uncertainties of Christmas and a return to higher VAT in January. 

But the pattern is patchy. London shops have defied the recession better than those elsewhere, bolstered 
by tourism and the weak pound, and by the spending power of local residents. The divide between “have” 
and “have-not” shoppers across Britain has widened, according to the Retail Think Tank, an expert panel. 
The “haves” make fewer shopping trips but buy what they want; the “have-nots” are making more trips 
but buying less. 

At Westfield London (pictured above), a year-old giant mall, there is a throng of people but few are 
carrying bags. Some say Westfield has taken volume from the West End and nearby Ealing. But business 
is not brisk at the branch of De Beers, the diamond seller. 

Sentiment is upbeat in Leeds, dubbed the Knightsbridge of the North. Leeds has just endured ten days of 
its annual Shopping Week, with a plethora of retail goings-on. The Victoria Quarter, the heart of smart 
shopping in the city, says 9,000 people came to its opening event and spent 25% more than in 2008. 
Land Securities, which deferred for a year the development of Trinity, a shopping and leisure space that is 
to cover 1m square feet, is now going ahead and hopes to complete it in the autumn of 2012. (Eastgate 
Quarters, a huge shopping project led by another property company, Hammerson, is on hold.) 

Land Securities is bullish on retail rents in general, and has said that it will do no more of the “soft” letting 
deals that tenants demanded in the recession. But experts looking for shopping patterns are flummoxed, 
says Tim Denison at Synovate, a research firm. “It depends on the store level and the catchment area,” 
he says. Retailers with nationwide operations are having to make decisions at a local level.  

Prime retail space in lively high streets and shopping centres—especially big inner-city ones, such as St 
David’s 2, which opened in Cardiff on October 22nd—is in great demand. Because these centres have a 
single landlord they get a good mix of tenants. High streets with many owners quickly look desolate if 
there are too many vacant shops, charity stores and mobile-phone outlets. The picture is mixed, though. 
A quarterly “health” index reflecting the views of Retail Think Tank showed its first forecast uptick, for the 
last three months of 2009, after ten consecutive falls. Yet visits to shops (other than those in out-of-town 
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retail parks) are still trending lower than last year, according to Experian FootFall, a market-research firm.

Whether or not retailers are climbing out of recession, there seems to be an irreversible decline in small, 
independent stores in favour of branded chains—and these are migrating to bigger spaces. The shoppers 
at Westfield are cocooned in a retail paradise, sheltered from the weather, with a score of cafés and 
restaurants to choose among and—soon—a multi-screen cinema. To lure some of them back to smaller 
precincts and high streets, local authorities will have to revisit their policies on parking and the mix of 
commercial and residential properties, says Mr Denison. That is the challenge for the next decade—if they 
do not want shopping cocoons to go on emptying high streets and suburbs. 
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Scottish history and politics  
 
Old wars, new battles 
Oct 29th 2009 | EDINBURGH  
From The Economist print edition 

 
 
On the use and abuse of national stories 

ALEX SALMOND, the nationalist first minister of Scotland, firmly believes that the 1995 movie 
“Braveheart” played a big role in persuading Scots to vote for a devolved Parliament in a referendum two 
years later. The gory biopic relates the life of William Wallace, leader of a 13th-century Scottish rebellion 
against Edward I of England. Now he seems bent on using another medieval Scottish hero, Robert the 
Bruce, to work the same magic for his Scottish National Party (SNP). But harnessing history for political 
profit, Mr Salmond is discovering, can be a two-edged claymore. 

 
Last month the SNP government said it was giving £180,000 to finance school visits to three historic 
places, including the battlefield of Bannockburn, to “help deepen understanding of our nation”. It ruffled 
feathers. Bannockburn was the site, in 1314, of Scotland’s biggest victory in centuries of Anglo-Scottish 
warfare. The SNP marches to it each year to commemorate the destruction of Edward II’s army. 

SNP ministers told critics that they had no big agenda: the aim was more to swell the numbers visiting the 
place than to inflate nationalist egos. Then it emerged that Mr Salmond wants Bannockburn to host a 
really big bash in 2014 to celebrate the 700th anniversary of the battle. This raised worries that Mr 
Salmond, having found his claims about the economic benefits of independence less resonant after the 
collapse of Scotland’s biggest banks, is switching to a darker, more emotional form of nationalism. 

Tom Gallagher is a longtime student of Scottish politics and a sympathiser with Scottish home rule who 
now teaches at Bradford University. In a book* published this month, he frets that to the SNP’s old civic 
nationalism, which emphasises that all Scottish residents are seen as Scots regardless of ethnicity, Mr 
Salmond is adding a “blood-and-soil” variety more familiar to the Balkans than to Britain. 

The SNP furiously denounced Mr Gallagher as a “nutty professor”. Though he is no nut, Mr Gallagher may 
be overstating his case. Mr Salmond has noted that voters approve of political conflicts with London, 
especially over money, he observes. Scots are distant these days from historically important institutions 
such as churches and trade unions. He speculates that Mr Salmond’s new approach may be attracting the 
rootless to a new identity as an embattled people struggling for justice against an imperious English foe, 
thus burnishing a different case for independence.  

This may seem improbable given that a Scottish MP, Gordon Brown, currently resides in Downing Street. 
It could become more persuasive if the Conservatives, routinely portrayed by the SNP as the anti-Scottish 
party (though a Cameron now leads them), win the next general election and impose swingeing spending 
cuts.  

Yet this mix of history, politics and culture may turn out to be much less of a draw than either Mr Salmond 
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Birds of a feather as the clans gather



hopes or Mr Gallagher fears. A much-hyped clan gathering—where devotees of kilts and bagpipes 
congregate to watch traditional Highland sports and dancing—in Edinburgh this summer flopped. Tickets 
went unsold and it ran up a loss of about £600,000. It takes more than old glories to build a nation. 

 
 

*”The Illusion of Freedom: Scotland under Nationalism”. Hurst and Company, London. 
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Bagehot  
 
Cameron's ransom 
Oct 29th 2009  
From The Economist print edition 

 
 
What the row about the Conservatives' European allies reveals about their party 
 

 
THE lands between the Baltic and Black seas endured a 20th century of almost unimaginable horror: it 
brought war, genocide, famine, invasion, occupation, fascism, communism, economic turmoil and 
corruption. The politics and parties that emerged have been warped and confused by that awful past. They 
cannot fairly be judged by the standards of long-established democracies. But that does not mean, as 
Britain’s Conservatives almost seem to think, that they cannot be judged at all.  

Earlier this year, David Cameron fulfilled a pledge to pull his Conservative members of the European 
Parliament out of the European People’s Party (EPP), the block to which they formerly belonged. Instead 
the Tory MEPs now form the core of a cobbled-together new group, the European Conservatives and 
Reformists (ECR). One of their new partners is a mainstream centre-right party from the Czech Republic. 
But some of the others are less respectable. They include the Law and Justice Party of Poland, and in 
particular Michal Kaminski, a controversial MEP who has made remarks about homosexuals, and about a 
wartime massacre of Jews by Poles in Jedwabne (a town he once represented in the Polish parliament), 
which many find alarming. 

Another new ally (though it has only one MEP) is “For Fatherland and Freedom”, a nationalist party from 
Latvia. Some of its members support and attend an annual parade that honours those who, during the 
second world war, served in the two Latvian divisions of the Waffen-SS. There are other dubious, if less 
incendiary, members of the new group too.  

Responding to the comment and criticism that this alliance has provoked, the Tories have offered several 
rebuttals. One is that Mr Kaminski and the Latvians have been grossly and intentionally misrepresented. 
Latvia’s wartime history, they say, and that of its SS divisions, is complex; the parades in question 
commemorate resistance to the Soviets rather than Nazism. But these events are, at the least, misguided 
and offensive, and it is painful to see squirming senior Tories trying to argue otherwise. As for Mr 
Kaminski, he now disavows, denies or attempts to finesse many of the previous actions and comments 
attributed to him. But even his denials contain suspicious self-contradictions, as well as disturbing moral 
distinctions (between Polish murderers and Nazi ones) and equations (between pogroms and some Jews’ 
alleged collaboration with the Soviets). At best he is a distastefully cynical demagogue. True, there are 
viler and more extreme politicians in both these countries. That is scant consolation. 
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Another Tory riposte is that weirdos and eccentrics can also be found in other European blocks, all of 
which are necessarily broad and eclectic coalitions. Perhaps; but the ECR is a group that the Tories have 
themselves convened and control—and of which, with their support, Mr Kaminski is now head. A third plea 
is that it is the job of politics and politicians to coax and moderate people such as Mr Kaminski through 
incentives and persuasion. True again; but there must be a limit to the application of that argument—and 
some of these new partners lie on the wrong side of it. 

None of these justifications takes account of the institutional, as opposed to reputational, cost of these 
new friendships. The Tories have renounced the parties of Nicolas Sarkozy and Angela Merkel (both in the 
EPP) in favour of a marginal, weak and incoherent new caucus. Their prospects of influencing European 
deliberations, on matters that they care about such as hedge-fund regulation, have dwindled. They have 
alienated and baffled other European conservatives. By abdicating the centre of European politics for the 
fringe, the Tories have convinced many in Europe that they can legitimately be ignored.  

There is, however, one explanation for the manoeuvre, offered in private by some close to Mr Cameron, 
that makes a bit of sense. Unfortunately, while it helps to rationalise his approach to the European 
Parliament, it also suggests a much bigger worry. 

 
Dave’s dangerous gambit 

Mr Cameron made his pledge to pull out of the EPP during his bid for the Tory leadership in 2005. He 
needed to placate the wing of his party that still sees Europe as a Franco-German federalist conspiracy, 
and the EPP as part of it. The defence is that by making the pledge and, eventually, by keeping it he 
convinced his party not only to make him its leader, but also to swallow the reforms and reversals he 
subsequently imposed. Without the pledge, this case runs, and the faith and loyalty it bought on the Tory 
right, Mr Cameron would have found it much tougher to win support for his stance on the NHS and civil 
partnerships, for his refusal to promise tax cuts or for his changes to the way the Tories select their 
parliamentary candidates. In other words, this one Eurosceptic policy enabled him to pursue others that 
are liberal and sensible. It allowed him to mould the party into the one that, in a way that would once 
have seemed improbable, stood to applaud the attack on poverty in his conference speech.  

Seeing the move as a ransom paid to his party may be the best excuse for the moral compromises and 
apparent political myopia it involved. The switch and the credit it earned may even make it easier for Mr 
Cameron to take a relatively sane position on the Lisbon treaty if, as expected, it goes into force soon. But 
if this interpretation—charitable but plausible—mitigates the foolishness of Mr Cameron’s past decisions, it 
also raises an awkward question about his future. 

It is this: if this shoddy, shaming alliance is the price he was obliged to pay his party for the changes 
needed to make it seem modern and compassionate, what sort of party is it that Mr Cameron leads? What 
else will its members demand, and what else—when his popularity and authority wane—will he be obliged 
to give them, after he becomes prime minister?  

 
 

Economist.com/blogs/bagehot 
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Public-service careers  
 
A tough search for talent 
Oct 29th 2009 | OTTAWA, PARIS AND SYDNEY  
From The Economist print edition 

 
 
In many rich countries, grooming young bureaucrats for a changing world is a struggle for their 
would-be bosses 
 

 
AGED 25 and armed with a master’s degree in water management, Andrew Reeves has the very mix of 
youth and green-mindedness that many governments claim to need. Yet when he attended a Canadian 
government job fair in Toronto this autumn, he left after 20 minutes without handing out a single résumé. 

He queued in front of a booth for the Canadian natural-resources ministry, only to be told that information 
on openings was best found on the ministry’s website. “I’d have preferred to do the whole thing by e-
mail,” he grumbles. Such was his frustration that he settled instead for a small non-profit group 
specialised in recycling. 

At a time when many administrations in the rich world face a looming talent shortage, because a huge 
cohort of civil servants is about to retire, anyone would think that governments would be trying harder, 
and in cleverer ways, to scoop up bright students now leaving college. 

It is not simply a matter of replacing one set of mandarins with another: in an age when most policy 
issues (from climate change to migration) cut across ministries and state boundaries, the civil servants of 
tomorrow will have to be lateral thinkers, not pen-pushers. And for better or worse, the outcome of the 
global recession will be closer regulation of the world’s economic and financial systems, for years to come.

Especially in the English-speaking world, governments say they are trying hard to bring some private-
sector pizzazz to all aspects of public administration, including recruitment. Among the legacies of Tony 
Blair’s term as prime minister of Britain is the idea that the “services delivered” by government can be 
monitored almost as precisely as a firm’s profits.  

And Britain’s civil service got a jolt three years ago when Gill Rider—a partner in Accenture, a 
management consultancy—was given a wide-ranging brief to shake up the way personnel were used and 
rewarded. The results have been watched carefully in places like Canada, Australia and Ireland. Civil-
service reforms can work best in smallish territories—Denmark, Finland, Scotland, Wales, the Canadian 
provinces—says Tony Dean, a British-born Canadian who has switched from being a bureaucrat to 
studying bureaucracy. (Outside the English-speaking, Nordic and Teutonic worlds, one of the few countries 
often cited as a model for administrative reform is Singapore, which pays its bureaucrats well so as to 
stem corruption.) 

However well-planned, internal reforms may not be enough to solve the basic problem—common to most 

  

Illustration by Claudio Munoz



of the leading industrial democracies—of competing for talent with commerce and voluntary groups, and 
then retaining the loyalty of a fickle, sceptical generation. “If we have any energy left after the trials of a 
competitive American college, we turn to private corporations if we have debt to repay, and to the non-
profit sector if we want to make the world better,” says Robert Ochshorn, who has just graduated in 
computer sciences from Cornell University.  

In simple numerical terms, the personnel gap opening up is vast. A report by the OECD, a rich-countries’ 
club, found that in 13 of the member countries surveyed, at least 30% of central-government workers 
were 50 years of age or older. Generous early-retirement provisions mean that many will leave their posts 
fairly soon. 

To replace them, governments will have to offer something more 
than the steady life that attracted the older caste of mandarins. 
“We’re a squirmy generation,” admits Tyler Hunt, a University of 
Toronto student who is about to start looking for work. “The idea 
of settling into a job for 30 years just isn’t appealing.” 

Today’s high-flyers want multi-disciplinary careers, the ability to 
rise as high and fast as their talents allow, and the freedom to 
move in and out of government work, says Linda Bilmes, a 
professor at Harvard’s Kennedy School and co-author (with Scott 
Gould) of a book* that predicts a crisis in America’s public service. 

Even those keenest on working for the nation may find their 
loyalty tested, she notes. A State Department officer who masters 
a hard language may get dozens of job offers, from private firms 
or global institutions. The “stove-piped” structure of government 
careers in most OECD countries takes little account of these new 
realities; talent that leaves is unlikely to return. 

In any case, before you can think of retaining the best employees, 
you have to get them in the door. In the United States, the 
complexity of recruitment deters eager youngsters. As Ms Bilmes 
points out, advertisements even for modest posts are “filled with 
jargon, acronyms and unexplained requirements” such as 
“eligibility under 5 CFR 330.60 (b)”. 

In the short term, the recession will certainly increase the number 
of graduates who are willing to surmount these hurdles. But in the 
contest for really marketable skills, government will often be at a 
disadvantage. For a young biochemist, working for a big pharmaceutical firm is far more tempting than 
government research. It is the same for graduates trained in intellectual-property law or telecoms. 

On the lowest rungs of the career ladder, salaries in America’s public sector can be quite competitive with 
the private sector; but at the highest levels, the differential is vast. In the private sector, and above all in 
finance, successful types earn many times more than public servants with huge responsibilities. An added 
turn-off for would-be American bureaucrats is that top positions are often filled by political fiat, not merit. 

In many rich countries, there is a hint of desperation in the way some public employers try to present 
their work as glamorous. “Did you know we have our own CSI [Crime Scene Investigation] team?” asks 
the website of Ontario’s government, citing an American television show. British Columbia stresses long 
holidays (time to hike and ski), while in Britain, potential mandarins are told of the heroic role they might 
play in a catastrophe. 

In some rich democracies, the personnel problem is felt only in specific areas. In Australia, for example, 
the elite stream of civil servants still attracts brilliant applicants, but hiring accountants and IT specialists 
for lower positions is harder, says Peter Shergold, an ex-cabinet secretary.  

In his view, the public sector should be looking not just for high IQs but a new skill: that of negotiating 
with the many agencies (including non-profit and private bodies) to which government is being farmed 
out. Old, vertical bureaucracies are ill-adapted to this task; flexible youngsters will have to do better. For 
that reason, perhaps, Kevin Rudd, Australia’s prime minister, recently asked his top bureaucrat for a plan 
to shake up the entire civil service. 



If there is one rich democracy where state service is revered, it is 
France. Competition to get into elite institutions like the École 
Nationale d’Administration (ENA, a springboard for bureaucrats and 
politicians) is still fiercely meritocratic. For the 2009 intake, 1,352 
applicants took the exam for just 80 places. Government jobs are in 
huge demand. In 2007 roughly 178,000 aspirants took the exam for 
the highest of the three grades of civil servant, comprising just 24,000 
jobs. Some 44% of the successful recruits were actually overqualified. 

“As the French see it, joining the civil service is not generally 
considered a track like any other, but a decision to devote one’s life to 
the public interest,” purrs an official report. Some 70% of French 
respondents told Ipsos, a pollster, that the civil service had a good 
image, and they would like their children to join. 

Still, there are signs, at least, of change in the process whereby 
alumni of the ENA move seamlessly into the senior ranks of 
administration. For one thing, énarques (as graduates of the school 
are called) are moving on from the civil service into top private-sector 
jobs, in banking and insurance; and (unlike two of his four 
predecessors) President Nicolas Sarkozy did not attend the school. Nor 
did most of his cabinet. In future, énarques will no longer be assigned 
to state jobs on the basis of their grades; they will apply in a more-or-less open procedure. 

Even in mandarin-minded France, the problem of an ageing civil service is felt. In 2005 the average age of 
a civil servant was 42, three years more than the private-sector mean. Under a plan supposed to take 
effect by 2012, Mr Sarkozy wants to cut the total number of civil servants while hiking pay and incentives 
for those who stay. 

There is also stiff competition for positions in the European Union bureaucracy, whose culture is heavily 
French. The hurdles are worth negotiating for anyone who likes the stimulation of a multilingual, 
multicultural environment, says Aurélien Juliard, a successful applicant for a recent batch of 200 posts. 
Some 19,000 hopefuls sat an exam, and were whittled down to 600; they then faced a second exam and 
an essay, on the basis of which 300 were summoned for an oral interrogation. The bureaucrats of Brussels 
do not enjoy the same public esteem as the sleek administrators of Paris, but they are well rewarded in 
other ways. 

In places like Canada, where the need to hire and deploy government personnel in a more rational way is 
recognised in principle, at least, sensible changes have had unexpected results. Hiring for Canada’s public 
sector has been decentralised, allowing those who are closest to the job to make the selection. And 
mobility within the civil service has increased, creating the sort of environment that young recruits want. 
But a report by the Public Service Commission of Canada, which oversees the hiring and welfare of 
210,000 federal civil servants, has noted some drawbacks. Almost one-third of respondents to a survey 
said they had had three or more supervisors in the past three years; half told another survey that rapid 
staff turnover had caused problems. 

Morale in any civil service, and its attractiveness to recruits, are also affected by factors unrelated to 
promotion ladders or pay-scales. The political mood, for example. In the view of Ms Bilmes, the malaise of 
America’s bureaucracy reflects an overzealous response to Ronald Reagan’s dictum: the nine most 
terrifying words in the English language are, “I’m from the government and I’m here to help.” 

In the Obama era, things may be different—not just in the United States, but in democracies that emulate 
America. As 21-year-old Mr Ochshorn puts it, “Our elected politicians long created an impression of 
government as stale and rife with bureaucracy…but my peers are proud of having elected Obama, and 
that has improved the image of government.” If hopes like that prove overblown, clever youngsters will 
not be slow to notice. 

 
 

* “The People Factor: Strengthening America by Investing in Public Service.” Brookings Institution Press. 
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The world's ailing postal services  
 
Dead letter 
Oct 29th 2009 | PARIS  
From The Economist print edition 

 
 
Letter volumes are plummeting around the world, highlighting stark differences among 
national postal services 
 

 
ON OCTOBER 28th Japan’s new government ousted the president and almost the entire board of the 
country’s postal service. It now plans to reverse the privatisation of Japan Post, along with its enormous 
banking unit—the previous government’s central economic reform. Postal services are in turmoil 
elsewhere, too. America’s is deep in the red and has had to defer payments to its pension fund. Britain’s 
Royal Mail is poised for a second round of nationwide strikes. In France, lawmakers are about to consider 
a change in the legal status of La Poste from a government body into a corporation, which is prompting 
opposition because it could open the way to privatisation. 

Until the recession hit, the business of delivering printed material looked old-fashioned, but it was at least 
still thriving in rich countries. Electronic substitution, in which businesses and individuals shift billing and 
communication onto the internet, was reckoned to be inevitable in the long run, but was happening at a 
manageable speed. Letter volumes were falling by just a few percentage points a year, allowing sufficient 
cost savings to be found to maintain profit margins. A private-equity firm had snapped up stakes in some 
postal services, but for most sleepy operators, propped up by lucrative monopolies, it was business as 
usual.  

The recession, however, has tipped the industry into full-scale crisis. Companies, which account for 80% 
or more of revenue from letters at postal firms, have slashed direct-mail advertising budgets and 
embraced substitution as a way to reduce costs. They are increasingly offering customers incentives to do 
business online, such as discounts from utilities for customers who opt to receive bills electronically. Many 
also worry that printed material is bad for the environment.  

Personal mail, a small slice of letter volumes, has proven more resilient in the crisis but is also migrating 
to e-mails, text messages and social-networking sites. Adam Crozier, the boss of Royal Mail, frets that the 
strikes could prompt even more people to send e-Christmas cards this December instead of the old-
fashioned kind. As it is, the number of letters sent is shrinking far more rapidly than the economy in 
Britain (see chart). 

Overall, many postal firms now expect total letter volumes to fall 
by 5-10% or more in 2009. America’s postal service saw a drop of 
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almost 14%, or 28 billion items, in the year to September. Menno 
Sanderse, an analyst at Morgan Stanley in London, predicts that 
European postal services could lose half their mail volume over the 
next ten years. In Europe, postal services also face the prospect of 
more competition, since from 2011 all remaining monopolies on 
delivering letters will end. Japan, ironically, is not suffering quite 
as much: volumes fell by only 2% last year.  

The industry’s high fixed costs make profits vulnerable. In 
November 2008, badly battered by the recession, America’s post 
office announced its second successive annual loss, of $2.8 billion, 
and it expects to lose more this year. European postal services 
have improved profitability since the beginning of the decade when 
many were barely in the black, but would quickly start losing 
money if revenues continue to fall at recent rates. Swiss Post’s 
letter division, for instance, says its profit margin will fall from 
8.5% in 2008 to 3.3% in 2009, due mainly to a drop in volumes. 

What should the postmen do? Junk mail, at least, is expected to return to growth once the economy 
recovers. Another hope is to take advantage of the internet by delivering items ordered on eBay, Amazon 
and other websites. National postal operators currently dominate this segment of the market and are well 
placed to benefit. But parcel specialists such as Hermes in Germany are also muscling in, and competition 
will be intense. A third strategy is to develop more secure versions of e-mail. Next year, for instance, 
Deutsche Post will start selling electronic “letters”, which it says will be safer and more reliable than e-
mails. 

Automation, which reduces labour costs, will be essential to compensate for declining volumes. Royal Mail, 
the only big western European postal service which is making a loss as a result of falling volume, is much 
less automated than its peers. Its workers order all their letters by hand before setting off on their 
delivery rounds, whereas more efficient operators, such as Deutsche Post and the Netherlands’ TNT Post, 
sequence 85% of their letters by machine. Basic modernisation would give it a profit margin of 8%, 
according to a 2008 study.  

Over time, if large losses and public bail-outs are to be avoided, more radical changes may be required. 
Some senior postal executives reckon that next-day delivery will have to go, at least for business 
customers. For the moment, next-day delivery is the main benchmark of quality in the industry. But some 
people argue that it is unnecessary, since e-mail easily outpaces even the fastest kind of snail mail. 
Eliminating next-day delivery would cut costs substantially, since postal services could cut down on flights 
and night-time sorting. The number of post offices is hard to reduce for political reasons, but if operators 
could cut the number of days of the week they deliver mail, and thus their staff, costs would fall. 
America’s postmaster general, John Potter, has asked Congress to consider allowing the postal service to 
cut deliveries from six days to five, and others may follow suit. Unloading huge pension liabilities onto 
governments would be another boon to postal services, especially in Britain and America. But all these 
changes depend on the whims of politicians.  

Many postal companies have successful businesses beyond letters: Deutsche Post and TNT Post, for 
instance, both have big parcels and express arms, and Deutsche Post has a logistics unit. This will help 
these privatised groups offset the decline of letters. For other struggling postal firms, another field, 
banking, looks ripe for expansion and could over time subsidise loss-making mail divisions. For a few 
national operators, such as Poste Italiane and Japan Post, which owns the biggest bank in the world by 
deposits, revenues from financial services already exceed income from mail. During the crisis, postal 
banks in France, Switzerland and Italy benefited strongly as depositors sought a haven. At Swiss Post, the 
banking unit’s profit margin is expected to increase from 10% in 2008 to 17% this year, and the firm now 
wants a full banking licence so that it can offer consumer and business loans directly instead of through 
partners as at present. La Poste wants to expand La Banque Postale, and the US Postal Service hopes 
Congress will let it offer financial services too. 

The Swedish and Danish services merged this year in the postal industry’s first-ever cross-border tie-up, 
spurred by uncertain future prospects and by competition from Norway Post, which had started doing 
business in Sweden. Industry executives in many countries are now wondering whether further mergers 
between national postal services are likely in future, says Paul Needham of ITA Consulting in Germany. 

For the moment, the industry is sharply divided between slow-moving government-owned services which 
have mainly stayed at home, such as La Poste, and more efficient privatised firms which have 



aggressively expanded beyond their borders, such as TNT Post and Deutsche Post. Liberalisation in 2011 
will help the latter, though they too are suffering from the decline of letters. Rain or shine, postal services 
around the world look certain to deliver lots of controversy in coming years.  

 
 

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
JBS spreads its wings  
 
Cluck, moo, oink, ka-ching 
Oct 29th 2009 | SÃO PAULO  
From The Economist print edition 

 
 
A Brazilian livestock firm has grown to prize-winning size 
 

 
UNLESS you work with quadrupeds, it may have escaped your notice that a Brazilian company, JBS, is 
about to become the world’s largest processor of meat. Its recent acquisition of Pilgrim’s Pride, a big 
chicken processor in America and Mexico, and a pending merger with Bertin, another Brazilian firm, will 
soon give it bigger sales than Tyson Foods, the American firm that currently claims the top spot. Other 
Brazilian names—Vale in mining, Embraer in aviation, Petrobras in oil—may be more famous. But JBS is 
now the second-largest private-sector company in Brazil by sales, after Vale. And a large majority of its 
sales come from outside the country. 

This is a stunning transformation for a business that began life in Goiás state 56 years ago with a 
slaughterhouse that could butcher just five cattle a day. Its founder, José Batista Sobrinho, used to carry 
sides of beef on his back to market, according to a friend. The expanded firm will slaughter more than 
140,000 animals a day and employ 129,000 people. Mr Batista’s three sons still control and run the 
company, although 49% of it is publicly traded. 

The mixture of family control and rapid expansion is unusual in Brazilian agriculture. Many cattle-ranchers 
operate in the informal economy and lots of slaughterhouses do not pay taxes, making the industry 
difficult to consolidate. As in other parts of the world, family-run agricultural firms in Brazil tend to focus 
on keeping things intact for the next generation rather than betting the farm. 

JBS has behaved differently, bringing in professional management and expanding through ambitious 
acquisitions from an early stage. Some say the company has been too aggressive. It was fined 15m reais 
($8.4m) in 2007 for anti-competitive behaviour by Brazil’s antitrust regulator, although it recently 
improved its image by agreeing to forgo buying cows raised on deforested land.  

An international shopping spree has brought the company big operations in Argentina, Italy, Mexico, 
America and Australia. But none of the company’s previous buys compares in size to its purchase in 2007 
of Swift, the third-biggest processor of beef and pork in America and the biggest processor of beef in 
Australia. With it came a lesson in the politicking that can hamper big foreign acquisitions. 

The Ranchers-Cattlemen Action Legal Fund lobbied against JBS before the antitrust committee of 
America’s Senate, warning of price-gouging of farmers and anti-competitive behaviour, and got a 
sympathetic hearing. But in the end American regulators approved JBS’s purchase of Swift, just as they 
approved the Pilgrim’s Pride transaction in mid-October. 

Part of the resistance to JBS in America has come from the distinctively Brazilian way in which the firm is 
financed. Brazil’s national development bank, BNDES, has a mandate to promote the international 
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expansion of Brazilian companies, among other things. It is funded by a compulsory levy paid by 
companies and public-sector bodies on each worker they employ. BNDES bought 13% of JBS’s stock in 
2007 as part of a capital-raising that allowed it to buy Swift. It also provides long-term loans to the 
company. One way around the public-relations problem this creates is to buy struggling companies like 
Pilgrim’s Pride, which JBS is rescuing from bankruptcy. 

A far bigger problem for JBS is how to integrate all its new operations into a coherent beast. This will be a 
big test for the Batista brothers and for Brazil’s tropical brand of capitalism, which mixes family control 
with traded stock, and finance from state-run banks with foreign acquisitions. Brazilian companies in other 
industries are watching how JBS gets on and plotting similar moves themselves.  
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Airline alliances and antitrust  
 
All together now 
Oct 29th 2009  
From The Economist print edition 

 
 
Why antitrust immunity granted in Washington may not wash in Europe 

AS MORE and more big companies are learning to their cost, satisfying America’s supposedly tough 
competition authorities can be a good deal easier than winning over their increasingly assertive 
counterparts at the European Commission. This week America’s Department of Transportation (DoT) had 
been expected to grant antitrust immunity for plans by British Airways (BA), American Airlines (AA) and 
Iberia to integrate their transatlantic operations in a joint venture. But as The Economist went to press it 
looked as if the decision would be deferred because of concerns at the Department of Justice. The three 
airlines, members of the oneworld alliance, are still confident of getting the go-ahead from Washington, 
possibly with a few strings attached. But Brussels seems to be preparing to take a much harder line. 

Airlines granted immunity are able to do most of the things that would result from a full merger. They can 
co-ordinate fares, sales forces, flight schedules and frequent-flyer programmes—efficiencies that are, they 
claim, in the interests of customers. That allows them to get around protectionist laws that, despite the 
“open skies” agreement between America and the European Union that came into force in 2008, prevent 
foreigners from owning more than 25% of big American carriers. 

In the past year or so, despite criticism from the Department of Justice, the DoT has given immunity with 
minimal conditions to the transatlantic tie-ups of Air France-KLM and Delta-Northwest (members of the 
SkyTeam alliance), and to Lufthansa, United Airlines, Air Canada and Continental Airlines (members of 
Star Alliance). But allowing the oneworld airlines similar immunity is complicated by the special status of 
Heathrow, BA’s base. It is by far the most important airport for Americans flying into Europe, accounting 
for twice as many transatlantic passengers as either Frankfurt or Paris Charles de Gaulle. Moreover, unlike 
those airports, Heathrow has no spare capacity for new entrants to exploit, and buying a way in is 
fiendishly expensive (last year, Continental paid $209m for four pairs of take-off and landing slots). Then 
again, BA and AA are actually slightly less dominant at Heathrow, controlling 58% of seats, less than Air 
France-KLM and Delta in Paris, or Lufthansa and United in Frankfurt (see chart). Geoff van Klaveren, an 
aviation analyst at Deutsche Bank, says it would be “grossly unfair” not to give oneworld the same rights 
as the rival alliances.  

But whereas the DoT appears to believe that part of its remit is 
helping out big American carriers that have spent much of the past 
decade going in and out of Chapter 11 bankruptcy, the starting 
point at the commission is very different. Its powerful competition 
directorate sees itself as the unflinching enforcer of Article 81 of 
the treaty underpinning the European Union. The article 
presupposes that collusive agreements between firms are 
invariably anti-competitive and should only be tolerated if there is 
strong evidence that efficiency gains are being shared at least 
equally with consumers.  

In September the commission issued a 400-page “statement of 
objections” to the three oneworld airlines, which envisaged finding 
their proposed joint venture in breach of competition law. 
Concerns were raised about the power that BA and AA would 
acquire to raise prices on five lucrative routes from London—to 
New York, Boston, Dallas, Miami and Chicago—particularly for business and first-class passengers. Among 
the remedies the Commission may demand are the transfer of slots to other airlines (between them, the 
two airlines control 44% of the slots at Heathrow). A previous application by BA and AA for immunity in 
2001 was withdrawn when the Department of Justice made approval conditional on the British carrier 
surrendering 12% of its slots. 

The commission is also investigating the other two alliances and insiders say it will take some convincing 

  



that they are not abusing their positions. According to the travel manager of a big European bank, it has 
become much harder to negotiate good deals for flights from Paris and Frankfurt since immunity was 
granted. If the commission decides to intervene, it has many powers at its disposal, including levying fines 
of up to 10% of the airlines’ revenue. Unless they can prove that they are using their immunity to benefit 
customers, they may come to regret ever having applied for it in the first place.  
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America's struggling newspapers  
 
Big is best 
Oct 29th 2009  
From The Economist print edition 

 
 
Most national papers in America are faring better than metropolitan ones 

THE slope down which America’s metropolitan newspapers are tumbling became steeper this week. On 
October 26th the Audit Bureau of Circulations revealed that the Los Angeles Times had lost 11% of its 
paying readers in the past year. Circulation at the Boston Globe tumbled by 18%. At the San Francisco 
Chronicle it fell by 26%.  

Many small local newspapers fared better. Take, for example, the Oakland Press, a Michigan newspaper 
where circulation grew from 63,000 to 68,000. The paper deals with the minutiae of municipal water rates 
and sex scandals in the local school system—the sort of thing that rarely makes the home page of Yahoo! 
News. 

But the biggest headlines were made by newspapers with a national reach. Circulation at the Wall Street 
Journal, which includes paying online subscribers, rose to more than 2m, making it America’s biggest 
paper. Daily sales of the New York Times fell by 7%—less than average, despite price increases. The 
Sunday paper lost just 2.7%. The exception to the rule was the former top newspaper, USA Today, which 
is mostly distributed in hotels. A recession-induced dearth of business travellers helped drive circulation 
down by 17%, but it ought to bounce back. 

America is now a battleground between these three, with metropolitan papers suffering collateral damage. 
The New York Times, which this spring sold just 32% of its daily papers in its home state (down from 42% 
in 2002) is now targeting the region around San Francisco Bay. For the past few weeks it has been 
running a twice-weekly “Bay Area report” inside the main newspaper. The Wall Street Journal plans a 
similar move in the area. Robert Thomson, the paper’s editor, says the next campaign may be for the 
Texas cities of Dallas and Houston, where the incumbents report steep circulation drops. 

Metropolitan papers rely heavily on classified advertising, which has plummeted by 40% in the past year, 
according to the Newspaper Association of America. Some of the loss is permanent: listings websites like 
Craigslist are strongest in big cities. The papers have responded by raising prices, abolishing bureaus and 
dropping readers in more distant suburbs, who are less alluring to advertisers. Metropolitan newspapers 
are thus turning into city newspapers, a blow to their future prospects, since virtually all the population 
growth in America is in the suburbs and exurbs.  

Another source of change in the newspaper business is news. America is engaged in two foreign conflicts. 
It has an ambitious president, who was elected following a long, gripping national campaign. Mr Obama’s 
rise has suited national cable networks, particularly Fox News, which is conducting a well-publicised battle 
with the White House. It suits the national papers, too.  
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Yum! Brands' new corporate culture  
 
Taking the hill less climbed 
Oct 29th 2009 | NEW YORK  
From The Economist print edition 

 
 
A management guru leads an overhaul of some iconic fast-food chains 

THE fast-food industry is not usually known for lavish investment in its 
employees, even if dismissive talk of “McJobs” is often undeserved. Yet at 
Yum! Brands, the owner of chains such as KFC, Pizza Hut and Taco Bell, 
Dave Novak, the chief executive, is presiding over a training programme 
that he says is the “biggest culture-change initiative in the world today”, 
affecting all of the firm’s 1.4m workers spread across 112 countries.  

Yum! has prospered since PepsiCo spun it off in 1997. Its share price has 
risen fourfold, Mr Novak proudly notes, and its earnings per share have 
grown by more than 10% a year for seven years in a row. It has also 
fulfilled its ambition to become truly global, with more than 65% of 
revenue earned outside America. Yet Mr Novak, who became boss in 2000, 
wants to avoid complacency. So a couple of years ago he launched a 
review, both to identify best practice internally and to learn from Yum!’s 
fiercest rival, McDonald’s. 

The exercise turned up three big areas for improvement: selling more 
healthy items, offering a greater variety of drinks and changing menus 
according to the time of day. The main obstacle to such ideas was Yum!’s corporate culture, in which 
different brands and operations in different countries had little to do with one another, slowing the spread 
of new initiatives. 

It was on a visit to China, where Yum! opened more than 500 new restaurants last year, that Mr Novak 
discovered what he regards as the solution to this problem. Yum! is the most successful foreign fast-food 
firm in China. It operates in 600 cities, in 400 of which it faces no Western competition. Last year its 
Chinese division made a profit of $469m. It has even set up a fast-growing (although less profitable) 
Chinese fast-food chain, East Dawning. 

Mr Novak heard the Chinese employees behind these feats use such obscure phrases such as “future back 
vision”, “bold request” and “action versus activity”. This jargon turned out to have come from John 
O’Keeffe, a former Procter & Gamble executive turned management guru (or, as his potted biography puts 
it, “master of triangular thinking and triangular action”), in whose ideas many of the local staff had been 
schooled. The coaching, Mr Novak says, had helped “create a healthy dissatisfaction with the status quo”. 

Mr Novak was so impressed he decided that Mr O’Keeffe’s ideas should be taught throughout the firm. The 
goal was to create a single global corporate culture that emphasised constant innovation, or “taking the 
hill”, as Mr O’Keeffe calls it. He devised a special course for Yum! called “Achieving Breakthrough 
Results” (ABR) that managers could teach to their subordinates. It has spread down the chain of 
command from Yum!’s 200 most senior executives to all restaurant managers and franchisees around the 
world; eventually, Mr Novak hopes, the entire workforce will learn Mr O’Keeffe’s precepts.  

ABR is allowing Yum! to make far quicker progress on its three initiatives than would have been possible 
in the past, Mr Novak says. Innovations tested in one country are quickly being adopted in others. British 
KFC outlets, for example, pioneered a breakfast menu which is now being offered in 12 countries. Taco 
Bell is also trying to sell breakfast, and Pizza Hut in China is pushing a teatime menu. 

As Yum! tries to follow the lead of McDonald’s by offering healthier food, KFC in France has developed a 
grilled-chicken sandwich called the Brazer which is likely to be rolled out worldwide next year. KFC and 
Taco Bell are also launching new fruit drinks, called Krushers and Frutista Freezes respectively. “The ABR 
process led directly to the decision to go big on the roll-out of Krushers,” says Micky Pant, Yum!’s chief 
marketing officer.  

  

Eyevine
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Yum! has had problems, despite Mr O’Keeffe’s best efforts. A temporary rebranding of Pizza Hut in 
America and Britain as Pasta Hut went down badly with customers. Sales in China have disappointed, not 
least due to intensifying competition from local rivals, although Yum!’s profits there continue to grow as a 
result of widening margins. In America the recession has hit sales at the slightly spiffier Pizza Hut more 
than at most fast-food chains. 

Moreover, Mr Novak’s conviction that ABR is responsible for Yum!’s success seems to rest on nothing more 
objective than internal surveys and appraisals. He points out that earnings per share are on track to 
continue their steady growth this year, despite the forbidding climate. “We are delivering in the short term 
while ensuring all our employees are better prepared to succeed in future,” he insists.  
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Elections to American boards  
 
Sinecures in peril 
Oct 29th 2009 | NEW YORK  
From The Economist print edition 

 
 
A glimmer of hope for corporate democracy 

UNTIL recently HealthSouth, which runs a chain of hospitals and clinics, was 
known more for corporate scandals than for corporate governance. A series of 
criminal and civil trials have raked over a massive accounting fraud at the firm 
for the best part of a decade. But on October 26th it took what may be the 
culminating step in its rehabilitation by adopting a set of new rules to improve 
its corporate governance, including provisions for clawing back bonuses from 
employees who are later found to have misbehaved and, most radically of all, 
agreeing to cover the costs, in some circumstances, of activist shareholders 
who put up a candidate for election to its board of directors. 

That makes HealthSouth the first big American firm to address a fundamental 
flaw in the country’s system of corporate democracy. In theory the principle of 
“one share, one vote” prevails. But only candidates proposed by the incumbent 
board make it onto the ballot that a firm sends to shareholders. Other 
candidates can seek votes only by circulating “proxies” of their own, at the 
candidates’ (or their backers’) expense. The cost of this has usually been 
enough to deter them, allowing the official slate of directors to retain their 
lucrative boardroom sinecures uncontested—even if only a tiny proportion of 
shareholders actually vote for them. 

Several efforts to make it easier for shareholders to nominate directors have been frustrated by lobbying from 
corporate turkeys keen to postpone Christmas for as long as they can. Mary Schapiro, the new chairman of the 
Securities and Exchange Commission (SEC), issued proposals in May that would require public companies to 
include details of candidates for the board nominated by investors who have owned at least 1% of a firm’s shares 
for at least a year. Similar reforms had failed in 2003 and 2007, but it was believed that the crisis would make it 
hard for corporate lobbyists to resist this time. On October 2nd, however, the SEC announced yet another delay, 
although there is still talk of putting the ideas to a vote early next year.  

In the interim, HealthSouth’s approach is certainly progress, as is a recent change in corporate law in the state of 
Delaware, which took effect on August 1st, to make it easier to introduce such reimbursement bylaws. This is 
important because a large proportion of American firms are incorporated in Delaware. It is hoped that previously 
resistant firms will now follow HealthSouth. The American Federation of State, County and Municipal Employees 
(a trade union and, through its pension fund, an activist shareholder) narrowly failed to secure similar reforms 
this year at Dell and Office Depot, but plans to bring votes at a minimum of six companies in 2010. 

Bob Monks, a veteran campaigner on corporate governance, says that HealthSouth’s move is very important, not 
just because it reduces the financial risk for outsiders seeking election to boards but because, in acknowledging 
that companies have a responsibility to foster open contests, it “establishes a principle barely dreamed of”. Yet 
HealthSouth’s new bylaw stipulates that outside candidates must win 40% of votes to be reimbursed. The result 
may be that only those who are almost certain to win will run—little different from now.  

Worse, initiatives such as HealthSouth’s could slow the SEC’s drive for more sweeping reform. Mr Monks worries 
that the SEC’s proposals are too complicated and so unlikely to deliver the desired benefits. Far better, he says, 
to copy the British approach: introduce a federal statute giving investors with 10% or more of the shares of a 
company the right to call a special meeting at which a simple majority vote can remove any or all directors. In a 
healthy shareholder democracy, such a rule would not be controversial.  
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Geely closes in on Volvo  
 
On a roll 
Oct 29th 2009  
From The Economist print edition 

 
 
Ford seems likely to sell its last luxury brand to a Chinese upstart 

DESPITE lingering misgivings, Ford Motor Company announced on October 28th that it had picked China’s 
Geely as the preferred bidder for its Volvo subsidiary. If Geely, China’s largest and brashest privately 
owned carmaker, succeeds in acquiring such a respected brand it would be a testament to the 
extraordinary ambition of its chairman and founder, Li Shufu, the self-styled Henry Ford of China. Mr Li is 
thought to be prepared to pay around $2 billion for Volvo, about a third as much as Ford spent to acquire 
it in 1999. 

A deal is unlikely to be signed before the end of the year, but negotiations would not have got this far if 
Ford had not satisfied itself that its biggest concern, the transfer of intellectual property to the Chinese 
firm, could be resolved. Because Ford and Volvo are joined at the hip in engineering terms, Geely has 
been forced to go to considerable lengths to reassure Ford that it will not simply purloin the pair’s 
advanced platforms and powertrains for its existing car business. If the deal is done, Volvo’s new owner 
will be a consortium led by Zhejiang Geely Holding Group, a privately held firm. It says Volvo will be run 
as an autonomous entity, headquartered in Sweden, at arm’s length from Geely’s manufacturing 
operations in China. Ford insists that Volvo and its technology will be protected by “internationally binding 
and enforceable agreements”. There is no reason, however, why Volvo and Geely should not co-operate 
on future research and development projects if Volvo’s “independent” management is willing.  

Ford is keen to sell Volvo, its last premium unit after the sales of Aston Martin and Jaguar Land Rover, to 
focus on its “One Ford” strategy. But it is adamant that it would not do the deal if it did not believe that 
Geely would be a “responsible future owner”. It could keep Volvo if necessary: although Volvo lost $231m 
in the second quarter, sales have since improved and losses have narrowed. 

Apart from the prestige and perhaps an enhanced reputation for safety, what is Geely hoping to get from 
the deal? It claims that it will be able to enhance Volvo’s sales and assemble more of its models in China, 
now the world’s biggest and fastest-growing vehicle market. But that hardly seems enough. Whatever 
Ford and Geely are saying, Volvo’s technology will not stay ring-fenced for ever. 
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Schumpeter  
 
Fish out of water 
Oct 29th 2009  
From The Economist print edition 

 
 
Policymakers are turning their minds to the tricky subject of promoting entrepreneurship 
 

 
UNEMPLOYMENT is creeping ever higher. In the United States it will soon exceed 10%. In parts of Europe 
it is closer to 20%. Around the world young people are finding it all but impossible to get a job. 

So far policymakers have focused on rescuing the economy from free fall, boosting demand, however 
indiscriminately, and rescuing failing companies, however expensively (AIG received $180 billion-worth of 
government support). But policymakers are beginning to turn their minds to the potentially more 
rewarding question of creating tomorrow’s jobs, rather than trying to save yesterday’s. The buzzwords in 
government circles are entrepreneurship, innovation and venture capital. 

This makes perfect sense, in theory. Innovative start-ups are efficient engines of job creation and long-
term economic growth. In America start-ups have accounted for almost all the net job creation in the past 
couple of decades. In the developing world, new technologies are helping to break the cycle of poverty. An 
extra ten mobile phones per 100 people in a typical developing country boosts GDP growth by 0.8 
percentage points, according to the World Bank, by helping small entrepreneurs flourish. 

Governments have also played an important role in igniting entrepreneurship. As well as creating some of 
the vital infrastructure of innovation by investing in higher education, they have also had a direct hand in 
driving entrepreneurship itself. Governments helped bring into being the venture-capital industry: witness 
the work of American Research and Development (ARD) after the second world war or the Yozma Fund in 
Israel in the 1990s. They have also supercharged high-tech clusters: Silicon Valley was created as much 
by the Pentagon’s demand for new kit as by freewheeling entrepreneurs. Most of the world’s other great 
entrepreneurial hubs, from Bangalore to Guangdong, bear the stamp of government intervention.  

But replicating these successes is difficult. The road to the entrepreneurial future is littered with failed 
government schemes. Malaysia’s massive BioValley complex, which opened in 2005 at a cost of $150m, is 
now known as the “Valley of the BioGhosts”. Dubai’s entrepreneurial hub is awash in a sea of red ink. 
Australia has little to show for its ambitious BITS (Building on Information Technology Strengths) 
programme. The European Union’s European Investment Fund, which was started in 2001 with an 
endowment of more than €2 billion ($1.8 billion at the time), has failed in its mission to burnish the sorry 
record of the European venture-capital industry. 
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How can governments do a better job? Two well-timed new books provide some clues: “Boulevard of 
Broken Dreams: Why Public Efforts to Boost Entrepreneurship and Venture Capital Have Failed—and What 
to Do About it”, by Josh Lerner, and “Start-Up Nation: The Story of Israel’s Economic Miracle”, by Dan 
Senor and Saul Singer. 

Mr Lerner, a professor at Harvard Business School, outlines some common failures. Too many countries 
are seized by ambitions that bear no relation to their particular comparative advantages. Although 
Malaysia had few skilled biologists, its politicians decided to build BioValley on the ruins of Entertainment 
Village, an attempt to create a Malaysian Hollywood that failed for lack of media nous.  

Too many politicians treat entrepreneurship as yet another gravy train. Norway squandered much of its oil 
wealth investing in new businesses that were founded by the relatives of politicians and bureaucrats. 
Policymakers are also lax when it comes to designing venture funds. They try to insulate them from risk or 
allow public investments to crowd out private ones. The Canadian government’s experiment with venture 
capital failed because the Canadian Labor Fund Program had so much money that it frightened off private 
venture capitalists, while earning mediocre returns itself. New Zealand’s government, in contrast, did 
much better because it invested public money in private funds. 

Mr Lerner points out that two foolish tendencies are particularly hard to resist when politicians are 
struggling with high unemployment. The first is the temptation to spread the wealth around to every 
region and interest group. France’s attempt to transform Brittany from one of its more backward regions 
into a hive of high-tech activity failed dismally for an obvious reason: entrepreneurial firms cluster in 
particular places. The second is a suspicion of foreign investors. The Japanese government lavished 
money on start-ups in the 1990s but was reluctant to embrace foreign venture capitalists. Japan now has 
one of the rich world’s weakest venture-capital markets. 

 
Levantine wiles 

The country that has led the world in promoting entrepreneurship has also done the most to plug itself 
into global markets. The Israeli government’s venture-capital fund, which was founded in 1992 with 
$100m of public money, was designed to attract foreign venture capital and, just as importantly, 
expertise. The government let foreigners decide what to invest in, and then stumped up a hefty share of 
the money required. Foreign venture capital poured into the country, high-tech companies boomed, 
domestic venture capitalists learned from their foreign counterparts and the government felt able to sell 
off the fund after just five years. 

Last year Israel, a country of just over 7m people, attracted as much venture capital as France and 
Germany combined. Israel has more start-ups per head than any other country (a total of 3,850, or one 
for every 1,844 Israelis), and more companies listed on the NASDAQ exchange, a hub for fledgling 
technology firms, than China and India combined. It may not have the same comforting ring as “the 
Swedish model” or “the polder model”, but when it comes to promoting entrepreneurship, “the Israeli 
model” is the one to emulate.  
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Nestlé  
 
The unrepentant chocolatier 
Oct 29th 2009 | LAUSANNE AND VEVEY  
From The Economist print edition 

 
 
The world’s biggest food company is betting on an emerging class of health and nutrition 
products to spur its growth. But risks abound 
 

 
IT IS a curious blend of kitchen and laboratory. From one room wafts the bittersweet smell of chocolate 
being gently heated and stirred by chocolatiers. Around the corner it is all science. A double row of 
cubicles contains human guinea pigs who sniff and taste from little tubs, scoring each on criteria such as 
sweetness or bitterness to produce complex flavour charts. Down the corridor, women in comfortable 
chairs talk about how chocolate makes them feel. Cameras and microphones record their most minute 
gestures for the scrutiny of psychologists and anthropologists.  

This is the science behind Nestlé’s 110-year-old chocolate factory next door, which each morning exhales 
the aroma of roasting almonds and cocoa beans over Broc, a chocolate-box-perfect Swiss village where 
even the weeds in an overgrown lot seem orderly. It is in these laboratories, where a pinch of art is mixed 
with SFr25m ($23.6m) of technology, that new chocolate recipes are devised. At another Nestlé research 
centre in Lausanne, meanwhile, researchers have been working out how chocolate affects metabolism and 
the behaviour of gut microbes—in other words, analysing chocolate as a pharmaceutical product, rather 
than a treat. 

Investment in this kind of research may seem indulgent, particularly in a recession. But it exemplifies 
Nestlé’s strategy for future growth. Although the company is best known for chocolate, ice-cream and 
sugary snacks, Peter Brabeck-Letmathe, the firm’s chairman, and Paul Bulcke, its chief executive, hope to 
transform the food company into the world’s leading health, nutrition and “wellness” firm. It is tempting to 
dismiss this as a mere marketing stunt—an effort to make people feel better about eating things they 
really shouldn’t. Yet there is a sound commercial logic behind Nestlé’s shift towards health and nutrition. 

Sales of foodstuffs that have been intentionally modified and 
improved by manufacturers to provide claimed health benefits—
known as “functional foods”—are, in many cases, growing far more 
quickly than foods sales as a whole. Sales of functional foods in 
western Europe grew by 10.2% a year between 2004 and 2007, 
whereas sales of packaged food grew by 6.3% a year over that 
period (see chart 1), according to Euromonitor, a market-research 
firm. Some categories are growing even faster. In America, sales 
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of functional foods that promote “gut health”, for example, grew 
by an average of 15.8% a year between 2002 and 2007, according 
to a recent PricewaterhouseCoopers report, compared with overall 
food-sales growth of 2.9% a year, according to Datamonitor (see 
chart 2). The PricewaterhouseCoopers report predicts that the 
global market for functional foods will grow in value from $78 
billion in 2007 to $128 billion in 2013.  

Looking further ahead, 
Nestlé sees great potential 
in the idea of 
“personalised” nutrition. 
Just as drugs companies 
have long talked of devising 
drugs that take account of 
genetic variations between 
people, the firm wants to 
do the same with food. 
That is why it is investing in 
the nascent fields of 
metabolomics and 
proteomics with the aim of 
providing foods, diets, 
devices and even services 
for particular subgroups of 
the population. It forecasts that by 2017, global sales of nutrition for “specific need states” could reach 
$100 billion. Existing examples include Musashi whey-protein supplements and PowerBar snacks for 
athletes; Sondalis and Nutren Glytrol liquid diets for diabetics; and Optifast powders and shakes for 
dieters. 

 
Switching to a new diet 

This shift in emphasis towards health and nutrition will, Nestlé hopes, transform it from a purveyor of low-
margin, commoditised foodstuffs into a provider of high-margin products and services. (It already owns 
Jenny Craig, a chain of American weight-loss centres, which it is now expanding globally.) The firm needs 
new sources of growth. Sales of bottled water, which are about 10% of its business, are falling in rich 
countries because of the recession. They may yet bounce back, but analysts fret that bottled water, which 
is now firmly in the sights of environmental groups, may go the way of the fur trade.  

Nestlé also seems to be losing market share in other products, though company officials dispute the 
assertion. Pablo Zuanic, an analyst at JPMorgan, reckons that in the second quarter of 2009, 44% of 
Nestlé’s product lines lost market share in America, and none of its products gained market share there, 
according to surveys of retail-data by ACNielsen, a market-research firm. Scepticism about Nestlé’s 
prospects can also been seen in its share price: its shares trade at a lower multiple of earnings than those 
of its main European competitors. One reason is that investors are concerned that it may invest some or 
all of the SFr30 billion it is likely to receive next year from selling its share in Alcon, an eye-care firm, in 
businesses that are less profitable than the ones it already has. 

Investors are also worried that Nestlé has become too large and unwieldy. The firm has 30 product lines 
that each generate more than SFr1 billion in annual sales, from Nescafé coffee and Nesquik milk to Purina 
pet food and Pure Life, a bottled water that is sometimes made from stuff that comes out of taps, rather 
than out of the ground. Consumers have been trading down to cheaper, unbranded foods in recent years, 
a trend that accelerated in the recession, potentially undermining the value of owning big brands. 

So the company has seized upon evidence that incorporating healthier ingredients into its products could 
help it get its sales moving in rich countries again, and win over hearts and minds in emerging markets, 
too. These ingredients include live bacteria in yogurt, extra calcium of a form that is more easily absorbed 
by children’s bodies, and sterols (a kind of plant fat) that reduce blood cholesterol. 

A study by Harvard Business School found that between 2004 and 2007, sales of Nestlé’s products 
containing such “functional” ingredients increased by 23.7% a year, compared with growth of 6.2% a year 
for its ordinary foods. Sales of Nestlé’s functional foods grew by 20% in 2008. And on October 22nd the 
company announced that in the difficult year to September 2009, in which the underlying growth rate 



(stripping out price changes and currency movements) across its food and beverage product lines was 
0.7%, functional foods still managed to eke out growth of 4%. 

Other companies are benefiting from the same trend. Results released on September 23rd by Danone, a 
French diary and yogurt company, showed that its bestselling yogurts are those with live bacteria that are 
said to strengthen immunity or ease constipation. Even drugs companies are eyeing this new market. In 
March the chairman of Sanofi-Aventis, a French drug firm, mused about acquiring food and nutrition firms 
as a way to pursue growth. 

Few companies, however, are spending the sort of money that Nestlé is to develop foods that are tailored 
to improve health. Even so, Mr Brabeck-Letmathe’s grand plan to reinvent his company must navigate 
several dangers. Does it make sense to invest in costly, long-term research for a market that may not 
materialise? Another risk is that a sceptical public will not be convinced by Nestlé’s grand health claims, 
prompting a backlash from the public or activists. There is also a danger that the new strategy might 
damage the firm’s blockbuster legacy brands, such as Nescafé, which have taken decades to build. 

 
Profit or peril? 

Start with the cost of research. If Nestlé were content to battle it out with Kraft, the world’s second-
largest food firm, in the business of just selling food, then its outlay on research and development (R&D) 
would be difficult to justify. But Mr Brabeck-Letmathe saw a decade ago that the food industry was 
becoming a commoditised grind with diminishing margins and little scope for disruptive innovation. So he 
began pushing Nestlé to develop functional foods with higher profit margins, and he increased spending 
accordingly. In 2008 Nestlé spent just under SFr2 billion on R&D, a sum that has more than doubled since 
1998. At about 2% of sales, this is considerably more than rivals are spending: in 2007 Danone spent 
about 1% of its sales on R&D, and Kraft spent about 1.2%. 

Richard Laube, the head of Nestlé’s nutrition business and a former pharmaceuticals executive, describes 
a “pipeline” of some 75 research projects. Borrowing terminology from the drugs industry seems 
appropriate, given the time required to develop these new products. Unlike the quick development cycles 
usually seen in fast-moving consumer goods, which typically take one to two years, products in Nestlé’s 
nutrition pipeline may take four to six years to develop. 

Mr Laube acknowledges that the pursuit of functional foods means that R&D expenditure must go up, not 
least because regulators on both sides of the Atlantic are taking a tougher line towards them. In October, 
America’s Food and Drug Administration warned that it was reviewing health claims made by food 
companies; it plans to announce stricter guidelines soon. The European Commission has forged ahead 
with strict rules on nutrition claims, and is in the process of tightening up the claims allowed on health 
grounds too. Companies wishing to make claims related to disease (“reduces blood pressure”, “cuts risk of 
heart attacks”, and so on) will have to provide solid scientific evidence to back them up. That takes time 
and money. 

But it will be worthwhile if consumers prove willing, as they seem to be, to pay more for products with 
health benefits. Another benefit to such long-term research, observes Mr Laube, is that it tends to produce 
the sorts of innovations that pay dividends for longer than the minor, fleeting improvements made to 
consumer goods. He points to the formulas for whey protein, used in Nestlé’s PowerBar range, and for 
hypoallergenic baby food. In both cases consumers continue to pay premium prices for these products a 
decade after their initial introduction. 

Nestlé is used to playing a long game. Take Nespresso, an almost instant espresso that is made by 
machine from a little capsule of coffee. Nestlé started working on the technology in 1970 and filed its first 
patent in 1976. It was another decade before it was ready to start selling Nespresso pods and machines. 
Thereafter the business lost money for a decade. But now it is one of Nestlé’s fastest-growing products. 
Sales have been increasing by 30% a year (even though Nespresso is a premium brand) and are expected 
to reach nearly SFr3 billion this year. Consumers are, presumably, making coffee at home and trading 
down from more expensive coffees sold by the likes of Starbucks. “It took off very, very slowly,” says Mr 
Bulcke. “It was 20 years of conviction that got us there.” 

The tighter regulatory outlook for functional foods could, in fact, benefit Nestlé because few of its rivals 
have the deep pockets necessary to invest in such research. The Swiss firm could end up in a strong 
position—provided, that is, it can develop functional foods with genuine benefits that consumers are 
willing to pay for. “The more science wins, the stronger Nestlé’s position,” reckons Peter Killing of IMD, a 
Swiss business school. 



Another risk to Nestlé’s strategy is that of overreach, arising from two particular vulnerabilities. One is the 
legacy of the firm’s past scandals involving the sale of milk powder in poor countries, which led to painful 
boycotts. The other involves the food industry’s experience of a backlash against genetically modified 
(GM) crops. 

“Breastfeeding is best! We will salute and say this every day, but the world won’t believe us,” laments Mr 
Laube, describing the lingering suspicions harboured by some about the company’s behaviour in the 
developing world. The firm’s founder developed its trademark milk substitute not to replace mother’s milk, 
which health experts agree is the best food for babies, but to feed only those newborns who cannot be 
breast-fed safely. This is not company propaganda: the World Health Organisation confirms that “there 
will always be a small number of infants who have to be fed on breast-milk substitutes.” But the firm was 
caught in Africa and elsewhere promoting its milk powders so aggressively that they did, in fact, replace 
mother’s milk inappropriately—hurting the health of babies and, when the powder was mixed with unsafe 
water or in too weak a dose, leading to malnourishment or death. The firm insists it has mended its ways. 

Nestlé’s deep reach in the developing world goes back decades and gives it a head start over most of its 
rich-world competitors when it comes to exploiting growth. Its early embrace of globalisation had less to 
do with planning than with the coincidence of being based in a small country and selling a highly tradable 
commodity. As early as 1919 Nestlé’s condensed-milk business had exhausted the supply of milk from 
local farmers, forcing it to open factories in Australia, England, Germany and Norway. Soon afterwards it 
bought the leading 27 condensed-milk factories in America, prompting this newspaper to note that year 
that Nestlé “is no longer a Swiss milk company; it is a very powerful international investment trust.” 

Today less than 2% of Nestlé’s sales are in its home market, compared with 60% of Kraft’s. Enforced 
globalisation taught Nestlé far earlier than its rivals just how markedly tastes differ across the world. Its 
trademark line of Nescafé instant coffees, for instance, comes in a bewildering array of more than 500 
flavours. The legacy of its powdered-milk scandals, however, is that Nestlé actions in poor countries are 
scrutinised like those of few others. That means any grand new effort to rebrand the firm’s offerings as 
“healthy” will face scepticism, in emerging markets in particular. 

Nestlé’s strategy this time round is to work more closely with health authorities across the world. Its aim 
is to localise “wellness” in much the way it has adapted its coffees to various markets. It is, for instance, 
greatly expanding its efforts to add essential micronutrients—ranging from iodine and iron to vitamin A 
and zinc—to its basic foodstuffs. Some 2 billion people suffer from deficiencies of such vitamins and 
minerals, with impacts ranging from blindness to premature death. The firm had dismissed infant cereal as 
a niche product, but now its researchers are using that product as a “carrier” for probiotics and vitamins 
for children. It is also developing cheap, single-serving packets of nutrient-rich food for the very poor, 
another market it had previously stayed out of. Mr Laube says the defensiveness of the past is gone: 
“Now we have a noble cause.” 

 
That may help in the poor world, but could Europe’s hysteria over Frankenfoods (as the British media 
dubbed GM foods) also stand in the way of Nestlé’s wellness products, if they are perceived to involve too 
much scientific meddling? The firm is treading carefully. Peter van Bladeren, head of Nestlé’s main 
research centre in Lausanne, insists its functional foods will “only improve nature” by adding healthy 
ingredients: “no weird stuff”. Unlike GM crops, which mainly benefit farmers, functional foods are intended 
to provide benefits to consumers. And the need to produce solid evidence of benefit to satisfy regulators 
should reassure shoppers, says Eric Scher of Sanford Bernstein, a research firm.  

Illustration by Robin Chevalier



 
Stretching the brand 

Finally, there is a risk that Nestlé’s new strategy could damage the firm’s blockbuster brands, which have 
taken decades to establish. This could happen in several ways. If some of the firm’s functional foods fail to 
pass muster with the regulators or, worse, turn out to cause harm rather than do good, then consumers 
could turn against all its products, even those that make no health claims at all. That could hurt, because 
most of its revenues will still come from selling treats like chocolate, ice-cream, coffee and flavoured milk. 

That points to another potential snag. If a company known for selling indulgence wants to reinvent itself 
to symbolise wellness, does that not send mixed messages to the consumer? Mr Bulcke insists that there 
is no contradiction, and that taste will always trump nutritional benefits in the development of new 
products. Carmakers, after all, see no problem with marketing new cars on the basis that they produce 
fewer greenhouse-gas emissions without compromising on performance. 

Mr Brabeck-Letmathe is convinced that all of Nestlé’s brands can be made to fit into the wellness strategy. 
“You don’t have to stretch,” he insists, “if the discipline of every product is to be healthier.” Every product 
must undergo what he calls a “sixty-forty-plus” analysis: at least 60% of those tasting it must prefer it to 
a rival product or the one it is replacing, and it must also be more nutritious. The company has, for 
instance, produced a new way of churning its ice-cream that produces much smaller ice crystals than the 
usual method. As a result it can still taste creamy even though it has half the fat. 

Critics question, however, whether, in aggregate, Nestlé can deliver on its ambitious health and wellness 
promises. “The goals of food companies and the goals of public health are fundamentally different,” says 
Marion Nestle (no relation), a nutrition expert at New York University who is a noted critic of big food 
firms. “There is very little evidence that eating these things makes people healthier. If you want to do 
something for your health, you don’t eat as much, and you don’t eat processed food.” 

That might indeed be healthier—but for many, perhaps, less pleasurable too. Mr Brabeck-Letmathe, a 
former ice-cream salesman from Austria, is unrepentant. Every single morning, he says, he enjoys dark 
chocolate and coffee made by Nestlé: “We don’t have to be ashamed.” 
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A world apart 
Oct 29th 2009 | DELHI  
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India is caught in two minds about financial globalisation 
 

 
THE world is divided into two, according to Shachindra Nath, chief operating officer of Religare 
Enterprises, an Indian financial firm. On one side of the divide is a world with “cash but no opportunities”; 
on the other, a world with “no money, just opportunities.” In October Religare announced its ambition to 
shepherd money across this divide, by creating an “emerging-market investment bank”. The bank will be 
run from London by Martin Newson, a former head of global equities at Dresdner Kleinwort.  

Religare will start small, attaching itself to growing companies and expanding with them. As India’s 
companies go global, finding customers and buying companies abroad, they will want their banks to be 
global too, Mr Newson argues. His bank may still lack manpower (it has about 80 bankers) and experience 
(last year, it completed only two deals in its home market), but Mr Newson applauds India’s “get-up-and-
go, ‘let’s attack’ attitude”. 

He would find a quite different mindset at the Reserve Bank of India (RBI), the country’s central bank, 
which polices the flow of money across India’s borders and keeps tabs on the foreign adventures of the 
country’s financial firms. The RBI has a defensive approach to financial globalisation. The laws of economic 
gravity suggest capital should flow from where it is abundant to where it is scarce. But, the RBI fears, that 
flow can overwhelm an economy. 

In 2007, for example, it tried to restrain a vigorous inflow of capital by making it harder for foreigners to 
play India’s booming stockmarket and by tightening limits on corporate borrowing abroad. When capital 
flows abruptly reversed in 2008, it eased these limits. Now that foreigners are again flocking to India’s 
stockmarket (see chart), capital inflows are once more playing on the RBI’s mind. At the IMF’s annual 
meetings in October, the RBI’s governor worried that if he had to raise interest rates earlier than other 
economies, the gap in returns might attract more foreign money. At the RBI’s latest meeting on October 
27th, he kept rates on hold.  

Despite these concerns, India is steadily becoming more financially 
stitched in to the rest of the world. Its foreign assets and liabilities 
add up to over 60% of GDP. In the 1990s that ratio was only 
about 40%. It has risen partly because India’s own companies are 
eager to acquire foreign firms. In March 2009 India’s stock of 
direct investment abroad was worth over $67 billion, more than 
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twice the figure in March 2007.  

As India’s companies straddle borders, capital controls become 
harder to police. Foreign affiliates can transfer money into India 
disguised as a payment for services provided by their parent 
company. But if controls don’t necessarily stop Indian 
multinationals raising money, they do stop India’s financial system 
from meeting these firms’ requirements. For example, India 
prohibits companies from listing their shares at home and on a 
foreign exchange. This ban was one reason, if hardly the only one, 
why Bharti Airtel, India’s biggest mobile-phone company, was 
unable to merge in September with MTN of South Africa.  

A 2007 report commissioned by the government to assess 
Mumbai’s prospects of becoming an international financial centre 
argued that India has a comparative advantage in financial 
services, like the one it has in information technology. India, after all, has a common-law legal tradition 
and a stockmarket that is 130 years old. Many bankers working in London, Dubai and Singapore have 
their roots in India. Religare is hoping to hire a few of them.  

It is not the only Indian financial firm with ambitions abroad. Indian banks have 141 foreign branches and 
21 subsidiaries. Of the new private-sector banks, ICICI bank has the most foreign outposts. Its willingness 
to dabble beyond its borders marked it out for suspicion when crisis struck and doubts about its foreign 
exposures grew.  

In November 2008 the RBI had to lend foreign currencies to Indian banks to help them meet the 
obligations of their foreign branches. It is now determined to monitor their activities more closely. Banks 
say “we know how to manage our stuff, there are no government guarantees, so why are you bothered?” 
says Rakesh Mohan, a former deputy governor of the RBI. But “when push comes to shove, you always 
have to be bothered.” 

The RBI’s prudence was justified by events. But it has its costs. By reining in its domestic banks, it 
prevents them from serving the global needs of India’s companies. Tata Steel, for example, bought Corus 
with loans from banks in London, not Mumbai. The RBI worries about the foreign borrowing of Indian firms 
even as it makes it impossible for them to find necessary finance from domestic providers.  

Mr Mohan thinks the RBI’s approach is on the right side of history. He points out that the regulatory 
reforms the G20 now recommends are for the most part policies that the RBI was already pursuing. This 
includes its willingness to supervise the foreign subsidiaries of Indian banks. Was India ahead of the 
curve? “Maybe accidentally”, he laughs.  

But as more big Indian firms become multinational companies, it will be harder for politicians to resist the 
demands for a freer flow of finance. “It’s one thing for India to impose restrictions upon foreign 
multinationals like Enron or IBM,” says Ajay Shah of the National Institute of Public Finance and Policy, 
“but it’s harder for the Indian government to hobble its own multinationals. I think this is a qualitative 
change.” Indian companies are too ambitious to confine themselves to their borders. Likewise, India itself 
is too big a prize for foreign capitalists to ignore. Money has a way of finding opportunity.  
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Bribing the markets 
Oct 29th 2009  
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The impossible task of eliminating uncertainty 

LORD SKIDELSKY’s excellent new book, “Keynes: The Return of the 
Master”, makes one striking claim about the economist’s work. “The 
centrepiece of Keynes’s theory”, he writes, “is the existence of 
inescapable uncertainty about the future.” 

Uncertainty is different from risk, as Frank Knight, an economist, first 
pointed out in 1921. A poker player can figure out the odds of success 
when holding a pair of kings. But when dealing with macroeconomic 
events or forecasting stockmarket movements, you do not know the 
potential distribution of outcomes. There are an awful lot of jokers in 
the pack. 

Most people face a future that comprises a combination of Donald 
Rumsfeld’s known and unknown unknowns. Choosing to buy a house, 
for example, involves a series of bets on land prices, interest rates, 
taxes, job prospects, future planning decisions in the area selected and the structural soundness of the 
property concerned. It is impossible for any buyer to be confident about so many variables. Any decision 
must be a guess. 

Buyers usually accept this constraint and make the best guess they can. But when uncertainty increases 
substantially, the temptation is to freeze—to do nothing until the situation becomes clearer. Consumers 
delay their spending plans; companies halt their capital expenditure. In Keynes’s words, “animal spirits” 
are depressed. That was one reason he believed there was a case for government intervention: to act as 
the spender of last resort. 

But uncertainty also has another impact. The stockmarket is used both as a barometer of investors’ risk 
aversion and as a lead indicator of economic health. When investors are uncertain (risk-averse), they have 
a preference for holding cash and the price of shares falls. That in turn feeds back to the economy through 
a further downward effect on confidence. 

Over the past 25 years, the authorities have had a tried-and-trusted method for bringing a halt to this 
vicious circle: cutting interest rates. The bigger the crisis, the faster and farther they have to cut. That is 
why British interest rates are lower than they have been in the 300-year-plus history of the Bank of 
England. Traditionally, 2% was seen as the floor for short-term rates. 

So you could see low rates as the “price” of uncertainty. The authorities have been forced to push interest 
rates close to zero in order to give investors a one-way bet. Any asset offers a higher yield than cash. 
Equity and corporate-bond markets have duly responded, rallying strongly this year.  

But it is all rather reminiscent of Ethelred the Unready, an 11th-century king of England who paid 
Danegeld to buy off Viking invaders. The result was that the Danes demanded ever-bigger payments. 

The price of these bribes is being paid by the cautious, such as elderly people who do not want to trust 
their modest nest-eggs to the vicissitudes of the stockmarket. Their income has been slashed. Keynes, 
who talked about the “euthanasia of the rentier”, might have approved. He wanted interest rates kept low 
to discourage the hoarding of money and encourage consumption and, by extension, full employment. 

But penalising the prudent and rewarding speculators can, at best, only be part of the process. The real 
“animal spirit” that needs lifting is the willingness of banks to lend to businesses (and of the latter to 
borrow). So far, that process has been a failure. Figures from the European Central Bank this week 
showed that lending to the private sector declined by 0.3% year on year in September, the first drop since 
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records began. In America the annualised rate of broad-money growth over the past six months has been 
just 0.2%. The very largest companies have been able to raise capital in the bond markets, but that has 
not helped smaller firms (which are the ones most likely to generate new employment). 

At the heart of this failure may be two other kinds of uncertainty about the future direction of government 
policy. Instead of lending more, banks would rather boost their capital ratios to hasten the day when 
governments get off their backs. Companies may not want to borrow to invest, for fear that stimulus 
programmes will be followed by tax rises as governments strive to tackle their deficits.  

Indeed, the final uncertainty is whether all this fiscal and monetary stimulus will work. It may do so in 
economists’ models, but the main practical example (Japan over the past two decades) is not 
encouraging. Perhaps uncertainty follows the “waterbed principle”: try to flatten it in one place and it 
simply pops up somewhere else. 
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Slimming cures 
Oct 29th 2009 | BERLIN  
From The Economist print edition 

 
 
The great carve-up of European banking continues 

EUROPEAN bank presentations used to be filled with graphs of assets that sloped pleasingly upward. For 
those at the mercy of the European Commission, they now all lurch sickeningly downward. 

On October 28th the commission approved plans to split Northern Rock, which was nationalised by the 
British government last year, into two. The bigger surprise came two days earlier when ING, the biggest 
bank in the Netherlands, said that it would dismember itself—splitting its banking and insurance 
businesses and selling its American online-banking arm—and shrink its balance-sheet by almost half. Such 
butchery was unexpected. Earlier plans for “back to basics” banking entailed salami-slicing businesses 
worth just €2 billion-3 billion ($3 billion-4.5 billion).  

The commission’s competition watchdogs, however, insisted that ING should pay a price for having been 
bailed out twice. The Dutch government injected €10 billion into the bank in October 2008. In January it 
then took on most of the risk on ING’s €28 billion portfolio of toxic assets. As penance the bank will have 
to pay the government an extra fee of €1.3 billion for the “insurance” of these assets, as well as lopping 
off large parts of its business. “ING is trying to present its enforced break-up as the next step of its back 
to basics strategy, but it is nothing of the sort,” wrote analysts at CreditSights, a ratings firm. “It is a 
humiliating climb-down forced on it by the European Commission.” 

The split of its insurance and banking businesses will probably do ING good. Its market value has 
historically been worth less than the sum of its parts (see chart) and its plan to sell insurance and 
pensions through bank branches never really paid off. Other banks with insurers are also struggling, 
especially as regulators force both businesses to hold more capital. 

More troubling for ING’s future is that it will have to compete with 
one hand behind its back. The commission has forbidden it from 
offering the most competitive prices. With such restrictive 
conditions attached to government aid, the bank is doing its best 
to wriggle out from under it. It plans to sell €7.5 billion worth of 
shares to repay half of the government’s money.  

The restructuring of ING and Northern Rock, alongside an earlier 
decision to shrink Germany’s Commerzbank, provide the strongest 
indications yet that the commission’s watchdogs are determined to 
cut European banking’s national champions down to size. Royal 
Bank of Scotland and Lloyds Banking Group, which were both big 
recipients of British government bail-outs, are expected to have to 
sell off large parts of themselves.  

A more bustling European banking market would be no bad thing, 
but the commission risks causing unintended damage to cross-
border banking by forcing banks to shrink. Commission officials insist they are encouraging banks to keep 
cross-border operations going if they are profitable. But, frets Pierre Louis, a competition expert at 
Dechert, a law firm, Europe’s single market in banking is “the innocent bystander” that may end up 
getting hurt.  
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A chastened Dubai goes back to what it does best: borrowing money 

IT IS a story every banker in Dubai likes to tell: in the 1950s the 
emirate borrowed money from Kuwait to dredge Dubai creek, the 
first of many leveraged bets on infrastructure. Dubai’s government 
is now looking to borrow $6.5 billion to help clear a different kind 
of sediment: the accumulated debts of over $80 billion left behind 
by Dubai’s years of speculation and irrational exuberance. 

According to a prospectus issued on October 21st, Dubai hopes to 
raise the money by selling a $4 billion bond and an Islamic bond, 
or sukuk, worth $2.5 billion. It is a sign of how quickly sentiment 
is turning that Dubai can even contemplate such a pitch (see 
chart). Until recently, investors were expecting Dubai to meet its 
obligations by running down its assets or rolling over its loans—not 
by issuing fresh liabilities to new investors. 

The Dubai government itself is carrying 71 billion dirhams ($19 
billion) of debt, the prospectus says. But that figure excludes the liabilities of other government-backed 
conglomerates that together form “Dubai Inc”. One of those conglomerates, Dubai World, is in the midst 
of its own debt restructuring. The group includes some unflashy, sound businesses, such as Jebel Ali Port. 
But its flagship property developer, Nakheel, has become the symbol of Dubai’s past excesses and present 
troubles. Famous for its artificial islands and outlandish hotels, Nakheel is now closely watched because of 
the $4.05 billion sukuk it must repay in December. 

Dubai will probably make timely payment on any of the bonds or sukuk that trade on public markets. It 
does not want to lose face, one banker says: “There is a link between the timeliness of payment and the 
visibility of the instrument.” But it will try to postpone bilateral obligations, quietly and below the radar. 
Local banks will probably be asked to sacrifice the most. In neighbouring Saudi Arabia, reports suggest an 
indebted family conglomerate is trying to resolve its debts by favouring local banks at the expense of 
foreign ones. Given how much Dubai has spent polishing its image as an international financial centre, it 
would be suicidal for the emirate to do the same, say analysts. 

Those speculators who bought Nakheel’s debt at half its face value have been vindicated. They guessed 
that Dubai’s neighbour, Abu Dhabi, the wealthiest member of the United Arab Emirates (UAE), with over 
90% of its oil, could not let its troubled cousin fail. In February it bought $10 billion-worth of Dubai’s 
bonds on soft terms through the UAE’s central bank. Dubai is preparing to raise a second $10 billion 
tranche from the central bank. 

These funds are being allocated to the member companies of Dubai Inc by a Financial Support Fund, 
which is vetting the companies’ business plans. In the boom years Dubai never exercised much oversight 
over the conglomerates that sought to outdo each other, even as they shared the government’s financial 
backing. “Three years too late, Dubai now has a value-for-money committee,” says one banker.  
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Sticking-plasters of the universe 
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The buy-out barons say the worst is over. They would 

IN THE half-century since private equity first appeared, the 
industry has produced stretches of great profitability, culminating 
in a spectacular run from 2002-07. During that golden age, private 
equity was charmed. Investors poured record amounts into the 
industry. Bankers did their bit by relaxing standards on credit. 
Nine of the ten largest buy-outs in history occurred between 2006 
and 2007 (see chart), averaging $30 billion each. Four-fifths of 
that was borrowed. Can private equity ever regain those glory 
days? 

As a result of the crash the industry faces four big obstacles to 
recovery. Thanks to frothy equity markets, the industry is closest 
to overcoming the first barrier—exiting current investments. TPG 
this week offloaded its remaining shares in Debenhams, a British 
department store. Blackstone is reportedly planning initial public 
offerings (IPOs) for as many as eight portfolio companies and 
trade sales for another five. Kohlberg Kravis Roberts (KKR) recently filed for an IPO of Dollar General, a 
discount retailer, amid reports that it plans to float six more companies.  

If successful, these exits will provide welcome cash to distribute to investors, easing fresh fund-raising 
rounds. But there are big questions over how long the rally can last (shares have dipped since a high in 
mid-October). And rising markets do nothing to help the industry solve its second problem, making new 
investments. Political sensitivities about private-equity ownership run high—witness ill-thought-out 
European attempts to regulate private equity and hedge funds. And surging asset prices have made it 
harder to find bargains. 

Before the crisis, higher prices were easily addressed: buy-out firms simply loaded up on debt. That is no 
longer an option. The banks are husbanding capital. Debt is more expensive. Demand from collateralised 
loan obligations (CLOs), specialist funds that hoovered up leveraged buy-out loans during the boom, has 
largely gone.  

The industry has been here before. When Drexel Burnham Lambert, an investment bank, collapsed in 
1990 the industry lost almost all its financing overnight. Managers focused on smaller deals and weaned 
themselves off debt. A similar scenario is playing out again now. Blackstone’s $2.7 billion purchase of 
Anheuser-Busch’s theme-park business in October reportedly included $1 billion of equity. Silver Lake 
recently led a consortium of private-equity and venture-capital firms to purchase Skype from eBay for 
roughly $2 billion, almost all of it equity.  

These deals involved managers purchasing a business unit from a larger firm. “Private equity will return to 
basics: smaller deals with more cash upfront,” says Brian Kaufman of Westridge Capital. That may help 
medium-sized specialist funds to shine. Managers have also set their sights on emerging markets, where 
their money goes further and growth is bubblier. 

The private-equity industry does at least have plenty of cash to spend. Prolific fund-raising in the boom 
years has given firms more than $500 billion of committed but uninvested capital (or “dry powder”), the 
largest amount on record. But some of that money may no longer be available, as investors struggle to 
meet calls on their capital. And the industry’s third problem, its relationship with investors, will make it 
harder for many firms to raise new money.  

There are rumblings that Harvard’s endowment plans to manage more 
of its money in-house after losses suffered by external managers, 
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many in private equity. According to a new survey by Preqin, a 
research firm, 42% of the largest endowments are above their target 
allocation to private equity. Proposed regulations on placement 
agencies, firms that connect investors to smaller funds, are also likely 
to reduce cash flows to the industry.  

Without leverage to juice up returns, the gap between the industry’s 
best and worst performers will also become more apparent. Studies 
suggest that leverage accounts for between one-quarter and one-third 
of returns at private-equity-backed firms. Fees help, too. An influential 
study by Steven Kaplan of the University of Chicago and Antoinette 
Schoar of the Massachusetts Institute of Technology in 2005 that 
examined the performance of private-equity funds found that less than 
a third of managers consistently beat the S&P 500 after fees were 
accounted for.  

Buy-out bosses are under pressure to revise the fee structures that made them rich. The standard “two-
and-twenty” fee structure, whereby managers charge investors a fee of 2% of the money they manage 
and 20% of the profits they earn, is thought unlikely to change. But transaction fees, a 1-2% cut 
managers charged merely for consummating a deal, look indefensible now. So do fees for monitoring 
portfolio companies. Measures that prevent managers from charging management fees while capital sits 
idle (as now) may also surface: TPG is reportedly returning $20m in such fees to investors in its flagship 
fund.  

The fourth threat facing the industry is its refinancing burden. Dealogic estimates that $378 billion of 
private-equity debt will need to be refinanced in the next four years. Generous loan covenants give 
managers more flexibility to work through their debt, and lenders are keen to extend the duration of loans 
rather than call them in and face more write-downs. By pumping more equity into investments and 
renegotiating terms with creditors—something that Blackstone is reportedly trying to do with its Hilton 
Hotels business—firms hope to manage their debt burden downward. But it won’t work for everyone. On 
October 25th Capmark, a commercial-property lender controlled by a group of investors that includes KKR 
and Goldman Sachs, filed for bankruptcy. If the economy falters or if interest rates rise, more portfolio 
companies will come under strain.  

The industry is poised for a significant contraction. Analysts at JPMorgan estimate that the number of 
firms will shrink by 30%. Others put the figure closer to 70%. Those with mediocre returns and short 
track-records will be the victims of an industry-wide reshuffle. Those that survive will have to get used to 
a diet of smaller deals and lower returns. Private equity is not dead. But its best days look behind it.  

 
 

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
Economics focus  
 
Buffer warren 
Oct 29th 2009  
From The Economist print edition 

 
 
Why are banks so averse to raising equity? 
 

 
THE usual laws of corporate finance do not seem to apply to banks. Almost all big industrial companies—
and decent analysts of them—are subject to a tight mesh of proven rules, backed up by decades of 
financial theory. Everyone agrees, for example, that accounting values are often flaky and that cashflow 
matters most when valuing a firm or trying to work out if it might go bust. The profitability of any activity, 
too, must be assessed before the magnifying effects of leverage are taken into account. In bank-land, 
however, anything goes. Accounting, not cash, is king. And most common yardsticks for measuring 
performance are all in some way distorted by leverage, not least return on equity (ROE).  

The peculiarity of the banks is not some arcane matter. Regulators are furiously trying to find ways to 
prevent taxpayers picking up the tab for banking crises. The latest bill passing through Congress aims to 
hit the industry for the cost of bail-outs, for example. Their main weapon, however, is forcing banks to 
have bigger equity buffers. Bankers complain that equity is too expensive and will have a knock-on effect 
on the price of credit, damaging the economy. But this contradicts a cornerstone of corporate finance, set 
out by Franco Modigliani and Merton Miller in 1958, that a firm’s value is unaffected by its capital structure 
(at least in a perfectly efficient, tax-free world).  

This theory says that although equity owners demand a higher return than creditors, their required rate of 
return on each unit falls as the amount of equity rises, since profits after interest become less volatile. The 
cost of debt falls too, since creditors have a bigger buffer beneath them. The firm’s blended cost of capital 
is unchanged, and is driven largely by the risk of the firm’s assets, not how they are paid for. At the 
extremes, it can be very low. A firm that owned only government bonds yielding 5% would have a cost of 
capital of just 5% even if entirely equity-financed. 

There are quirks in the real world, not least the tax-deductibility of interest costs, which give debt an 
advantage. A lunatic fringe, populated mainly by private-equity types, thinks this is a licence to gorge on 
debt, but most serious companies are mainly equity-financed and were not tempted by the credit bubble. 
Why, then, are banks different? By their very nature some of their assets are funded by deposits rather 
than by equity. A century ago, when banks could fail, they carried equity buffers of about twice today’s 
levels in order to reassure customers. Since then deposits have become insured in government-backed 
schemes. Other creditors now enjoy a near-explicit government guarantee too.  
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It is not just guarantees which make deposits special. They are also priced off central banks’ short-term 
interest rates. Furthermore, with the promise of unlimited liquidity provision from governments, banks 
(unlike normal companies) do not have to worry much if they have loads of other short-term debt that 
constantly needs to be refinanced. Along with the guarantees, the very short-term nature of deposits and 
debt means their cost for banks is extraordinarily low when central banks’ base rates are low. America’s 
mega-banks typically paid a blended annual interest rate on borrowings and deposits of 1-2% in the 
second quarter. Equity cannot compete with that. Banks’ privileges mean the rules on cost of capital break 
down. 

Because banks are too big to fail, it is too expensive for them to raise more equity to become safer. If that 
sounds circular, it is. Once society underwrites banks, the choice is between big equity buffers that push 
up the price of credit but make things safer, or smaller buffers and periodic bail-outs. Which is best? Some 
of the predictions made by banks about the impact of more equity on the cost of credit are silly. Take a 
bank that replaced long-term debt with equity in order to raise its ratio of equity to risk-adjusted assets 
from 10% to 15%. In order to keep its ROE constant at, say, 15%, it would have to boost the interest rate 
it earned on its assets by only 0.5 percentage points. And since a bigger equity buffer would make profits 
less volatile, investors should actually accept a lower ROE, mitigating part of the impact. What is more, 
the sheer havoc and expense of crises means it is worth paying to avoid them. A new study commissioned 
by the Financial Services Authority, Britain’s bank regulator, and conducted by the National Institute of 
Economic and Social Research, suggests more capital would marginally boost Britain’s wealth. 

 
If you take me off life support, I’ll kill you 

That all points to more equity, but what is the right amount? Ideally enough to absorb another meltdown 
while still retaining a decent buffer. Using the projections from the Federal Reserve’s “stress tests” in May, 
America’s biggest banks combined would have needed an 8% ratio of equity to risk-adjusted-assets going 
into the crisis to have avoided breaching the permitted floor of 4%. Most big Western banks are now at 
about 8%.  

In a meltdown, however, a few outliers lose far more than the average. UBS would have needed a ratio of 
about 20% to have avoided breaching the 4% floor. Forcing all banks to carry enough equity to survive 
this scenario is one option. But there is a less dramatic alternative: to force these extra losses onto 
creditors of the outlier banks. Last time round this was impossible without causing the bank to default. 
Next time the solution may be to require banks to carry a layer of convertible debt, as proposed by the 
Squam Lake Group of American academics, which includes Raghuram Rajan, a former chief economist at 
the IMF. The layer does not need to be vast. If UBS had entered the crisis with an equity-to-risk-adjusted-
assets ratio of 8%, it would have needed to convert about SFr33 billion ($32 billion) of debt into equity to 
have remained above the 4% floor, compared with total debt issued at the end of 2007 of SFr222 billion. 
But it does need to be distinct, so that regulators can force it to be converted into equity without causing 
the firm to default. That might not make banks look more normal, but it might at least make them safer.  
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The way health claims about food are regulated is changing 
 

 
BARELY a day seems to pass without a new study reporting the benefits of omega-3 fatty acids. A high 
intake of omega-3s has been linked with reduced rates of depression, cardiovascular disease and 
homicide. In pregnant women the consumption of these wonder molecules has even been associated with 
an uplift of the IQ of their offspring. The food industry has responded to this bonanza of evidence by 
putting omega-3s into everything from baby milk to drinks to margarine in the hope of increasing sales 
while bringing health benefits to fat and sickly customers.  

Behind the silver lining, though, looms a black cloud: not all omega-3s are created equal. The good ones 
(long-chain fatty acids) come from expensive sources such as fish. The far less beneficial ones (short-
chain fatty acids) come from cheap plant oils like flax seed and soya, as well as from leafy green 
vegetables. No prizes for guessing which type of omega-3s some less-scrupulous manufacturers have 
chosen to put in their products in order to imply health benefits. 

The problem of dubious nutrition and health claims for foodstuffs is now being addressed on both sides of 
the Atlantic. America’s Food and Drug Administration (FDA) said on October 20th that it would overhaul 
the regulation of such claims on food labels and issue new standards early next year. In the European 
Union, meanwhile, a legislative process that began in 2006 is grinding towards its conclusion. 

The European legislation in question is intended to create a framework for assessing nutrition and health 
claims. A nutrition claim is one where a product says that it contains calcium or vitamins, say, or is “high 
in fibre”. A health claim relates to the alleged consequences of a nutritional claim, such as that the calcium
in it “promotes strong bones”.  

The European Commission asked member states to gather information from across the union so that the 
range of nutrition and health claims being made for products could be assessed. Most of the nutrition 
claims were easy to handle, as they are based on well-established science. These were appended to the 
original legislation in an annex. But the health claims were such a big issue that they were passed to a 
review panel of the European Food Safety Authority (EFSA) for evaluation before being included in the 
legislation.  

On October 1st the EFSA announced its decisions on 523 of a total of around 4,000 claims. About two-
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thirds of its decisions were negative. In one, for example, the panel decided there was no causal 
relationship between the consumption of dried cocoa extract and the maintenance or achievement of 
normal body weight.  

Headlines have also been made by the rejection of 180 claims for so-called probiotic ingredients, which 
are live microorganisms, such as bacteria, that are believed to be beneficial to health. In fact, only ten 
such claims were rejected outright. The other 170 could not be assessed because the panel had 
insufficient information to characterise the strains of bacteria used.  

According to Miguel Fernandes da Silva, a consultant with European Advisory Services, a company that 
advises on the regulation of food products, this was unfair. At the beginning of the process half of the 
4,000 original claims were judged to require further information—and time was given to provide it. That 
courtesy was not extended to many of the rejected probiotic and botanical claims (botanicals are plant 
extracts that are thought to have health benefits in foods) and so claimants were given no opportunity to 
provide the additional data the review panel needed. 

 
Alpha and omega 

There is also a row over how the European legislation is being applied to omega-3s. It is not every day 
that an international consortium of concerned lipid scientists gets upset, but just such a group, rallied by 
Jack Winkler of the Nutrition Policy Unit at London Metropolitan University, is on the warpath. The group 
says the regulation of omega-3s that has been adopted so far has no foundation in science, will legalise 
the deception of consumers and will make public health worse. The problem, in the group’s view, is that 
companies are now allowed to claim that a product is rich in omega-3s irrespective of whether these are 
long-chain or short-chain molecules.  

Albert Flynn, the chairman of the EFSA panel, says this point will be resolved when a product requires 
authorisation for a health claim derived from its omega-3 content, as only those products containing long-
chain omega-3s are likely to be able to provide any evidence to support such claims. The Confederation of 
the Food and Drink Industries of the European Union, however, seems to agree with the lipid biologists. It 
says that the labelling of omega-3s should be clear about which type is contained in a product. Where this 
is not already the case among its members, it said it would address the matter. 

The lipid biologists have other complaints. One is that a product can now claim to be high in long-chain 
omega-3s, yet be of questionable value because it also contains high levels of omega-6 fatty acids. 
Omega-6s are unsaturated fats found in, for example, maize and sunflower oils—large quantities of which 
are consumed in many countries in the West, as consumers reject the “unhealthy” saturated fats found in 
products such as butter and lard, and turn instead to margarines and vegetable oils (see Note to self). 

Another issue is that manufacturers are keen to advertise the health benefits of their products, while 
keeping quiet about the disbenefits. The FDA is expected to address this in its review, and thus to put an 
end to cereals being advertised as full of wholegrains, whilst simultaneously being full of sugar. In Europe, 
the legislation specifies that not all foods may be permitted to carry health claims, and the intention is 
that foods of poor nutritional quality would not be eligible. However, Dr Flynn says the criteria for 
determining which foods will be eligible are controversial and have not yet been agreed. 

Yet another problem the lipid biologists have is with the amount of long-chain omega-3s that the EFSA 
has recommended it is desirable to consume. This figure, 250mg a day, is, in the option of Dr Winkler’s 
group, too low. Dr Flynn argues that there is no agreement on the daily amount, so the EFSA has been 
conservative. Dr Winkler’s group says that the dose suggested by averaging the 15 studies on the matter 
that have been conducted over the past two decades is 566mg a day.  

As the ingredients of food become ever more characterised and understood, and their links to human 
health established, the EFSA has a difficult problem applying a scientifically rigorous approach to health-
related claims without assuming the weighty bureaucracy of a pharmaceuticals regulator. Ironically, it is 
precisely because long-chain omega-3s offer such large health benefits that scientists feel that they are 
obliged to stand up and challenge the authority, for this is a decision that could affect the health of a 
generation.  

Research published in Nature this week reveals more evidence explaining how fish oil works. It turns out 
that the body converts it into a chemical called resolvin D2. This reduces the inflammation associated with 
many diseases, including strokes and arthritis, without suppressing the immune system. Such knowledge 



helps blur the distinction between a nutrient and a drug. Unfortunately for bureaucrats, that blurring also 
makes regulation harder.  
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THE best ways to get enough “good” (ie, long-chain) omega-3 oils are either to eat lots of oily fish or to 
take, every day, supplements that contain at least 500mg of eicosapentaenoic acid (EPA), or 
docosahexaenoic acid (DHA), or both (though some studies have suggested as much as 1,100mg a day is 
better). Products that contain short-chain omega-3s, such as alpha-linolenic acid from plant oils like flax-
seed oil, have not been linked with the strong health benefits shown by fish oils.  

Having got enough long-chain oils, though, it is important to let them do their work. That means reducing 
consumption of omega-6 oils—those found in maize, sunflower, olive and most other seed oils. Many 
people have turned to these seed oils as a way of reducing their intake of saturated fats, but omega-6 
fatty acids compete in the body with omega-3s, since the two have similar chemical properties. The best 
dietary ratio of omega-6 to omega-3 is reckoned to be less than 4:1. In Western diets, it is typically more 
like 10:1. The message, then, is: eat less fat and get more of it from fish. And those who buy omega-3 
supplements that also contain omega-6s are probably wasting their money. 
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An old rule of cuisine is explained by chemistry 

THAT red wine is not to be paired with seafood is nearly a religious dogma 
among connoisseurs. Their reason is that the combination usually results in a 
strong and unpleasant fishy aftertaste. The traditional explanation for the bad 
pairing is based on the presence of tannins—the chemicals that make red wines 
taste dry and cause the mouth to pucker. Yet, every now and again, a tannin-
rich red wine that does go well with seafood turns up. Which wines can manage 
this pairing, and why, has remained a mystery that even the best-trained 
sommeliers do not understand. A series of experiments just published in the 
Journal of Agricultural and Food Chemistry has, however, provided the answer. 

Takayuki Tamura and his colleagues work at the Product Development Research 
Laboratory of Mercian Corporation in Kanagawa, Japan. They started their 
exploration of what was behind the strange aftertaste by asking seven 
experienced wine tasters to sample red wines and white wines while eating 
scallops. The panellists were instructed to rate the presence of any fishy 
aftertaste on a scale of zero to four, with zero indicating no such aftertaste and 
four indicating an extremely strong one. Over the course of four sessions, they 
were presented with a grand total of 38 red wines, 26 white ones, 2 sherries, a 
dessert wine, a port and a Madeira. The drinks were offered in random order, in 
coded glasses. 

What Mr Tamura and his colleagues found was that the wines rated with the strongest fishy aftertastes were 
those with high levels of iron. To check that iron really was the culprit, they ran a second experiment, in which 
they tampered with the wines and retested them. Those red wines that contained a lot of iron were treated 
with a chemical called a chelating agent, which bound up the dissolved iron and made it chemically inert. 
Wines without natural iron, by contrast, had it added. They also (separately) had zinc, manganese or copper 
added, to see if the effect was specific to iron or was caused more generally by metals. The team found that 
the fishy aftertaste did, indeed, vanish when the natural iron was chelated and, vice versa, that the addition of 
iron caused the fishy aftertaste to get stronger. And the effect turned out to be specific to iron. The other 
metals had little or no effect. 

Finally, the researchers soaked scallops in wines directly, and then did a chemical analysis of the resulting 
solution. They found that as well as smelling unpleasantly fishy, the solutions formed by high-iron wines 
contained several volatile compounds previously known to create foul flavours reminiscent of fish, fat, oils and 
even mushrooms in wines they are part of, and also the phenomenon of “greenness”. Ironically, these 
compounds are formed by the reaction of iron with the unsaturated fatty acids that make seafood healthier to 
eat than red meat. (Most of the fatty acids in red meat are saturated.) 

These findings show that, contrary to popular belief, tannins are not responsible for the difficulty in pairing red 
wines with seafood. Instead, monitoring the iron content of wine is the key (unfortunately, there is as yet no 
way to guess in advance from grape variety or soil which red wines will be iron-free). The data also hint that 
highly acidic white wines pair well with particularly fishy-tasting seafood because the acids act as chelating 
agents, reducing the amount of iron in the whole combination, regardless of its source. 

Habits are hard to shift, of course, so it will no doubt be some time before any but the bravest diner is willing 
to endure the withering raised eyebrow of the sommelier and break with the white-for-seafood convention. 
Some day, though, Mr Tamura’s discovery might lead to a new entry alongside the nagging health advice that 
infests the labels of wine bottles in certain countries: “fish friendly”. 

 
 

  

Photocuisine

Mix and match 

Copyright © 2009 The Economist Newspaper and The Economist Group. All rights reserved. 



 
Cheaper desalination  
 
Current thinking 
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A fresh way to take the salt out of seawater 

THERE is a lot of water on Earth, but more than 97% of it is salty and over half of the remainder is frozen at the 
poles or in glaciers. Meanwhile, around a fifth of the world’s population suffers from a shortage of drinking water 
and that fraction is expected to grow. One answer is desalination—but it is an expensive answer because it 
requires a lot of energy. Now, though, a pair of Canadian engineers have come up with an ingenious way of using 
the heat of the sun to drive the process. Such heat, in many places that have a shortage of fresh water, is one 
thing that is in abundant supply. 

Ben Sparrow and Joshua Zoshi met at Simon Fraser University in Vancouver, while completing their MBAs. Their 
company, Saltworks Technologies, has set up a test plant beside the sea in Vancouver and will open for business 
in November. 

Existing desalination plants work in one of two ways. Some distil seawater by heating it up to evaporate part of 
it. They then condense the vapour—a process that requires electricity. The other plants use reverse osmosis. This 
employs high-pressure pumps to force the water from brine through a membrane that is impermeable to salt. 
That, too, needs electricity. Even the best reverse-osmosis plants require 3.7 kilowatt hours (kWh) of energy to 
produce 1,000 litres of drinking water. 

Mr Sparrow and Mr Zoshi, by contrast, reckon they can produce that 
much fresh water with less than 1 kWh of electricity, and no other paid-
for source of power is needed. Their process is fuelled by concentration 
gradients of salinity between different vessels of brine. These different 
salinities are brought about by evaporation.  

The process begins by spraying seawater into a shallow, black-bottomed 
pond, where it absorbs heat from the atmosphere. The resulting 
evaporation increases the concentration of salt in the water from its 
natural level of 3.5% to as much as 20%. Low-pressure pumps are then 
used to pipe this concentrated seawater, along with three other streams 
of untreated seawater, into the desalting unit. As the diagram explains, 
what Mr Sparrow and Mr Zoshi create by doing this is a type of electrical circuit. Instead of electrons carrying the 
current, though, it is carried by electrically charged atoms called ions. 

Salt is made of two ions: positively charged sodium and negatively charged chloride. These flow in opposite 
directions around the circuit. Each of the four streams of water is connected to two neighbours by what are 
known as ion bridges. These are pathways made of polystyrene that has been treated so it will allow the passage 
of only one sort of ion—either sodium or chloride. Sodium and chloride ions pass out of the concentrated solution 
to the neighbouring weak ones by diffusion though these bridges (any chemical will diffuse from a high to a low 
concentration in this way). The trick is that as they do so, they make the low-concentration streams of water 
electrically charged. The one that is positive, because it has too much sodium, thus draws chloride ions from the 
stream that is to be purified. Meanwhile, the negative, chloride-rich stream draws in sodium ions. The result is 
that the fourth stream is stripped of its ions and emerges pure and fresh. 

It is a simple idea that could be built equally well on a grand scale or as rooftop units the size of refrigerators. Of 
course, a lot of clever engineering is involved to make it work, but the low pressure of the pumps needed (in 
contradistinction to those employed in reverse osmosis) means the brine can be transported through plastic pipes 
rather than steel ones. Since brine is corrosive to steel, that is another advantage of Mr Sparrow’s and Mr Zoshi’s 
technology. Moreover, the only electricity needed is the small amount required to pump the streams of water 
through the apparatus. All the rest of the energy has come free, via the air, from the sun. 
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The first (and last?) flight of Ares 
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NASA’s new Ares I-X rocket was launched successfully from the Kennedy 
Space Centre, in Florida, on October 28th. It is part of the American space 
agency’s programme to replace its ageing shuttles and create a vehicle 
that could take people to the moon. The political backdrop to this test 
flight, which cost $455m and lasted only a few minutes before splashing 
down in the Atlantic Ocean, is uncertainty over whether Barack Obama’s 
administration will continue the course set by President Bush (high in 
ambition, low in funding) or set out on a new path that matches the 
agency’s goals with its budget. Without more money, this will mean 
conceding that Americans will not return to the moon by 2020, as Mr Bush 
hoped. And a change in this direction might mean scrapping Ares in favour 
of something cheaper. 
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An amazing self-portrait of Vincent van Gogh, in words and pictures 
 

 
Vincent van Gogh: The Letters. Edited by Leo Jansen, Hans Luijten and Nienke Bakker. Thames and 
Hudson; 2,500 pages; $600 and £325. Buy from Amazon.com, Amazon.co.uk 

THE story of Vincent van Gogh’s life is more heartbreaking, and heart-lifting, than the romantic myth that 
has enshrouded him for decades. It is told, in his own words and works, in the six-volume “Vincent van 
Gogh: The Letters”. His 819 surviving letters (and the 83 addressed to him) form the core. The first letter 
was written when Vincent, aged 19, was a trainee at The Hague branch of Goupil & Cie, a firm of 
international art dealers. Like most of the letters, it was sent to his brother, Theo, then 15. The two 
remained close. Theo became an art dealer and Vincent’s main source of financial and emotional support.  

Van Gogh is irascible, engaging, intelligent, touchy, high-minded, well read, rebellious and pigheaded. 
When he started dressing like a tramp he claimed it was, in part, to advertise his refusal to join polite, ie, 
hypocritical society. (Equally, it may have been because polite society was refusing to accept him.) He was 
often miserable, occasionally love-struck, almost always fiercely committed to something or other and 
sometimes mad.  

Art and literature were his constant companions. He wrote often about what he was reading and seeing. 
His concern was never a book’s place in the canon or a painting’s in art history. He judged a work on what 
it communicated, and how. From Antwerp he wrote that the religious paintings of Rubens are “theatrical…
But what he can do is paint a queen, a statesman, well analysed, just as they are.” He wrote beautifully 
about landscapes and peasants. In time, he gave a vivid, perhaps unequalled, account of an artist making 
art.  

He set off at 16, a seemingly conventional young man, to make his way as a dealer first in The Hague and 
then, via Paris, in London. There, a prickly instability, characteristic of his childhood, re-emerged, perhaps 
brought on by a rebuff from his landlady’s daughter. He lost the job he had had for seven years. Other 
failures followed, as a preacher and a teacher. 

His religious fanaticism grew. Indeed, the letters offer a rare look at obsession from the inside. His pursuit 
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of a young widow was so unrelenting he would be called a stalker today. But to him, her repetition of “No, 
nay, never!” was “a piece of ice that I press to my heart to thaw.” 

When he was 26 his fixation became art. By then he was a penniless, eccentric loner. This coincides with a 
year-long break in the correspondence. He had fallen out with Theo following a “discussion” about his 
future. When the letters resume, Vincent refers to himself as a prisoner, a caged bird. “I know I could be 
quite a different man!” he writes. “There’s something within me, so what is it!” Two months later he bent 
himself to the study of drawing and painting as others would bend to the plough. It was as if he had to 
labour, and metaphorically sweat, before his genius could, or was allowed to, emerge. Five years later, in 
the spring of 1885, came “The Potato Eaters”. Movingly, triumphantly, van Gogh had broken through.  

After two years in Paris, living with Theo (only nine letters; no images), Vincent moved to Arles in 1888. 
Colour now floods the pages. This was the beginning of the legendary period of prodigious, radiant 
creativity. Yes, he cut off his ear. He also painted nearly 200 pictures, among them “The Night Café” and 
“The Yellow House”.  

In 1889, after a series of crack-ups (in reaction to Theo’s marriage or perhaps just too much absinthe?), 
he spent a year in the asylum at Saint-Rémy-de-Provence. The work continued to pour out (about 150 
paintings). Sunflowers and irises but also “Starry Night”, in which viewer and artist are pulled up over the 
rooftops, and tumble round and round across the dark sky. 

The very last letter reproduced, addressed to Theo but unfinished, was written on July 23rd 1890. He was 
staying in Auvers-sur-Oise, not far from Paris where Theo lived with his wife and child. The note was 
found in Vincent’s pocket after he shot himself. He died, aged 37, on July 27th.  

Fifteen years were devoted to this publication. The Dutch, English and French editions are the joint project 
of the Huygens Institute and Amsterdam’s Van Gogh Museum. Letters and illustrations fill five books; the 
sixth has commentaries, maps and indexes. It is all accessible, free, at www.vangoghletters.org (the site 
provides a valuable concordance). There is also a free iPod app, “Yours, Vincent”.  

This is not the first attempt to publish the complete letters but it is the best. There were editions in 1914; 
an expanded version appeared in English in 1958; 20 newly discovered letters were added for the 1990 
Dutch centenary edition. Now the letters have been retranslated, comprehensively annotated and there 
are 20 new items. 

But what really sets this edition apart from, and above, all others are the illustrations. Sketches are 
embedded in many of van Gogh’s letters; the drawings and “scratches” he sometimes tucked into 
envelopes before posting are reproduced. So are thumbnail illustrations of every work the artist mentions 
(whether by himself or by others) plus larger reproductions of paintings based on these letter sketches.  

The Van Gogh Museum is marking the publication of the letters by rehanging its permanent collection and 
displaying 100 letters. (“Van Gogh’s Letters: The Artist Speaks” closes on January 3rd.) On January 23rd a 
different exhibition opens at London’s Royal Academy: “The Real Van Gogh: The Artist and his Letters”. 
More than 60 paintings and 35 drawings will come from across the world, closely related to the 40 letters 
that will be shown. 

The publication of the six volumes is cause for celebration. To have all the artist’s words together with all 
those images is like being given a pair of super-special 3D spectacles. The resulting self-portrait has a 
depth that would not exist were this a collection only of images or only of words. This could be the best 
autobiography of an artist yet to appear anywhere.  
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Too Big To Fail: The Inside Story of How Wall Street and 
Washington Fought to Save the Financial System—and Themselves. 
By Andrew Ross Sorkin. Viking; 624 pages; $32.95. Allen Lane; £14.99. 
Buy from Amazon.com, Amazon.co.uk 

LAST year, as Lehman Brothers tottered, there was briefly hope that 
Barclays Bank would ride in with an 11th-hour bid. But the British 
government, fearful of contracting the American cancer, took fright and 
blocked it, helping to seal the investment bank’s fate. As American officials 
absorbed the news, an exhausted and exasperated Hank Paulson, the then 
treasury secretary, muttered that the British had “grin-fucked us.” 

Andrew Ross Sorkin’s fly-on-the-wall account of the great panic of 2008 is 
littered with such colourful anecdotes. It is meticulously researched, 
drawing on interviews with more than 200 of those who participated 
directly in the events it covers, including their handwritten notes and tape-
recordings of critical meetings. The result is a compelling reconstruction of 
the drama surrounding the government seizure of Fannie Mae and Freddie 
Mac, Lehman’s collapse, the rescue of American International Group (AIG), 
the subsequent market pandemonium and the shoring-up of big banks’ 
capital with public funds. 

At the centre of the action stands Mr Paulson (when not kneeling to beg congressional leaders to support 
his bail-out), flanked by the fresh-faced but hard-nosed Tim Geithner, who in 2009 took over as treasury 
secretary, and the professorial, unflappable Ben Bernanke, chairman of the Federal Reserve. Though 
prone to dry-heaving when under pressure, and despite being horribly sleep-deprived, Mr Paulson acts 
decisively, if not always wisely, as he responds to what he calls “an economic 9/11”. The same cannot be 
said of Christopher Cox, then the dithering head of the Securities and Exchange Commission, the 
investment banks’ main regulator, which Mr Paulson dismisses as “like the gang that can’t shoot straight.”

As told by Mr Ross Sorkin, a business writer at the New York Times, the policy response was even more 
seat-of-the-pants than it seemed at the time. The $700 billion figure for the Troubled Asset Relief 
Programme was plucked from the air, the roughest of guesstimates. Regulators would back a merger one 
minute, only to cool on it the next for reasons that baffled bankers. The level of government intervention 
was deeply distasteful to the Republican Mr Paulson. But, as Mr Bernanke tells him: “There are no atheists 
in foxholes and no ideologues in financial crises.” 

This white-knuckle improvisation was evident across Wall Street, too. Pushed to think creatively, a 
desperate AIG uses bundles of dusty stock certificates from its vaults as collateral for a $14 billion loan 
from the Federal Reserve. With Morgan Stanley desperate for an investment from Mitsubishi, but markets 
closed for a holiday, the Japanese firm issues a $9 billion cheque to seal its commitment. 

Just as remarkable is the combination of hubris and ineptitude of those running the most troubled firms. 
Lehman’s boss, Dick Fuld, sacked or sidelined those who gave warning about its dizzying debt levels and 
dangerous exposure to commercial property. He scuppered a life-saving deal with the South Koreans by 
barging clumsily into negotiations being run by a key lieutenant, which were delicately poised. AIG’s 
executives did not know how big the insurer’s balance-sheet hole was, and sometimes did not seem to 
care. 

One of the best sections comes after Lehman’s bankruptcy and AIG’s takeover, as other firms struggle for 
survival. The remaining standalone investment banks, Morgan Stanley and Goldman Sachs, 
haemorrhaging cash as clients run for the exit, engage in an increasingly surreal series of mating dances 
with various commercial banks, before finding temporary salvation by turning themselves into bank 
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holding companies. The book makes clear how close Goldman came to death: if Morgan Stanley went 
under, its arch-rival was “30 seconds behind”, reckoned its boss, Lloyd Blankfein. 

Faced with extinction, these firms tried to change the very rules under which they had thrived for so long. 
They lobbied successfully for a ban on short-selling. Morgan Stanley’s John Mack hypocritically branded 
the practice—which his firm had long financed as a prime broker—“immoral if not illegal”. For all the fear, 
Mr Mack seems to have been exhilarated by the experience of battling to save his firm. 

The book has flaws. It sometimes gets carried away with detail. Do we need to know that AIG’s boss was 
standing in a hallway in boxer shorts when he received an important e-mail? Mr Ross Sorkin is too quick 
to regurgitate self-serving recollections, such as the sympathy Mr Geithner feels for office workers packed 
into the Manhattan ferries whom he spots while jogging one morning. The verdict on Mr Fuld, that he was 
driven not by greed but by “an overpowering desire to preserve the firm he loved”, seems too gentle.  

For the most part, though, “Too Big To Fail” is too good to put down. It does not profess to examine every 
issue exhaustively. It is the story of the actors in the most extraordinary financial spectacle in 80 years, 
and it is told brilliantly. Other blow-by-blow accounts are in the works. It is hard to imagine them being 
this riveting. 
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The Cartoons That Shook the World. By Jytte Klausen. Yale University Press; 240 pages; $35. To be 
published in Britain in November. Buy from Amazon.com 

HOW could a schoolboy prank (as The Economist called it) have become such a painful international crisis? 
Even now, the “cartoon affair”—the controversy that erupted in 2005 after a Danish newspaper, Jyllands-
Posten, published a dozen cartoons depicting the Prophet Muhammad— is still something of a puzzle. 
Were Muslim protesters over-sensitive? Was the newspaper deliberately provocative? Or did the Danish 
authorities simply mishandle a situation that spun out of control? 

Jytte Klausen is not only an acknowledged expert on the new Muslim communities in Europe. She is also a 
Dane and the matter is personal. She grew up reading Jyllands-Posten, the paper her conservative 
middle-class family chose to buy. Unlike most of those who sounded off during the affair, she has followed 
in detail the domestic Danish debate and interviewed many of the protagonists. In her dissection of the 
controversy, she nimbly dispels a string of falsehoods and misperceptions. 

It is widely believed, for example, that Islam imposes a blanket ban on depiction of the Prophet. It does 
not, even though a few Muslims believe otherwise. For most of the protesters, the issue was the offensive 
character of the depictions: in particular, the most infamous of them which showed the founder of Islam 
with a bomb in his turban. “What was at stake”, writes Ms Klausen, “was not what Islam forbids but what 
the West allows.” 

Perhaps the most persistent error, which Ms Klausen efficiently demolishes, is that there would never have 
been a crisis if a group of Danish imams had not gone to Egypt and whipped up anti-Danish sentiment 
with a dossier of cartoons, including three that had never been published in Denmark at all. The dossier 
made a bad situation worse, the author concludes, but was not the turning-point it has been portrayed as. 
Egypt, she believes, had its own reasons for joining in the protest: to wrong-foot its Islamists and to 
punish the West for pushing democracy down Arab throats. 

At the heart of the controversy were the motives of the various parties, which were not always what they 
seemed. There is reason to believe that, rather than simply upholding freedom of expression, the 
newspaper wanted to teach Muslims a lesson; the cartoonists had no inkling of the storm they would 
unleash; and a number of Muslim activists saw the row as a wonderful pretext for promoting themselves 
and discrediting the West’s Muslim allies. 

The book also sheds light on the motives of the politician at the centre of the storm: the then prime 
minister (and now NATO secretary-general), Anders Fogh Rasmussen. It is often said that Mr Rasmussen 
was hostage to his anti-immigrant coalition partner, the Danish People’s Party. Not so, says Ms Klausen, 
who describes him as a Danish neo-conservative who is convinced that a “global war of values” is under 
way between Islam and the West.  

Sadly, in the run-up to publication of this book, publisher and author fell out over whether to include the 
cartoons the author felt were relevant to the debate. The author lost. The cartoon affair, it seems, still 
casts a long and unlovely shadow. 
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Jacques Cousteau: The Sea King. By Brad Matsen. Pantheon Books; 320 
Pages; $27.95. Buy from Amazon.com 

THIRTY years ago Jacques-Yves Cousteau (pictured) was reckoned to be one 
of the ten most recognised men in the world. This biography, uncritical but 
revealing, shows how that happened. Nominally a captain in the French navy, 
Cousteau spent most of his working life pioneering a new form of celebrity, 
that of the TV explorer. With his ship, the converted minesweeper Calypso, 
and a crew of divers with attractive French accents and film-star looks, he 
patrolled the more photogenic corners of the oceans and documented these 
exploits in books and television programmes that turned him into a global 
godfather of undersea adventure.  

The secret of this success, explains Brad Matsen, the author of many books 
and articles about the sea, was nothing to do with the science of 
oceanography or indeed the science of anything. It was to do with television. 
In “The Undersea World of Jacques Cousteau”, the documentary series that 
ran from 1968 and was shown all over the world, and its successor, “The 
Jacques Cousteau Odyssey”, he hit on the thing of which every TV producer 
dreams: a near-perfect small-screen formula. 

First there was the boat. With its attractive lines glowing a telegenic white against the dark ocean, Calypso 
was an enclosed world, a drama in itself. Then there was the technology. Cousteau was a genuine innovator, 
having had a hand in developing an underwater breathing apparatus as well as refining techniques for 
underwater filming and dreaming up nifty little one- or two-person submarines. Above all, he insisted that the 
technology looked good, especially on film. He was not competing with universities or research institutes but 
with “Thunderbirds” and James Bond.  

And then came the adventure. Every episode made some claim to serious scientific purpose, but the demands 
of television docudrama meant that sharks, dolphins, whales and buried treasure made very frequent 
appearances in the schedule. Divers would descend, smiling and joking. Then, suddenly, there was danger—
but you could be sure that in the end the divers would be back around the dining table, the wine would flow, 
and up on the bridge lit only by the ghostly glow of the radar scanner, Captain Cousteau would be plotting 
course for next week’s adventure.  

So it may come as a surprise to those who grew up with the captain to find that in the years of his great 
celebrity, Cousteau was rarely on board the Calypso. He had a helicopter landing pad built on the ship which 
enabled him to fly in for an occasional hour or two of filming. Many episodes were actually a fricassee of 
archive footage spiced with more recent shots.  

So where was the captain while Calypso roved? By the 1970s Cousteau was effectively a multinational CEO, 
dividing his time between lecturing, lobbying and raising money. He divided his time in other ways too: on 
the death of his wife Simone in 1990, the Cousteau children were surprised to discover that for almost 20 
years their father had maintained in secret a second family—a family that now controls the Cousteau estate 
and legacy. 

So what is Cousteau’s legacy? If you consult the index of “A History of Oceanography”, a scholarly account 
published at the very height of his fame, you will find no entries at all under his name. His real contribution 
was to stoke the popular imagination with images of life beneath the surface of the seas, as seen by men in 
well-tailored diving gear. 
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The Girl with the Dragon Tattoo. By Stieg Larsson. MacLehose; 572 pages; £20. Knopf; $14.95. Buy 
from Amazon.com, Amazon.co.uk 

The Girl Who Played with Fire. By Stieg Larsson. MacLehose; 569 pages; £17.99. Knopf; $25.95. Buy 
from Amazon.com, Amazon.co.uk 

The Girl Who Kicked the Hornets’ Nest. By Stieg Larsson. MacLehose; 602 pages; £18.99. To be 
published in America by Knopf in May. Buy from Amazon.co.uk 

THE girl is Lisbeth Salander, a tattooed bisexual waif with autistic tendencies, a profound distrust of all 
authority, astonishing ability with a computer and no less astonishing physical courage. This unlikely 
creation, fiction’s most original heroine in many years, has triggered an international publishing 
phenomenon. “The Millennium Trilogy”, as the three books are known, has sold more than 12m copies 
around the world; the last volume was published in Britain this month. 

The trilogy’s success shows that complex characters, a fast-paced narrative and a dazzling mosaic of 
challenging plots and sub-plots can keep readers hooked. The books are long and profoundly political. The 
sinister conspiracy being played out in the dark reaches of the Swedish security services is an important 
ingredient in the alchemy that has made the books so successful. Swedish writers have extensively 
explored the frail heart of the Scandinavian social-democratic dream; Stieg Larsson’s cynical realpolitik 
carries him from the cold war to the present-day murder of inconvenient witnesses. 

Tragically, Larsson did not live to enjoy his success. A pioneering investigative journalist, specialising in 
exposés of far-right and neo-Nazi movements, he was repeatedly threatened. He was editor of Expo 
magazine when he died of a heart attack aged 50 in 2004—before the first Salander book was published. 

His death predictably spawned various conspiracy theories, but his workaholic lifestyle (he wrote the 
trilogy at night) and the 60 roll-up cigarettes he smoked a day seem the most likely candidates. There is 
doubtless something of Larsson in Mikael Blomkvist, the trilogy’s out-of-condition editor of Millennium 
magazine, who enjoys great success with women when not working 16 hours a day.  

But it is Lisbeth Salander who remains Larsson’s most enduring and compelling creation. Fearless, 
supremely self-confident, sexually voracious (when in the mood), she seems to walk off the pages into the 
room. Larsson skilfully feeds her back-story of childhood abuse, violence and betrayal through the three 
volumes, drawing the reader ever closer into her world. This personalises the story-line while Blomkvist 
and his allies challenge the forces attempting to take over Sweden.  

Larsson’s knowledge of the inner workings of the Swedish police, intelligence service and private security 
companies bring an extra layer of texture and verisimilitude. There are occasional lapses into didacticism: 
Blomkvist probes the murky world of female sex-trafficking which readers already know is an evil and 
sordid business. There are also some wildly dramatic incidents—at the end of the second volume and the 
start of the third, for instance—that stretch credibility to the limit. But Larsson’s vivid characters, the 
depth of detail across the three books, the powerfully imaginative plot and the sheer verve of the writing 
make “The Millennium Trilogy” a masterpiece of its genre. 
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The neon lights of Broadway still shine but in a rather different way 

MANHATTAN’S West 40s have always been a battleground: between 
tourists and locals, musicals and plays, adults and children. Around 65% of 
the tickets for Broadway shows are bought by tourists from outside New 
York’s metropolitan area. A reliable choice for a family on the town has 
long been a splashy musical with some hearty laughs. But the recession is 
bringing about changes, some of which may be for the better. These days, 
the expensive tickets are for maudlin Danish princes, not singing mermaid 
princesses. 

Hard times squelched quite a few shows, especially musicals. Even award-
winning crowd-pleasers, such as “Hairspray”, “Spamalot” and “Spring 
Awakening”, were forced to close because of their high running costs and 
dwindling sales. Investors were duly squeamish. But then producers began 
to shift strategy, moving away from extravaganzas towards leaner 
musicals and straight plays for grown-ups. Many of the shows had had a 
successful run elsewhere first, which lowered costs and soothed investors. 
Advertising moved online, where most people buy tickets. One way or 
another, the policy seems to have paid off: October saw 29 productions in 
full swing, filled to 87% of capacity.  

But some big musicals remain in trouble. They often require at least $10m-12m to get started and years 
of success to reach a profit. “Shrek the Musical”, for example, is rumoured to have cost investors over 
$20m to stage, with weekly costs in high six figures. Last week DreamWorks Theatricals announced that 
the show would close in January, after being open for only a year. Disney’s “The Little Mermaid” met a 
similar fate in August. An interesting test will come in the spring when the wildly expensive “Spider-Man” 
musical is due to take off—if it can find more investors.  

The new musicals that are doing well are cheaper to produce and not meant for young children. They 
include the quirky “Next to Normal”, a new production of “Hair” which has already recouped its modest 
capital cost of $5.76m, and a strong revival of “West Side Story”, which also opened in the spring and has 
proved popular enough to get back its $14m investment. “Billy Elliot”, an exception to the rule, costs a lot 
but may succeed in charming its way into the black.  

Strong plays with well-known actors, modest sets and few scene changes are doing very well (Broadway 
stagehands are especially expensive). “God of Carnage”, a darkly hilarious play by Yasmina Reza, has 
been playing to sold-out audiences since it opened in the spring, and recently broke the $1m a week mark 
at the box office, a rarity for a non-musical. James Gandolfini, Marcia Gay Harden, Hope Davis and Jeff 
Daniels star as a pair of Brooklyn couples whose polite discussion about their children descends into an 
absurdist mêlée.  

The other big ticket this season is “A Steady Rain”, a taut, one-act, two-character play by Keith Huff about 
a couple of tough Chicago cops with a tragic story to tell. On a stage with two chairs and two lamps, Hugh 
Jackman and Daniel Craig (see above) trade recollections of the dark events that rearranged their lives. 
The play is tight and brisk and Mr Craig’s performance is particularly strong, his blunted Chicago accent 
like rocks hitting concrete. The play closes on December 6th, so hurry. 
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Richard Sonnenfeldt, chief interpreter at Nuremberg, died on October 9th, aged 86 
 

 
HE HAS almost been cropped from the photograph, and his name is a blank in the key. An interpreter’s 
lot, perhaps. But there on the extreme left, legs crossed, with his long, intent nose and his immature 
moustache (he is 22, young for such work), sits Richard Sonnenfeldt. His fingers are hooked softly round 
the table-end, like a cat about to pounce.  

The setting is Room Number One in the Palace of Justice at Nuremberg, the time the summer of 1945. 
Beside him, past the stenographer, is Colonel John Amen, the chief pre-trial interrogator for the tribunal 
that will put Hitler’s henchmen on trial for war crimes. Opposite him, placed directly in the window light, is 
Rudolf Hess. Hess, who flew an abortive “peace mission” to England in 1941, is already “the original 
lunatic” to Mr Sonnenfeldt. The pockets of his greatcoat are filled with scraps of food brought from 
England, the proof, he says, that the British tried to poison him. He is playing the amnesiac, remembering 
nothing of his career. But Mr Sonnenfeldt will catch Hess out when he uses Kladde, a student word for a 
folder, and then quickly says he doesn’t know why. Teenage slang, said Mr Sonnenfeldt firmly, “could 
hardly be the vocabulary word of an amnesiac.” 

For three months of evidence-gathering before the Nuremberg trials began, Mr Sonnenfeldt’s official label 
was chief interpreter. Less officially, but with permission, his job was to startle, harry and trick the 
accused into admitting what they had done. Translation inevitably slowed the questions, allowing the 
accused to develop their denials. But Mr Sonnenfeldt’s sharpness made up, in part, for that. Was it true, 
he asked Hermann Goering, Reichsmarschall, that he had boasted to Hitler that he had torched the 
Reichstag himself in 1933? “Just one of my jokes,” said Goering. “Tell me another joke you told Hitler,” 
said Mr Sonnenfeldt. Goering did not reply.  

His German was native, from a childhood spent in Gardelegen in north-west Germany until, at 15, his 
Jewish parents sent him to England for safety. He was alert to the “platitudinous babble” of von 
Ribbentrop, the star-struck love-words of Hitler’s secretary and the coarseness, laced with Franconian 
intonations, of Julius Streicher, publisher of the vilely anti-Jewish Der Stürmer. He could put Goering 
down, in a second, by calling the flabby ex-field-marshal Herr Gering, a little nothing.  

His English, though, was equally impressive: learned in Kent, spiced up in India (where he was dropped 
after being wrongly deported to Australia, in 1940, as an enemy alien) and polished in Baltimore, 
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otherwise Bawlmer, where he lived for two years before joining the American army. He had worked hard, 
with every motive in the world, to scrub his German accent away, and that fluency eventually promoted 
him from armoured-car-greasing to translation. Mr Sonnenfeldt was contemptuous of other interpreters at 
Nuremberg who, through a thick lard of Swabian consonants or Polish syntax, could fuddle questioner and 
questioned alike. He was so good that he could deal in subtlety.  

He was also a Jew, facing—and faithfully interpreting—men who had wished to obliterate everyone like 
him. He had seen the results for himself in the camp at Dachau, which he was one of the first to enter 
after liberation. Among the stiff stacks of unburied corpses and the ghostlike, disbelieving living, he had 
been able only to think how lucky he was. The spectre of himself as he might have been was sometimes 
beside him as he probed through obfuscations for the details of appalling crimes. He felt it tugging at his 
sleeve.  

 
Goering’s wink 

He found he did not hate the Germans, who now scratched for food in bombed-out Nuremberg and fought 
for the cigarette-ends he threw out of his jeep. Nor did he hate the Nazis individually, except for Streicher. 
What chilled him was the ordinariness of these men. When he served them their indictments on October 
20th 1945, going from cell to cell, he noticed how clean the hands were that took the papers from him. 
These men were not evidently monsters. They also knew good from bad, right from wrong. When he 
asked Rudolf Hoess, commandant of Auschwitz, whether he was ever tempted to enrich himself from the 
inmates, Hoess replied: “What kind of man do you think I am?” 

Most of his hours of interpreting were spent with Goering. After an early altercation, when Mr Sonnenfeldt 
slapped down an interruption (saying that, if Goering preferred to have no interpreter, he would merely 
listen and correct his English), they became almost friends. Goering took his side when disputes arose 
about translation and, in the trial itself, often winked at him. Mr Sonnenfeldt, who passionately defended 
the integrity and usefulness of the Nuremberg trials and processes like them, was disappointed that the 
judges failed to nail Goering for ordering the Holocaust. The Reichsmarschall had admitted this to him in 
one of their sessions. But the judges did not know how to draw out Goering as Mr Sonnenfeldt could.  

He did other things in his life later; as an electrical engineer, he helped to develop colour television and 
computers for the moon landings. He supposed, however, that he would be remembered only for his 
Nuremberg days. And that, he always said, was all right with him.  
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Britain’s GDP fell by 0.4% in the third quarter, the sixth consecutive quarterly decline. 

The news from America’s housing market continued to be mixed. Sales of new homes unexpectedly fell 
by 3.6% in September but sales of existing homes surged by 9.4%. The S&P/Case-Shiller index of prices 
in 20 big cities rose for a fourth successive month in August, by 1.2%. 

Banking in the euro area still looks sickly. Loans to the private sector fell by 0.3% in the year to 
September, the first decline on record. The annual growth rate of M3, a measure of the broad money 
supply, fell to a sluggish 1.8%. Lending conditions tightened in the third quarter, but at slower rate than 
earlier in the year, according to a regular survey by the European Central Bank. 

Norway’s central bank raised its benchmark interest rate by 0.25 percentage points, to 1.5%. The bank 
said the economy had “picked up more rapidly than expected”. 

South Korea’s GDP rose by 2.9% in the three months to the end of September, the fastest growth rate 
in seven years. Much of the economy’s strength came from the manufacturing sector, where output rose 
by 8.7%. 

Japan’s retail sales fell by 1.4% in the year to September, the smallest fall for ten months. 

Inflation in Australia picked up for a third consecutive quarter. Consumer prices rose by 1% in the three 
months to the end of September. Housing costs increased the most. 
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The volume of greenhouse gases emitted by 40 industrialised countries that report under the United 
Nations Framework Convention on Climate Change increased by 1% in 2007. Between 1990 and 2007 
emissions fell by 4% in these countries. Control of greenhouse gases varied widely over the period. 
Emissions in Spain rose by more than 53%, but in Germany they fell by more than 21%. Britain’s switch 
from coal- to gas-fired power stations has helped its green credentials. Countries with significant primary 
industries, such as mining or forestry, tend to emit far greater quantities of greenhouse gases. Australia’s 
emissions are greater than France’s, for example, even though France has a much larger economy.  
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Pension funds in the OECD had a torrid time last year, losing over 20% of their value between the end of 
2007 and the end of 2008. Funds heavily invested in equities, such as those in Ireland and Australia, 
proved particularly vulnerable. The big rally in financial markets since their nadir in March has allowed 
some of the losses to be recouped in the first half of 2009, though there is still a long way to go. Pension 
funds in Turkey and Norway fared especially well. But the crisis has bruised faith in equities. Exposure to 
shares fell during 2008 largely because of the collapse in stockmarkets, but funds in some countries, such 
as the Netherlands, have been deliberately seeking to reduce the weight of equities in their portfolios.  
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