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YahooInc.’sdirectorsmeetFri-
daytodiscussalternativestoaMi-
crosoft Corp. takeover, with many
insiders still seeing a Microsoft
deal—without the participation
of News Corp.—as the
most likely outcome.

Behind the battle
overYahooisascramble
byInternetandmediagi-
ants to capture the flood
ofadvertisingdollarsex-
pected to move online
and block Google Inc.
from extending its Web-
search-ad domination.

Aside from Mi-
crosoft’s solo bid, Ya-
hoo’s directors will
likely discuss a plan under which
Time Warner Inc. would fold its
AOL unit into Yahoo in exchange
for a roughly 20% stake in Yahoo.
AnotherpotentialscenarioforYa-
hoo is a joint deal with Microsoft
and Rupert Murdoch’s News
Corp., owner of The Wall Street
Journal, to combine News Corp’s
MySpace,Microsoft’sMSNandYa-
hoo into a separate company, peo-
ple familiar with the matter said.

But people close to Microsoft
discounted the likelihood that it
wouldbring News Corp. into a Ya-
hoo deal. Meanwhile, the poten-

tial AOL-Yahoo deal has encoun-
tered skepticism from some ma-
jor Yahoo shareholders, accord-
ing to people familiar with the in-
vestors’ thinking.

At the least, the jockeying
could leave Yahoo with greater le-
verage to extract a better price
from Microsoft. Yahoo shares
rose 82 cents, or 2.95%, to $28.59
in 4 p.m. Nasdaq trading Thurs-
day,asinvestorswelcomedtheap-
parentemergence of alternatives.

Many analysts and investors
sayMicrosoftcouldprobablycom-
plete the deal if it sweetened the

unsolicited cash-and-
stockofferitextended to
YahooonJan.31.Thatof-
fer, originally valued at
$31 a share, or $44.6 bil-
lion, was worth $29.34 a
share, or $42.2 billion,
based on Microsoft’s
share price Thursday. A
central question is
whether Microsoft, led
by its Chief Executive
Steve Ballmer, is willing
to raise its bid.

Yahoo’s directors aren’t ex-
pected to make any big decisions
Friday about their direction. One
person familiar with the matter

said Yahoo’s options are likely to
come to a head next week.

Among the players battling
over Yahoo, there’s a likely com-
mon assumption: Major brand ad-
vertisers are gearing up to move
big chunks of money from tradi-
tional ads including TV commer-
cials and glossy magazine
spreads to online outlets
such as video-sharing ser-
vices and Web sites for
women. Although online ads
garnered only an estimated
7% of total U.S. advertising
dollars last year, Internet
companies believe the per-
centage will increase
sharply as Americans
ratchet up their daily use of
theWebandadvertisersgain
confidence in the medium.

Google handily won the
Please turn to page A13

Nursing Homes, in Bid to Cut Costs,
Prod Patients to Forgo Lawsuits
Big Payouts Fade
AsArbitrationRises;
Ms. Hight Falls Ill
By Nathan Koppel

Nursing-home patients and
their families are increasingly
giving up their right to sue over
disputes about care, including
those involving deaths, as the
homes write binding arbitration
into their standard contracts.

The clause can have profound
implications. Nursing homes’ av-
erage costs to settle cases have
begun dropping, according to an
industry study, even as claims of
poor treatment are on the rise.
The industry notes arbitration is
slicing the number of patients
winning big punitive judgments,
the added penalties for severe
negligence that can pump up the
size of jury awards. Meanwhile

consumer advocates, plaintiffs
lawyers and even some arbitra-
tors are decrying the practice.
Two U.S. senators on Wednes-
day introduced legislation to ef-
fectively ban nursing homes
from using agreements that com-
pel arbitration in advance.

Janice Cowart’s case shows
how the system can work. When
her 92-year-old mother, Mary
Hight, fell ill for days and
became badly dehy-
drated,hernursinghome
in Kosciusko, Miss.,
wouldn’t call an ambu-
lance. Ms. Cowart
pushedhermotheruphill
in a wheelchair to a
nearby emergency room.
Ms. Hight died from
heartfailurethenextday.

Ms. Cowart had ac-
cepted a contract with
binding arbitration when her
motherentered the home.Thear-
bitrator found the home was neg-
ligent both in allowing Ms. Hight
to become dehydrated and failing
to get her to an emergency room.
But he awarded the family only
$90,000, saying an underlying
condition could have caused the

death. After paying the lawyers,
“we didn’t get one cent,” says
JohnEstep,Ms.Cowart’s brother.
The home has denied wrongdo-
ing and declined to comment.

The nursing-home industry’s
arbitration strategy is part of a
much broader response by U.S.
companies to consumer law-
suits. Businesses from restau-
rants to banks have ramped up

their use of arbitration
agreements in recent
years to reduce litiga-
tion costs and sidestep
emotion-laden juries,
often requiring employ-
ees or consumers to
give up rights to a trial
as a condition of receiv-
ing services. Studies
have suggested about a
third of businesses are
requiring arbitration

for consumer disputes, and
about one-fifth of employers are
requiring it for complaints by
employees.

Nursing homes have been
among the biggest converts to
the practice since a wave of big
jury awards in the late 1990s. At-

Please turn to page A14

Microsoft Remains Favorite
In Crowded Battle for Yahoo
Shift in Web Ads
Drives Deal Pursuit;
Board Meets Today

Steve Ballmer

7

7

Follow the news all day at WSJ.com

G-7 Officials Eye Plan
For Financial Markets

By Christopher Rhoads

VANCOUVER, British Colum-
bia—The best American and Ca-
nadian table-tennis players
squared off here last weekend
for a chance to represent their
country this summer at the
Beijing Olympics.

Only one of the eight Ameri-
can players was of non-Asian de-
scent. All but three were born in
China. Six of the eight Canadians
also here vying for Olympic
berths were either born in China
or of Chinese descent.

China’s superpower status in
table tennis has created a prickly
problem for the sport: Nearly all
the world’s most competitive
players are Chinese. And that has
made for a lot of mixed feelings.

“The Chinese make us train
harder and raise our game,” says
Eric Owens, the only U.S.-born
male at the Vancouver event.
“But a lot of people are really sick
of them coming over and taking
their spots on the national team.”

Since China has so many top
players, many in recent years
have changed citizenship in or-
der to play for national teams
elsewhere. Most countries—like
the U.S. where many think of
ping pong as a game played in
the basement on rainy days—are
glad to have players who will
give them a chance in interna-
tional competition. The down-
side: Teams full of Chinese play-
ers undermine already scant lo-
cal fan support and, according to
some, the development of home-
grown talent.

At last month’s world champi-
onships in Guangzhou, about 170
players representing countries
other than China—about one
quarter of the participants—
were Chinese. Even Japan, once
a ping-pong powerhouse and not
known for warm relations with
China, has Chinese players on its
national team. America’s best
hope for an Olympic medal: Gao
Jun, a 39-year-old player who
won a silver medal at the 1992
Olympics for her native China.

“YougotoamatchbetweenPo-
land and France, and it’s just Chi-
nese playing against each other,”
says Dan Seemiller, one of the
highest-ranked American-born

Please turn to page A14

Mary Hight

By Aaron Lucchetti

Bond-ratingagencyMoody’sIn-
vestors Service used to be an ivory
toweroffinance.Analystsweredis-
couraged from having a drink with
a client. Phone calls from bankers
wentunanswered if they rangdur-
ing intense, almost academic de-
bates about credit ratings.

A decade ago, as the housing
market was just beginning to
take off, Moody’s was a small
player in analyzing complex se-
curities based on home mort-
gages. Then, Moody’s joined
Wall Street and many investors
in partaking of the punch bowl.

A firm once known for a book-
ish culture began to focus on the
market share that affected its
own revenue and profit. The rat-
ing firm became willing, on occa-
sion, to switch analysts if clients
complained. An executive over-
seeing mortgage ratings went
skydiving with a client. By the
height of the mortgage-securi-
ties frenzy in 2006, Moody’s had
pulled even with its largest com-
petitor, rating nine out of every
10 dollars raised in these instru-
ments. It gave many of the bonds
its coveted triple-A rating.

Profits atthe99-year-oldfirm,
which John Moody started to rate
railroad bonds, rose 375% in six
years.Thesharepricequintupled.

Now, Moody’s and the other
two major rating firms, the Stan-
dard & Poor’s unit of McGraw-
Hill Cos. and the Fitch Ratings
unit of Fimalac SA, are under fire
for putting top ratings on securi-
ties that ultimately collapsed in
value. Investors, many of whom
relied on ratings to signal which
securities were safe to buy, have
lost more than $100 billion in
market value. The credibility of
the ratings system is in tatters as
new downgrades of mortgage se-
curities come almost weekly. In-

Please turn to page A15

Group of Seven finance min-
isters and central bankers
meet in Washington and will
likely back measures to make
financial institutions less se-
cretive through disclosure,
for instance, of holdings that
expose them to subprime
mortgages. The steps won’t
address the current crisis
but seek to prevent another.

GE’s Results to Signal
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As Housing
Boomed,
Moody’s
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General Electric
has relied on
emerging mar-
kets to sell power
turbines and air-
craft engines, and
its earnings may
signal whether
that focus is continuing to
help it weather a U.S. slump.
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Y ahoo’s directors meet
Friday to discuss alterna-

tives to a Microsoft takeover,
with many insiders still see-
ing a Microsoft deal, exclud-
ing News Corp., as the most
likely outcome. Also, direc-
tors will likely discuss a plan
to fold AOL into Yahoo. An-
other option would combine
News Corp.’s MySpace,
Microsoft’s MSN and Yahoo
into a separate company. A1
n Potential deals for Yahoo
involving Microsoft or AOL
could change the online-ad
landscape, spreading the
power beyond Google. B7

n The Dow industrials rose
54.72 points to 12581.98 as
tech shares led a modest
stock-market rally. Crude fell
76 cents to $110.11 a barrel. C1

n Bernanke said the U.S.
effort to craft a response to
recent market turmoil should
help moderate the severity of
future financial shocks. A12
n The weakening economy
has further to fall, say a major-
ity of economists in the latest
Wall Street Journal survey. A12
n The U.S. trade gap widened
5.7% to $62.3 billion in Febru-
ary amid record imports of in-
dustrial supplies and food. A12
n The federal deficit hit a
record $311 billion for the first
half of fiscal 2008 as corporate-
income-tax revenue fell. A12

n Gap’s same-store sales
fell 18% in March, a dismal
month for retailers. Gap kept
its forecast, but others, includ-
ing Kohl’s, cut projections. B1
n Giorgio Armani’s sales
rose 8% last year despite a
weak dollar and slow growth in
North America and Japan. B2
n Linens ’n Things is ex-
pected to file for bankruptcy
protection by Tuesday, hurt
by an increasing debt load. C1

n The Bank of England cut
its key rate by a quarter-per-
centage point to 5%, while the
ECB kept its rate at 4%. A12
n The U.K.’s Treasury chief
plans to flesh out a proposal
to overhaul the IMF, calling
for it to focus more on global
financial problems. A12, C12

n Japan’s Takeda agreed to
buy Millennium Pharmaceuti-
cals for $8.8 billion, giving
Takeda a major presence in
the cancer-drug market. B3

n China let the yuan rise to
its highest level against the
dollar in over a decade, sig-
naling inflation concerns. A8

n Bank of Nova Scotia
offered to buy at least a stake
in National City, joining a
handful of companies that
also have submitted bids. C3

n Utilities’ pursuit of nuclear
power is raising concerns that
shoddy or counterfeit parts
could be used in plants. B1

n Exxon CEO Rex Tillerson
received $16.7 million in com-
pensation for 2007, up 29%. B8

n Boeing is likely to face com-
pensation claims from key buy-
ers such as Japan’s ANA over
Dreamliner delivery delays. B4

n Deutsche Telekom plans to
gain control of Greece’s one-
time monopoly phone com-
pany in a three-way deal. B4

n Verizon sued Time Warner
Cable over a television ad it
claims misrepresents its
FiOS fiber-optic service. B6

i i i

World-Wide

n Gates voiced hope more
U.S. forces could leave Iraq.
But the defense secretary
also told a Senate panel that
he no longer thought it was
possible for troop levels to
fall to 100,000 this year.
Gates’s comments came just
hours after Bush endorsed
Petraeus’s call for an indefinite
halt to any further troop
withdrawals after the last of
the 30,000 “surge” troops
return to the U.S. in July. A3

The president also said
military tours in Iraq and
Afghanistan would fall to 12
months from 15 months.

n The Senate passed by an
84-12 vote a combination of
tax breaks and funding in-
tended to help home builders
and struggling borrowers. A14
n McCain called for an ag-
gressive federal role aimed
at stabilizing the housing
market, reversing a largely
hands-off approach. A6

n The House voted to side-
line a free-trade deal with
Colombia. The White House
sought to reassure foreign
trade officials and partners. A2

n China said it uncovered
two terror plots targeting
the Olympics and apparently
extended a ban on foreign
travel to Tibet. The Dalai
Lama arrived in the U.S. A11

n Nepalis voted for lawmakers
who will write a constitution
intended to bring stability and
likely end the monarchy. A8

n The DOT inspector general
called for “immediate and com-
prehensive changes” at the
FAA to ensure airline safety. A4
n Safety experts said there is
no evidence flying in the U.S.
has become more dangerous
despite recent cancellations. A4

n Zimbabwe’s opposition
said it won’t participate in a
presidential runoff, saying its
candidate won outright. A8

n A suicide bomber targeting
a U.S.-led coalition convoy in
southern Afghanistan killed
eight people and wounded 25.
n U.S. troop levels in Afghan-
istan rose to over 32,000, the
highest since the 2001 invasion.

n Israel cut off fuel to Gaza
following a Palestinian raid
on an Israeli depot. Hamas
warned of more attacks. A8
n A Hamas official said ex-
President Carter will meet
the group’s exiled leader dur-
ing a visit to Syria next week.

n The West is experiencing
relief from the effects of a
years-long drought after a
winter of wet weather. A3

n Most families of victims
of the deadly Virginia Tech
shootings agreed to an $11
million state settlement. A2

n Fifty-four illegal immigrants
from Myanmar were found
dead in a truck in Thailand, ap-
parent suffocation victims. A8

n A science panel told the EPA
that new smog standards fail
to protect public health and
should be strengthened.

n U.N. peacekeepers pulled
back from Haiti’s presidential
palace as violence in the capi-
tal over food prices abated.

n Researchers reported in
the journal Science that they
developed a drug that may
protect against radiation.
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TIAA-CREF Defends Its Investment RecordWhat Boundaries for Nurse Practitioners’ Role in Health Care?

LETTERS TO THE EDITOR

The doctor of nursing practice de-
gree is a powerful innovation in nurse-
practitioner education (“The In-
formed Patient: Making Room for ‘Dr.
Nurse,’” April 2). With a looming pri-
mary-care physician shortage, quali-
fied primary-care providers are in
great demand. Who better than nurse
practitioners to provide leadership to
help meet that demand? Like other
health professions, including phar-
macy, psychology and physical ther-
apy, the breadth and depth of knowl-
edge and responsibility in advanced-
practice nursing warrants clinical-doc-
torate preparation.

Nurse practitioners aren’t the
same as doctors, nor do we purport
that DNPs will be. Patients who see
nurse practitioners will tell you the dif-
ference and express their satisfaction
with nurse practitioners, who have a
different approach to managing pa-
tients while using the same evidence-
based standards of care used by physi-
cians. Nurse practitioners will con-
tinue to provide person-centered,
high-quality care to the patients we
serve. Doctoral education will en-
hance our already important clinical
contributions.

Joanne Pohl, Ph.D. APRN, BC,

FAAN

President
National Organization of

Nurse Practitioner Faculties
Ann Arbor, Mich.

We have the deepest respect for
nurses, and the American Medical As-
sociation wholeheartedly believes
that each member of the health-care
team plays a critical role in ensuring
patients get the best possible care.
However, it’s an undeniable fact that a
nurse with a graduate degree doesn’t
have the same education and training
as a physician who has completed med-
ical school and residency training, and
it’s misleading to patients for nurses
to introduce themselves as a doctor.

While standards for the DNP are
presently being devised, nursing orga-
nizations currently recommend that
DNP students complete just 1,000
hours of “practical experience” after
obtaining a bachelor's degree. Physi-
cians complete more than 12 times
that amount during their graduate edu-
cation. In addition to the two years of
clinical rotations physicians fulfill dur-

ing their four years of medical school,
they also complete three or more
years of full-time medical residency
training.

Edward L. Langston, M.D.

Chair
American Medical Association

Board of Trustees
Chicago

If nurse practitioners want to pur-
sue a doctorate, I feel it should be a
Ph.D. to prepare for teaching or re-
search. If we are well trained and edu-
cated as nurse practitioners and pass
the certification exam, then a “clinical
doctorate” is overkill. To use the title
“doctor” is knowingly misleading.
Why antagonize the physicians who
are just now beginning to accept the
nurse practitioner as a vital part of the
medical team?

Marylu Manning, CRNP, MPA

Cancer Program Manager
Union Memorial Hospital

Baltimore

Nurse practitioners need physician
support and mentorship, which work
both ways. Each profession has a lot to
learn from the other, and the problem
of access to health care needs to be ad-
dressed by physicians and the nursing
profession working together as a
team.

Sherri W. Osborne, RN, BSN

GNP/APNP

Kernersville, N.C.

Mary Mundinger, dean of New
York’s Columbia University School of
Nursing, has used her enviable media
attention to push her own personal
agenda for DNP credentialing. Unhap-
pily, her efforts have discredited the
more than 100,000 master’s-educated
nurse practitioners who practice
safely and effectively and do so with
our patients’ unqualified support and
trust. As for a DNP, I personally have
no intention of seeking it. I have been
fulfilling that exact role for more than
10 years now. You see, regardless of Dr.
Mundinger’s agenda, you can’t learn
clinical expertise in school. You learn
it from experience, expert clinicians
and your patients.

I didn’t become a nurse because I
was too stupid to get into medical
school. I became a nurse because I was
more interested in getting patients

well than I was in studying what
makes them sick. I fully respect the
skills doctors possess, as well as their
education and training. However, as a
nurse practitioner, I, too, have skills,
experience and expertise that doctors
don’t possess. Within my scope of prac-
tice, studies have proven that my care
is equal to or superior to physician
care.

Carla Mills

Nurse Practitioner
President

MaverickHealth
Naples, Fla.

Go to WSJ.com/Capital to share your
opinion.

Moody’s Opened Up as Housing Boomed

Your article “TIAA-CREF Taps Fergu-
son as New Chief” (Money & Investing,
April 4) gives prominence to an ana-
lyst’s quote that mischaracterizes our
company’s performance as well as its
mission and business. In fact, TIAA-
CREF is a top performer in its business
areas and compares extremely well to
its competitors.

In the 2007 annual Lipper/Barron's
Mutual Fund Family Survey, TIAA-
CREF’s performance ranked ninth
among 67 fund families based on asset-
weighted total returns. TIAA-CREF is
one of only four fund families ranked in
the top 10 for the past two years. More
than 70% of TIAA-CREF's funds and an-
nuity accounts have exceeded their
Morningstar medians for the past three
and five years, as of Dec. 31, 2007.

The fees on our actively managed
funds and accounts are typically in the
lowest quartile of comparable prod-
ucts, despite increases in 2006 that
were necessary to assure the long-term
viability of those products. Your article
didn’t mention that, while our mutual
funds and Lifecycle funds are rapidly
growing, due to excellent performance
and low prices, they account for only
about 5% of our assets. Overall, TIAA-
CREF is the largest private pension sys-
tem in the U.S., serving 15,000 institu-
tions and 3.4 million individuals.

In recent years, we have trans-
formed most aspects of our business to
meet clients’ needs. We have broad-
ened their choices; we installed effec-
tive risk management that has helped
us generate positive net returns in the
debt markets during the recent tur-
moil; we have introduced extensive, per-
sonalized advice and wealth-manage-
ment services delivered via consult-
ants who receive no sales commissions
as part of their compensation; and we
have tripled the number of local offices
and revamped our Web sites, telephone
centers and technology systems.

Our new capabilities have enabled
TIAA-CREF to win more institutional
pension and asset-management man-
dates than ever before. These and other
changes have one purpose: to uphold
TIAA-CREF’s longstanding mission to
meet the financial needs of people in
the academic, research, medical and
cultural fields on the best terms practi-
cable.

Herbert M. Allison Jr.

Chairman, President and CEO
TIAA-CREF

New York

Cast your vote at WSJ.com/Question

J O I N T H E D E B A T E

vestigators from Congress, the
Securities and Exchange Com-
mission and several state attor-
neys general are examining the
rating firms’ practices.

Moody’sacknowledgesitsome-
times got things wrong in judging
mortgage bonds, but says these
were honest mistakes and not the
result of efforts to garner market
share. It says it has maintained its
rigorandobjectivityinaratingpro-
cessthatisstilladversarialtoward
big investment banks.

Of the three big rating agen-
cies,Moody’sunderwentthedeep-
estculturalchangeamid the hous-
ingboom.Attheheartofthefirm’s
gradual transformation into a
player in the mortgage game was
Brian Clarkson, 51 years old, who
joined the company as an analyst
in1991andbecamepresi-
dent last August. Mr.
Clarkson maintains that
his focus on making
Moody’s friendlier to
Wall Street was what the
company needed early
this decade. “We’re in a
service business,” he
says. “I don’t apologize
for that.”

When Mr. Clarkson
first joined Moody’s,
the agency was known
as a place where analysts often
didn’t even promptly pick up
their phones, much less talk ex-
tensively to companies whose
bonds they were rating. A maga-
zine story in the mid ‘90s at-
tempted to answer the question
“Why Everyone Hates Moody’s.”

Mr. Clarkson himself had
dealt with Moody’s as an out-
sider, and been frustrated with
its manner. As he began to rise
within the firm, he set out to
make it more client-friendly and
focused on market share.

Firms like Moody’s are hired
by companies, governments and
other organizations that seek to
sell bonds. The firms rate bonds
based on the likelihood they’ll de-
fault—and, in Moody’s case, also
based on how much of their prin-
cipal bondholders are likely to
get back.

Top-rated triple-A bonds
rarely miss payments, and even if
theydo,investorscanexpecttoget
nearly all of their money back.
BondsratedBandCaremorelikely
to lose money for their owners. To
compensate for the added risk,
they pay higher interest rates.
Bondbuyersdependheavilyonthe
ratings, and conservative inves-
tors often buy only triple-A bonds.

Bond issuers, knowing that a

higher rating means they pay a
lower interest rate, have an in-
centive to shop around among
rating agencies. And they have
clout as they shop: They’re the
ones paying the bill.

Moody’s toughness gave issu-
ers reason to go elsewhere, and
back in the mid-1990s, Fitch and
S&P were both rating more mort-
gage bonds than Moody’s, in
large part because their stan-
dards were considered easier.
For instance, in commercial mort-
gage-backed securities, Moody’s
trailed its two main competitors
by 30 percentage points in mar-
ket coverage in 1996.

That year, Mr. Clarkson took
overthegroupatMoody’sthatan-
alyzed such securities. The firm
added new analysts and over-
hauleditsratingsapproach,allow-

ing for higher ratings in
the area. Within a year,
Moody’s moved ahead
of both Fitch and S&P in
the sector. Rivals said
Moody’shadcutitsstan-
dards. Mr. Clarkson was
quoted as calling this
“sour grapes.” He says
now that the change in
the ratings approach
was the right call.

In 1999 Mr. Clarkson
took over the part of the

firm’s “structured finance” busi-
ness that oversaw bonds and
complex securities based on
home mortgages. Moody’s rated
just 14% of high-quality “prime”
bonds in that area in the year be-
fore he took over, compared with
51% that Fitch rated and 89% that
S&P rated, as calculated by the
publication Asset-Backed Alert.
(The same bond often gets a rat-
ing from two different firms.)

Moody’s top home-mortgage
analyst at the time, Mark Adel-
son, took a cautious approach
that resulted in fewer triple-A rat-
ings. Mr. Clarkson shook things
up, firing or reassigning about
two dozen analysts and hiring
new ones who started giving
higher grades under a new meth-
odology. Mr. Adelson left for an in-
vestment bank. In 2001, Moody’s
market coverage was up to 64%.

Mr. Adelson says “the world
thought differently than I did”
about mortgage bonds in 1998
and 1999. He isn’t critical of Mr.
Clarkson’s management. Mr.
Clarkson “is what Moody’s
needs,” Mr. Adelson says. “He’s
very smart, capable and driven.”

By 2001, Moody’s was an inde-
pendent company. It had long
been tucked inside financial pub-
lisher Dun & Bradstreet Corp.,

but D&B spun it off as a new pub-
lic company in 2000. Just before
it did so, Warren Buffett saw the
growth and profitability of
Moody’s business and had his
Berkshire Hathaway Inc. raise
its stake in D&B. Berkshire is
now Moody’s biggest share-
holder, with a 19% interest.

In some areas, Moody’s con-
tinued to make it hard to get a
high rating, with the result that it
didn’t do much business in those
areas; these areas included the
riskier part of home-mortgage
bonds and products known as net-
interest margin securities.

Customer-Service Coaches
Mr. Clarkson encouraged his

people to be more responsive—
picking up the phone when in the
office—and to find ways deals
could get done within Moody’s
methodologies. Customer-ser-
vice coaches gave sessions on im-
proving relationships with bond
issuers and investors.

“Brian [Clarkson] created a
dialogue between Moody’s and
the Street that was good,” says
Paul Stevenson, a former
Moody’s executive who now
works at BMO Financial Group.
But “the most recent problem,”
he says, “is that the rating pro-
cess became a negotiation.”

Consider a Bank of America
mortgage deal in early 2001. As
in most such deals, the
vast majority of the se-
curities based on the
pool of mortgages
would be rated tri-
ple-A. The question
was how big a chunk
would be rated lower—
paying a higher inter-
est rate and bearing the
brunt of any defaults
that occurred.

A rating committee
at Moody’s voted to re-
quire that the issuer put
about 4.25% of the deal’s value in
the lower-rated section, to pro-
vide extra protection for buyers
ofthe top-rated section. Butafter
Bank of America complained and
said it might go with a different
rating firm, Moody’s reduced the
size of the lower-rated chunk
slightly—saving the issuer some
interest costs—according to peo-
plewith knowledge ofthe matter.

Linda Stesney, a Moody’s
managing director who was then
co-head of mortgage-backed se-
curities, says she doesn’t recall
the deal. She says Moody’s recon-
sidered its view on deals when is-
suers presented new informa-
tion affecting credit quality. She

adds that Moody’s mortgage rat-
ings at the time held up well.

In 2002, Mr. Clarkson’s realm
extended to the fast-growing
business of CDOs. In this com-
plex product, already-sliced-up
bonds are further sliced into
new pieces, based on risk and po-
tential return. Moody’s was al-
ready rating 90% of the dollar
value of CDOs. Mr. Clarkson told
an analyst he didn’t want bad ser-
vice to cause that to slip, say peo-
ple familiar with the matter.

“There was never an explicit
directive to subordinate rating
quality to market share,” says
Mark Froeba, a former Moody’s
analyst who recently started a
bond valuation company that
may compete with rating firms.
“There was, rather, a palpable
erosion of institutional support
for rating analysis that threat-
ened market share.” An example
would be raising too many legal
issues on deals, slowing them
down unnecessarily.

Mr. Clarkson says the goal was
maintaining consistency about
the issues Moody’s raised on
deals. “I have no problem losing
deals for the right reasons,” he
says.“Wedon’tchangemethodol-
ogy to garner market share.”

Some supporters say that
while Mr. Clarkson cared about
market share, he cared more
about the quality of Moody’s rat-

ings. Bill May, a Moody’s
managing director, re-
callsMr. Clarkson warn-
ing him in 2002 about
the things that could get
a managing director
fired. He says inaccu-
rate ratings topped the
list, followed by “arro-
gant or rude” behavior
toward market partici-
pants.

O n o cc a s i o n ,
Moody’s agreed to
switch analysts on deals

after bankers complained. Among
banks that requested that a differ-
entanalystlookattheirdealswere
Credit Suisse Group, UBS AG and
GoldmanSachsGroupInc.,accord-
ing to a person familiar with the
matter.Thebanksdeclinedtocom-
ment. Mr. May says analysts were
switchedon“rare”occasionstoac-
commodate such a request.

Mr. Clarkson stressed rela-
tionships, in a break with tradi-
tion at the firm, whose office in
Lower Manhattan is adorned
with sepia-toned pictures of its
founder. John Bohn, Moody’s
president from 1989 to 1996,
says he used to tell recruits that
Moody’s was a “special busi-

ness” where “you can’t go out for
beers” with friends who worked
for investment banks.

Mr. Clarkson’s view is that
“it’s important to socialize.” The
onetime mountain climber and
recreational weightlifter met
with investment-bank officials
and gave speeches at industry
conferences peppered with
movie quotes and references to
television shows like “Survivor.”

When Moody’s sought to rate
more deals for GMAC’s residential-
finance unit in the late 1990s,
Moody’s officials traveled to the
company’sMinneapolisofficessev-
eral times. Mr. Clarkson and sev-
eral others from Moody’s accepted
aninvitationtogoskydivingwithof-
ficials of the GMAC unit. “We paid
ourown way,” Mr. Clarkson recalls.

Some analysts say they occa-
sionally would attend the din-
ners that celebrated the launch
of a new CDO Moody’s had just
rated. Moody’s says it has rules
to prevent conflicts, including a
$50 limit on gifts, and that build-
ing better relationships with
Wall Street officials was part of
its effort to be more transparent
in its rating methodologies.

Wrestling in Fat Suits
As Moody’s staff grew to ac-

commodate the surging mort-
gage market, Mr. Clarkson ar-
ranged off-site meetings for em-
ployees to get to know each
other better. At one, he sung as a
Blues Brother, while at another,
two Moody’s executives enter-
tained by wrestling in fat suits.

Mr. Clarkson’s structured-fi-
nance group grew to account for
about 43% of Moody’s revenue in
2006, up from 28% in 1998. By
2006, the firm had more revenue
from structured finance—$881
million—than its entire revenue
had been in 2001.

Employees,thoughpaidafrac-
tion of what they could earn on
Wall Street, sometimes grew
wealthy from Moody’s surging
share price and their stock op-
tions.Accordingtoaregulatoryfil-
ing, Mr. Clarkson’s compensation

totaled $3.8 million in 2006. The
firm’s chief executive, Raymond
McDaniel, earned $8.2 million
that year, more than twice what
his predecessor made in 2000.
Moody’ssaystheriseintheircom-
pensation reflected growth in the
overallbusiness,notjustthemort-
gage area, and that much of the
rise came from the increasing
value of stock options that had
been granted years before.

By early 2007, some Moody’s
analysts were growing worried
about the market for securities
backed by subprime mortgages.
But Mr. McDaniel told a group of
investors in May 2007: “The
good-news story for us” includes
“very strong growth coming out
of our largest business, which is
the structured-finance business.
It is both large and a significant
growth engine for the company.”

Despite some analysts’ con-
cerns, Moody’s rated about 94%
of the $190 billion in mortgage-
related and other structured-fi-
nance CDOs issued in 2007, the
second busiest year ever.

Many of those CDOs have
since been downgraded, some
from triple-A to levels that sug-
gest investors will have signifi-
cant losses. Moody’s says some
bonds it rated were backed by
fraudulent loans. It also notes
that it wasn’t alone in being sur-
prised by the depth of the hous-
ing decline. “We were preparing
for a rainstorm and it was a tsu-
nami,” Mr. Clarkson says.

Since becoming Moody’s
president in August, he is spend-
ing up to half of some weeks deal-
ing with regulators. “They want
the same things we do,” he says.
Some options that Moody’s is
considering to improve its pro-
cess—such as adding new labels
to structured-finance ratings to
convey the products’ unique at-
tributes and risks—were earlier
raised by regulators.

Mr. Clarkson says analysts
have kept their “adversarial” ap-
proach, but adds, “One of the
things we have to do going for-
ward is be more skeptical.”

Continued from Page One

Brian Clarkson

Government Unions Gain
From Incentive Mismatch

Why is it when unions win, every-
body else loses? “The Union Agenda”
(Potomac Watch, April 4) sets forth
some consequences of union control
over a newly-elected Congress. Unfortu-
nately, officials at all levels of govern-
ment, local, state and federal, have been
co-opted by the unions for their fund
raising and vote-getting abilities. Un-
like the countervailing forces in the pri-
vate sector, where management and
unions bargain from opposite corners,
unions are an important constituency
when it comes to our representatives.
This leaves taxpayers defenseless in
combating the unions’ goal of self-per-
petuation and an agenda dedicated to
more of everything but results: bene-
fits, wages, security and dues-paying
members.

The people (of “We the People”)
would be better served by eliminating
all unions whose wages and benefits are
paid for by taxes, and demand our repre-
sentatives serve an agenda committed
to serving taxpayers. The alternative is
for public-sector unions to continue to
demand more and provide less at tax-
payer expense.

Paul B. Junius

Milwaukee

Raymond
McDaniel

‘Whatisnotaffordabletohome-

owners today will not be afford-

able to them when the foreclo-

sure tsunami subsides, so let the

free market determine who is

able to afford a house and who

should rent.’
— Reader Richard Terando on

the cost of housing.

Q: Will Yahoo end up doing a
deal with Microsoft?

FROM PAGE ONE

Capital Gains Taxes Offer
Choice of Delayed Payment

Your article on increasing revenues
from capital gains tax rate reductions
never fully explains this phenomenon
(“Hoover’s Heirs,” Review & Outlook,
April 3). What is not generally appreci-
ated is that unlike most taxes, capital
gains tax is voluntary. You generally do
not have to sell the appreciated asset
and incur the tax. In fact when sophisti-
cated investors require funds, there are
many ways to untap the value of the as-
set without incurring tax. A tax-free ex-
change or borrowing against the value
of the asset are only a couple of ways.
Economics 101 tells us that when you in-
crease the cost of something there is
generally less of it. So it is with selling
appreciated assets.

Isaac Assael, CPA

New York
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This Revolution Wasn’t
As Heroic as the Legend

John Fund’s column (“Wisconsin’s
Judicial Revolution,” April 5) is so off
base it’s hard to decide where to start.
About the only thing Mr. Fund got right
is that Judge Michael Gableman won
last week’s election for the Wisconsin
Supreme Court over incumbent Justice
Louis Butler.

Mr. Fund downplays the vicious-
ness of the ads attacking incumbent
Justice Butler, most of which were
paid for by the state’s largest busi-
ness group, Wisconsin Manufactur-
ers & Commerce (WMC). WMC’s ads
successfully blurred the lines be-
tween Justice Butler’s previous role
as a public defender and his current
role on the supreme court, confusing
voters and playing a determining fac-
tor in the race.

Even conservative estimates show
outside interests spending many
times more than the candidates. With
nothing to hold them back, groups
like WMC are free to make whatever
wild claims they wish, some so di-
vorced from reality that TV stations
refuse to air them.

Efforts to reform the state’s sys-
tem of electing justices are being dis-
cussed, and rightly so. But in his col-
umn Mr. Fund cherry picks one of
three such efforts (merit selection) in
an attempt to trash them all. The
other two efforts however—one al-
lowing public financing of state su-
preme court races and the other to
force outside interests such as WMC
to disclose their sources of funds—
are supported by many, and deserving
of serious consideration by the legis-
lature, governor and voters.

If nothing else, Mr. Fund’s warning
of future “messy” supreme court elec-
tions designed to “bounce” justices
whose views differ from his own and
those like him should be a warning to us
all and a reason for reform.

Christine Bremer Muggli

President
Wisconsin Association

for Justice
Madison, Wis.

*Pro forma number, assuming Moody’s was a stand-alone company for the entire year. It was 
spun off from Dun & Bradstreet in the second half of 2000.

Sources: the company (net income); Thomson Datastream (share price)
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By Carrick Mollenkamp

LONDON—One of the most
important barometers of the
world’s financial health could be
sending false signals.

In a development that has im-
plications for borrowers every-
where, from Russian oil produc-
ers to homeowners in Detroit,
bankers and traders are express-
ing concerns that the London in-
ter-bank offered rate, known as
Libor, is becoming unreliable.

Libor plays a crucial role in
the global financial system. Cal-
culated every morning in Lon-
don from information supplied
by banks all over the world, it’s a
measure of the average interest
rate at which banks make short-
term loans to one another. Libor
provides a key indicator of their
health, rising when banks are in
trouble. Its influence extends far
beyond banking: The interest
rates on trillions of dollars in cor-
porate debt, home mortgages
and financial contracts reset ac-
cording to Libor.

In recent months, the finan-
cial crisis sparked by subprime-
mortgage problems has jolted
banks and sent Libor sharply
upward. The growing suspi-
cions about Libor’s veracity sug-
gest that banks’ troubles could
be worse than they’re willing to
admit.

The concern: Some banks
don’t want to report the high
rates they’re paying for short-
term loans because they don’t
want to tip off the market that
they’re desperate for cash. The
Libor system depends on banks
to tell the truth about their bor-
rowing rates. Fibbing by banks
could mean that millions of bor-
rowers around the world are pay-
ing artificially low rates on their
loans. That’s good for borrow-
ers, but could be very bad for the
banks and other financial institu-
tions that lend to them.

True Borrowing Costs
No specific evidence has

emerged that banks have pro-
videdfalseinformationaboutbor-
rowingrates,andit’spossiblethat
declines in lending volumes are
making some Libor averages less
reliable. But bankers and other
market participants have quietly
expressed concerns to the British
Bankers’Association,whichover-
sees Libor, about whether banks
are reporting rates that reflect
their true borrowing costs, ac-
cording to a person familiar with
thematterandtogovernmentdoc-
uments. The BBA is now investi-
gating to identify potential prob-
lems, the person says.

Questions about Libor were
raised as far back as November,
at a Bank of England meeting in
which United Kingdom banks,
the firms that process bank

Please turn to page A13
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Merrill Upped Ante as Boom
In Mortgage Bonds Fizzled
Fresh $6 Billion Hit
Is Expected as Toll
Of CDO Push Rises

Philadelphia Is Stage
For Democrats’ Debate

By Suzanne Sataline

Brooklyn native Charlie Pig-
ott says his “connections”
helped him score seats
for the Mets on open-
ing day this year, and in
the field box for Games
4 and 5 of the 2001
World Series. But after
calling a dozen people—
politicians, clergy and
a source at City
Hall—he says he can’t
get his mother into the
bleachers for New
York’s hottest event.

“I mean a lot of peo-
plewanttoseethepope,”
the organic-food vendor says. “I
don’t care what it costs….To a real
Catholic, it’s the closest thing to
God you’re going to get.”

Pope Benedict XVI arrived
Tuesday on his first papal visit
to the U.S., a nation of 64 million

Roman Catholics. Church offi-
cials had just 103,000 free tick-
ets to dole out for the pope’s
two stadium Masses this week—
one in Washington Thursday
and the other at Yankee Sta-
dium Sunday in New York. In
both venues, about a third of the
tickets went to local parishes,
while thousands were allotted
to many of the nation’s 195 dio-
ceses. Some parishes got as few
as three each. Demand for a
pope sighting is so high, Catho-
lic University of America in
Washington distributed 8,000
passes for nothing more than
sidewalk access when the pon-
tiff visits the Basilica of the Na-
tional Shrine of the Immaculate

Conception. (Please
see related article on
page A3.)

There has been a
scramble for stadium
tickets. More than
200,000 callers from
Arkansas to Alaska be-
seeched the Washing-
ton Diocese, spokes-
woman Susan Gibbs
says. About 10,000 are
lingering on a waiting
list. The New York Arch-
diocese says it turned

down large requests for extra
tickets from certain bishops it
won’t name, including one who
sought 10,000 seats in Yankee
Stadium, says spokesman Jo-
seph Zwilling.

Catholics aspiring to attend
a papal Mass are offering to
cook, trade, donate or pay.
Ticket seekers have offered
swaps for box seats to Washing-
ton Nationals baseball games

Please turn to page A15

By John D. McKinnon

And Stephen Power

WASHINGTON—In a signifi-
cant shift on global warming,
President Bush will propose
stopping growth in U.S. green-
house-gas emissions by 2025
and signal that he is open to law-
makers reining in pollution
from power companies.

The stance, set to be un-
veiled Wednesday at a White
House speech, indicates Mr.
Bush’s willingness to grapple
with the growing legislative de-
bate over global warming. It
marks an acknowledgment by
the Bush administration that
the U.S. likely will adopt some
sort of broad new legal system
to curb greenhouse-gas emis-
sions in coming years. Mr. Bush
has opposed comprehensive leg-

islation to curb emissions.
But like an increasing num-

ber of utilities and manufactur-
ers, he is aiming to join the dis-
cussions in hopes of shaping the
debate and creating a system
that won’t be too costly to indus-
try or consumers.

Mr. Bush faces the challenge

of attracting sympathetic Repub-
licans to support concrete pro-
posals in the waning days of his
administration. The White
House is under pressure from a
growing number of big busi-
nesses to take more action this
year to spare them from the pros-
pect of still-tougher regulation.

All three major presidential
candidates, including Republi-
can Sen. John McCain, have sup-
ported efforts to curb emissions
that are more onerous than
some industries would like. The
Bush administration contends
that one proposal, soon to be de-
bated in the Senate, that seeks
to halt emissions growth by
2012 is too costly.

Mr. Bush’s goals will likely
face criticism from Democrats
and environmental groups be-
cause they are less ambitious
than other targets before U.S.
lawmakers. They also will face
hostility from conservatives
who worry that showing flexi-
bility now will mean giving up
too much ground.

Environmentalists and other
groups already have gained
ground without comprehensive
emissions legislation. They have
successfully pushed lawsuits
and regulatory actions that
would use the Clean Air Act, En-
dangered Species Act and Na-
tional Environmental Policy Act

Please turn to page A16
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Stumbling Herd
The mortgage mess has posed
a tough challenge for Merrill;
share performance since July

John Thain, CEO since December

Democratic presidential can-
didates Hillary Clinton and
Barack Obama square off in
a Philadelphia debate ahead
of Pennsylvania’s primary.

Housing starts are expected
to have lost more ground in
March, with declines in the
South and West offsetting a
rebound in the Northeast.

Consumer Prices Seen
Higher Last Month
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TODAY’S AGENDA

LIBOR FOG

Bankers
Cast Doubt
On Key Rate
Amid Crisis

Bush to Call for Greenhouse-Gas Curbs
Pressured for Years,
President Warms
ToBroadRegulation

DJIA 12362.47 s 60.41 0.5% NASDAQ 2286.04 s 0.4% NIKKEI 12990.58 s 0.6% DJ STOXX 50 3089.46 s 0.5% 10-YR TREAS t 17/32, yield 3.570% OIL $113.79 s $2.03 GOLD $928.70 s $3.30 EURO $1.5788 YEN 101.62

Economists pre-
dict increases in
both the March
overall consumer-
price index and the
core index, strip-
ping out food and
energy, though a slower econ-
omy is likely eventually to cool
inflationary pressures. Labor
Department, 8:30 a.m. EDT.

Airline Mergers

Don’t Fly Too Well
PERSONAL JOURNAL D1

U.S. Banks Add to London’s Gloom;

How Debt Is Clouding Heathrow
NEW COLUMN: LETTER FROM THE CITY C2

Carbon Culprits
Top emitters of carbon dioxide,
in billions of metric tons

Note: For emissions from fossil fuels
Source: Energy Information Administration

1980 ’85 ’90 ’95 2000 ’05
0

1.5

3.0

4.5

6.0 U.S.

China

Russia

Japan

India

Bl
oo

m
be

rg
N

ew
s/

La
nd

ov

By Susan Pulliam,

Serena Ng

And Randall Smith

Some 10 months after the
mortgage hurricane made land-
fall, Merrill Lynch & Co. is still
trying to dig out.

On Thursday Merrill will re-
port $6 billion to $8 billion in
new write-downs, according to a
person familiar with the matter.
The latest would bring its total
since October to more than $30
billion and mean that Merrill re-
ports a third straight quarterly
net loss, the longest losing
streak in its 94-year history.

Now the firm is readying a
cost-saving plan that includes
job cuts of 10% to 15% in some ar-
eas where business is off, such as
bond finance, people familiar
with the firm say.

While Merrill is far from
alone in suffering, a look at how
it got in so deep and its flawed ef-
forts to recover sheds light on
why the credit squeeze is prov-
ing so deep and persistent. Mer-
rill aggressively continued to cre-
ate new mortgage securities af-
ter doing so became riskier.
Among those keenly interested

in knowing what went wrong is
the Securities and Exchange
Commission, which is examining
whether Merrill and other firms
should have told investors
sooner about the stumbling
mortgage business last year.

When housing boomed ear-
lier this decade, Merrill profited
by turning mortgage-backed
bonds into complex securities.
Initially, it was well protected
from credit risk in this under-
writing. The protection frayed at
the start of 2006. But Merrill
kept playing the game.

By early 2007, as cracks in
the housing and mortgage mar-
kets widened, Merrill again
missed a chance to scale back.
In fact, it revved up its produc-
tion of complex debt securities—

despite a shortage of buyers
for them—in what turned out
to be a misguided effort to
limit its losses.

Its torrid underwriting
loaded Merrill with exposure to
mortgage securities, whose top
credit rating provided scant pro-
tection when investors fled.
Then Merrill made another fate-
ful move: trying to hedge some
of its massive mortgage risk
through bond insurers whose
strength was questionable.

Merrill, asked to respond to
this account of its troubles, de-
clined to offer a statement.

Merrill has made progress in
getting its house in order. It has
reduced its exposure to certain

Please turn to page A14
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I ntel posted a 12% drop in
profit, hurt by asset-im-

pairment charges, but the com-
pany indicated that healthy de-
mand for its microprocessors
is offsetting recent problems
in memory chips. A revenue
forecast came in slightly above
Wall Street estimates, and the
chip maker’s shares rose about
7% in after-hours trading. B5

n WaMu is revising an incen-
tive-pay plan for executives
amid shareholder pressure and
said a director who headed the
finance committee resigned. C1
n Offshore hedge funds are
lobbying the Bush administra-
tion to ensure they won’t pay
U.S. taxes on profits from buy-
ing distressed mortgages. A3

n J&J’s profit climbed 40%,
boosted by allergy drug
Zyrtec. The consumer unit
posted strong sales growth. B3

n United and American could
do deals that would eclipse
the proposed Delta-North-
west merger. Shares of Delta
and Northwest fell. B1, B4
n Regulators plan to con-
tinue taking a tougher stand
on airline safety, the trans-
portation secretary said. A3

n The Dow industrials rose
60.41 points to 12362.47, the
biggest gain in two weeks.
Crude gained $2.03 to a record
close of $113.79 a barrel. C1, C6
n Venezuela passed a new
oil windfall tax on foreign
companies that is expected
to net the government more
than $9 billion a year. A8

n The British government
may ask the Bank of England
to relax the terms of loans it
makes to banks, moving to a
role of greater activism. C2
n Britain reported consumer-
price inflation that was
weaker than expected, raising
expectations of a rate cut. A11

n U.S. producer prices rose
a seasonally adjusted 1.1%
last month, reflecting soar-
ing food and energy costs. A2

n AstraZeneca settled a suit
against Ranbaxy in a pact
that keeps generic Nexium off
the U.S. market until 2014. B3

n Two studies suggest Merck
violated publishing ethics
and minimized the impact of
patient deaths in its analyses
of some Vioxx trials. B4

n Fannie Mae and Freddie
Mac have made improvements
but remain a “significant
supervisory concern,” their
regulator said in a report. A2

n EBay’s efforts to lure con-
sumers back to its auction site
are yielding mixed results. EBay
posts earnings Wednesday. B1

n Blockbuster’s new CEO re-
ceived starkly lower compen-
sation than his predecessor,
a sign of Icahn’s influence. B7

n Tesco posted a 12% jump in
annual net. The British
supermarket chain said it will
continue its U.S. expansion. B9

n BP confirmed that a Chi-
nese government fund accu-
mulated a 1% stake in the firm,
valued at about $2 billion. C2

n Microsoft is increasing the
amount it lends to small-busi-
ness customers, potentially
exposing it to more defaults. B7

i i i

World-Wide

n The president is changing
course on global warming.
Bush will propose stopping
growth in U.S. greenhouse-gas
emissions by 2025 and signal
he is open to legislative action
to curb power-plant pollution.
The president still faces the
challenge of attracting
support from Republicans
and will likely face criticism
from environmentalists and
Democrats who feel the goals
aren’t ambitious enough. A1

The plan appears aimed at
speeding up talks to replace the
Kyoto treaty and convincing
China and India to enact curbs.

n Pope Benedict said he was
“deeply ashamed” of clergy
sex-abuse scandals and vowed
to keep pedophiles out of the
priesthood. The pontiff arrived
for his first visit to the U.S. A3

n McCain proposed extending
Bush’s tax cuts and over $200
billion in new tax breaks, includ-
ing a lower corporate rate and
a summer gas-tax holiday. A5
n Obama stressed his humble
upbringing in a bid to avoid be-
ing painted by Clinton and Re-
publicans as an elite liberal. A4

n Pelosi is clashing with the
Senate over a plan to add
$2.5 billion in tax breaks to a
farm bill, calling instead for
more food aid to the poor. A3

n A chemical used in plastic
baby bottles and hundreds of
other products was linked to
potential long-term risks of
breast and prostate cancer. A2

n Car bombings and a suicide
attack struck Baghdad and
former insurgent strongholds
north and west of the Iraqi cap-
ital, killing nearly 60 people. A8

n The Olympic torch is likely
to face huge crowds of pro-
testers when it arrives Thurs-
day in India, home to thou-
sands of Tibetan exiles. A10

n Berlusconi’s victory in Ita-
ly’s elections swept from the
stage an array of tiny parties,
likely enabling his alliance to
rule with decisiveness. A6

n Putin will take command
of Russia’s dominant party,
locking in a huge political base
to secure his authority in his
new job as prime minister. A6

n An Egyptian military court
sentenced 25 key members of
the Muslim Brotherhood to
up to 10 years in prison. A8

n An Israeli aircraft fired a
missile at a motorcycle in
northern Gaza, killing an Is-
lamic Jihad commander.
n Former President Carter
embraced a Hamas official at
a West Bank meeting and laid
a wreath at Arafat’s grave.

n Zimbabwe’s opposition call
for a strike to demand the re-
lease of election results fizzled as
those with jobs went to work. A8

n A Unesco farming report
called for agriculture that is
less dependent on fossil fuel
and favors local resources. A8

n A Congolese jet crashed
on takeoff, killing at least 21
people on the ground. Most
of the 80 aboard survived. A8

n A volcano in Colombia
erupted in a shower of hot
ash, prompting thousands of
people to leave their homes.
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Eye on the Bull
Merrill Lynch is expected to report its third straight quarterly net
loss on Thursday.
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risky mortgage securities to $7.5
billion from $40.9 billion in
June, mostly by writing down
their value or paying another
party to take on their credit risk.

New chief executive John
Thain has said that, having re-
cently raised $12.8 billion in
fresh capital, Merrill won’t need
to seek more in the foreseeable
future. Mr. Thain has increased
the importance of weekly risk-
management meetings by requir-
ing the heads of trading busi-
nesses to attend and by having
the top risk managers report di-
rectly to him. Since taking over
in December, he also has reduced
executives’ incentive to swing
for the fences by tying more of
their pay to the firm’s overall re-
sults and less to how businesses
do individually.

Yet as of year end,
Merrill still appeared
to be taking large risks.
Its “leverage ra-
tio”—how many times
assets exceed equity—
stood at 31.9 to 1,
higher than most other
Wall Street firms.
Heavy borrowing like
this magnifies both
profits and losses.

The first tremor
that rattled Merrill’s
profitable business of underwrit-
ing mortgage securities came at
the end of 2005. As it repackaged
mortgage bonds into securities
called collateralized debt obliga-
tions, or CDOs, Merrill had a key
partner in insurer American In-
ternational Group Inc. An AIG
unit bore the default risk of the
CDOs’ largest and highest-rated
chunk, known as the “super-se-
nior” tranche, normally sold to
big investors such as foreign
banks.

But AIG was keeping a close
eye on the housing boom be-
cause it had another unit that
made subprime loans, those to
home buyers with weak credit.
AIG did a review of the market.
Concerned that home-lending
standards were getting too lax,
AIG at the end of 2005 stopped in-
suring mortgage securities.

Merrill was used to having to
keep lots of mortgage bonds and
pieces of CDOs on its books tem-
porarily before selling them. But
without a firm like AIG provid-
ing credit insurance, Merrill had
to bear the risk of default itself.

Instead of scaling back its un-
derwriting of CDOs, however,
Merrill put the business in over-
drive. It began holding on its
own books large chunks of the
highest-rated parts of CDOs
whose risk it couldn’t offload.

Tops in CDOs
Merrill was able to hang onto

the top spot in Wall Street’s CDO-
underwriting ranks. It generated
$44 billion in CDOs in 2006—tri-
ple its 2004 output. Although
not able to sell some of the CDOs,
it collected about $700 million
for underwriting and trading
these and other structured prod-
ucts. And its top ranking was con-
sidered in the calculation of exec-
utives’ bonuses.

Risk controls at the firm,
then run by CEO Stan O’Neal,
were beginning to loosen. A se-

nior risk manager, John
Breit, was ignored
when he objected to cer-
tain risks taken in un-
derwriting Canadian
deals, according to peo-
ple familiar with the
matter. Mr. Breit, then
head of market-risk
management, told col-
leagues he had never
been overruled like that
before, say former Mer-
rill executives.

Merrill lowered the status of
Mr. Breit’s job in its hierarchy.
Mr. Breit sent a letter of resigna-
tion to Merrill’s chief financial of-
ficer saying the job was too im-
portant to be diluted that much,
says someone familiar with the
matter. He was given a different
job outside of the risk-manage-
ment group and stayed at Mer-
rill.

Some managers seen as im-
pediments to the mortgage-se-
curities strategy were pushed
out. An example, some former
Merrill executives say, is Jeffrey
Kronthal, who had imposed in-
formal limits on the amount of
CDO exposure the firm could
keep on its books ($3 billion to
$4 billion) and on its risk of pos-
sible CDO losses (about $75 mil-
lion a day). Merrill dismissed
him and two other bond man-
agers in mid-2006, a time when
housing was still strong but was
peaking.

To oversee the job of taking
CDOs onto Merrill’s own books,
the firm tapped Ranodeb Roy, a
senior trader but one without
much experience in mortgage se-

curities. CDO holdings on Mer-
rill’s books were soon piling up
at a rate of $5 billion to $6 billion
per quarter. This led to an inside
joke at Merrill. Mr. Roy is known
as Ronnie. Some employees took
to saying that if they couldn’t
find a specialized bond insurer,
known as a “monoline,” to take
Merrill’s risk on the deal, they
could resort to a “Ronoline.”

Mr. Roy, whom Merrill asked
to leave five months ago, says he
was simply following orders in
loading the books with mort-
gage securities and that he ob-

jected to the practice. He is now
at Morgan Stanley.

In August 2006, one Merrill
trader fought back when man-
agers pushed to have the firm re-
tain$975 million of a new $1.5 bil-
lionCDOnamedOctans.Inameet-
ing in the office of a risk manager,
the trader argued against keep-
ing the securities on the books.

The result was a heated

phone conversation with Mer-
rill’s CDO co-chief, Harin De
Silva, who was out of the office.
Mr. De Silva urged the trader to
accept the securities, while the
trader said he didn’t know
enough about the CDO to feel
comfortable doing that, say peo-
ple familiar with the meeting.
Mr. De Silva reasoned that Mer-
rill would bear less risk by taking
on the super-senior tranche be-
cause it had already found inves-
tors to take on the riskier slices.
The alternative was to let the
deal fall apart, which would
leave Merrill holding the risk of
all the securities that would
have backed the CDO.

In the end, Mr. Roy’s group
took the $975 million of securi-
ties on the firm’s books. That
meant Merrill could complete
the underwriting of the Octans
CDO, a step that helped the firm
hold its top rank in CDO under-
writing and led to an estimated
$15 million in fee revenue for the
deal, according to people close
to the situation. It’s unclear
whether Merrill took losses on
the deal. The firm later paid Mor-
gan Stanley to take on the credit
risk of the securities through a
swap transaction.

Leaky Bubble
Pressures rose in early 2007

as the housing bubble lost air.
Merrill set out to reduce its expo-
sure, in an effort referred to in-
nocuously as “de-risking.”

It could have sold off billions
of dollars’ worth of mortgage-
backed bonds that it had stock-
piled with the intention of pack-
aging them into more CDOs. But
with the market for such bonds
slipping, Merrill would have had
to record losses of $1.5 billion to
$3 billion on the bonds, says a
person familiar with the matter.

Instead, Merrill tried a differ-
ent strategy: quickly turn the
bonds into more CDOs.

Doing so was no longer a prof-
itable enterprise. Demand was
weakening for the lower-rated
CDO slices, normally sold to risk-
tolerant investors such as hedge

funds. Often, Merrill could move
these only at discounted prices
that all but eliminated its profit.

Still, executives believed that
so long as all they retained on
their books were super-senior
tranches, they would be shielded
from falls in the prices of mort-
gage securities. And they
wouldn’t have to sell off their
mortgage bonds at a loss.

In the first seven months of
2007, Merrill created more than
$30 billion in mortgage CDOs, ac-
cording to Dealogic, keeping
Merrill No. 1 in Wall Street under-
writing for this type of security.

By June, the market for mort-
gage securities was weakening
faster. Two Bear Stearns Cos.
hedge funds that invested in
them were being forced by credi-
tors—which included Mer-
rill—to sell securities. That set
prices tumbling across the
credit markets. One Merrill
trader recalls Dale Lattanzio,
then co-manager of Merrill’s
bond business, hustling around
the firm’s football-field-sized
trading floor ordering his trad-
ers to “sell everything—we’re
too long.”

‘Mitigation Strategy’
As the CDO business slid, Mer-

rill’s top managers embarked on
a new plan, referred to as the
“mitigation strategy.” The aim
was to find ways to hedge expo-
sure through deals with bond in-
surers. This would reduce the
size of write-downs Merrill
would otherwise have to take.

Through August, Merrill in-
sured $3.1 billion of CDOs
against losses in a se-
ries of transactions
with bond insurer XL
Capital Assurance Inc.

In August, Merrill
proposed that XL insure
about $20 billion more
of its CDO exposure, ac-
cording to papers XL
filed in court after their
relationship deterio-
rated. “Pick your size.
It’s a very nice deal for
XL and a big help for
ML,” a Merrill salesman
told an XL employee, according
to the papers XL filed in federal
court in New York. XL declined
the additional business.

Merrill turned to another
bond insurer, MBIA Inc. MBIA
agreed to insure around $5 bil-
lion of the securities. But it
wouldn’t cover interest pay-
ments; it would only cover princi-
pal payments when they come
due in more than 40 years.

Continuing to scramble, Mer-
rillgotatinyinsurercalledACAFi-
nancial Guaranty Corp. to insure
about $6.7 billion of its CDOs. The
problem was that ACAwas poorly
capitalized. It was insuring more
than $60 billion of debt securi-
ties—a third of which were mort-
gage-related—yet had only about

$400 million of capital and few
other resources to cover claims.

Some other firms, including
Lehman Brothers Holdings Inc.,
had already set aside reserves
against their hedges with ACA,
concerned that ACA would be un-
able to cover losses on the bonds
it insured. Lehman wrote down
its exposure to ACA during the
first half of 2007.

Net Loss
Merrill’s deals with the insur-

ers helped it to show a reduc-
tion of about $11 billion in its
CDO exposure in last year’s
third quarter. Coupled with CDO-
related write-downs of $6.9 bil-
lion in the quarter, this brought
Merrill’s CDO exposure down to
$15.8 billion, from $33.9 billion
in June. The bond-insurer deals
thus helped reduce Merrill’s
third-quarter net loss, although
it was a still-hefty $2.3 billion.

Even so, the numbers were
worse than Merrill had previ-
ously indicated. In a late-Octo-
ber conference call with inves-
tors, Mr. O’Neal said that “we got
it wrong by being overexposed
to subprime” and that “both our
assessment of the potential risk
and mitigation strategies were
inadequate.” Within days, he re-
signed as CEO.

In December, Standard &
Poor’s cut its financial-strength
rating of ACA to junk level. That
forced Merrill to write down its
CDO hedge with ACA by $1.9 bil-
lion in the fourth quarter, leaving
questions about why it had
turned to such a thinly capital-
ized partner.

XL Capital’s agree-
ment to insure Merrill
CDOs is embroiled in lit-
igation. XL sought to
walk away from the
deal, contending Mer-
rill had violated the
terms. Merrill sued last
month to force XL to
honor the agreement.

In a countersuit, XL
said the purpose of the
bond-insurance deal
was simply to enable
Merrill to report that its

CDO exposure was lower. “Merrill
Lynch undertook a rushed cam-
paign to find parties willing to
hedge orprovide protection onits
remaining CDO positions,” the
suit said. A spokesman for Merrill
says XL “makes assumptions that
are, very simply, wrong.”

Merrill’s new CEO, Mr. Thain,
is seeking to regain investors’
trust by upgrading the firm’s
risk controls. In one move, the
firm in December rehired Mr.
Kronthal, the risk-conscious
bond executive Merrill had let go
in 2006 when it was determined
to increase its bet on CDOs. His
new job: to help Merrill clean up
its CDO mess.
 —Kate Kelly contributed to this

article.

Continued from Page One

Jeffrey Kronthal

Pentagon to Buy 12 Lockheed F-35sXTO Energy Inc.

Linn Energy Agrees
To Sell Certain Assets
XTO Energy Inc. agreed to pay
$600 million for Linn Energy
LLC’s interests in oil and gas
properties in the Appalachian Ba-
sin, including its Marcellus Shale
acreage, in Pennsylvania and
West Virginia. Houston-based
Linn said it would use the pro-
ceeds to reduce debt under its
credit facility. The deal closing is
planned for July 1. The acquisi-
tion would add 25 million net cu-
bic feet of natural-gas equivalent
a day to the production base of
XTO, of Fort Worth, Texas.

Merrill Upped the Ante as Boom in Mortgage Bonds Fizzled

FROM PAGE ONE

The Defense Department
is buying more of Lockheed
Martin Corp.’s F-35 Light-
ning II fighters as part of the
plane’s early production.

The Pentagon decided last
week to fund six Air Force jets
and six for the Marine Corps,
according to a Defense De-
partment spokesperson. The
purchase of the Marine Corps
planes, which can land verti-
cally and take off in short dis-
tances, is contingent on the
aircraft’s first flight this sum-
mer and a review by senior
Pentagon officials.

The U.S. wants to buy
more than 2,400 of the F-35
Joint Strike Fighters for the
Air Force, Navy and Marine
Corps for about $299 billion
through 2034. The new
planes will cost on average
about $69 million and replace
many different aircraft in the
U.S. arsenal.

According to a person fa-
miliar with the program, the
work on the six Air Force
planes is worth about $1.3 bil-
lion, while the six Marine
Corps planes are worth about
$1.11 billion.

Ranodeb
‘Ronnie’ Roy

Mortgage Scars
v More Losses: Merrill Lynch &
Co. is expected to report
another quarterly loss Thursday
and billions of dollars in new
mortgage-related write-downs.

v In Deep: The losses reflect
the way Merrill amassed a large
mortgage exposure by
continuing to create CDOs even
as demand for them was
slowing.

v Turnaround: Under new
leadership, Merrill is putting
new emphasis on risk
management.

Livonia, Michigan

Modern, 367,000 sq. ft., state-of-the-art freezer
and cooler facility on 30 acres

• one 347,000 sq. ft. warehouse and one 20,000 sq. ft. truck maintenance
and transfer facility

• 77,000 sq. ft. of freezer space (0° and -20° sections)

• 111,000 sq. ft. of cooler space (34° and 55° sections)

• 118,000 sq. ft. of shipping and receiving space (34°)

• cross-deck design; seventy-eight 8’ x 9’ docks with levelers

• 24,887 sq. ft. of modern office space

• Provides convenient access to interstates 94, 96, and 275, downtown
Detroit and Detroit Metropolitan Wayne county airport
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n McCain eyes Medicare and Medicaid cuts to keep his health

plan ‘budget neutral’ ..................................................... A4

n Gov. Palin galvanizes outside groups to boost spending on

election ......................................................................... A5

n GOP seeks audit of Obama campaign donations ................ A6
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Italy
UniCredit’s
board met to 
shore up its 
financial
position

U.K.
Nationalized 
mortgage lender
Bradford &
Bingley;
increased deposit 
guarantee

Ireland
Guaranteed 
deposits and 
debts of six
major financial 
institutions 

Iceland
Pumped $827
million into
Glitnir Bank last
week, and might 
need to prop up 
others

Belgium/
Netherlands/
Luxembourg
Arranged breakup 
and takeover of 
Fortis banking and 
insurance units 

Germany
Guaranteed all
consumer bank
deposits,
arranged bailout 
of Hypo Real
Estate

U.K

Iceland

Ireland
Belgium
Luxembourg

Italy

Germany

Netherlands

German Chancellor Merkel and other leaders are fighting a crisis on many fronts
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TheTwoFacesof Lehman’sFall
Private Talks of Raising Capital Belied Firm’s Public Optimism

Monday, Oct. 6

n The House Oversight and
Government Reform Commit-
tee will hold a hearing on
the collapse of Lehman
Brothers.

Tuesday, Oct. 7

n Sens. John McCain and
Barack Obama will meet at
Belmont University in Nash-
ville for their second debate
at 9 p.m., EDT.

n Earnings season gets un-
der way with reports from
Alcoa, Safeway and Yum
Brands.

Wednesday, Oct. 8

n Retailers will post Septem-
ber same-store sales figures
amid predictions for a bleak
holiday season.

n The National Association
of Realtors will issue its Au-
gust index of pending home
sales, which are expected to
be down.

n Costco Wholesale and
Monsanto report earnings.

Thursday, Oct. 9

n Weekly jobless claims con-
tinue to stay in the spotlight
after hitting a seven-year
high last week.

Friday, Oct. 10

n General Electric, which
last week turned to Warren
Buffett for an injection, is ex-
pected to report earnings.

n The August trade deficit is
expected to have narrowed
slightly from July as oil
prices began to ease.

By Stephanie Simon

SIERRA BLANCA, Texas—In a
swampy corner of his desolate
ranch, Bill Addington proudly
flouts the law.

The Department of Homeland
Security has demanded that he
tear down a rickety foot-
bridge from his land
across the Rio Grande
into Mexico. Since the
Sept. 11 terrorist at-
tacks, authorities have
shut down nearly a
dozen of these informal
rivercrossingsalongthe
Texas border. This is the
lasttheyknowtobeoper-
ating. They want it gone.
Mr. Addington refuses.

He crossed that
bridge countless times as a boy,
darting into Mexico to buy candy
or watermelon juice or to flirt
with the girls at church-hall
dances. Mexicans crossed over,
too, every day, to work the cotton

fields for Mr. Addington’s fa-
ther—a U.S. Border Patrol agent.
After a hard season’s labor, they
would all celebrate together with
a night of bilingual poker, fueled
by whiskey and calf-brain stew.

Mr. Addington, who is 52,
clings to those memories. So

when the Department
of Homeland Security
sent his family a letter
this past summer warn-
ing that his bridge
could allow “the illegal
entry of terrorists,
aliens, and/or drug traf-
fickers,” he scoffed.

That’s not his bor-
der. Not the bridge he
knows. And he will not
accept that it could be.

“They say it’s a new
era,…but their vision of the bor-
der is a place of fear and trou-
ble,” he says. “We just don’t see
it that way. This is our home.”

Mud slurped at his boots the
Please turn to page A16
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In the weeks before it col-
lapsed, Lehman Brothers Hold-
ings Inc. went to great lengths to
conceal how fast it was careening
toward the financial precipice.

The ailing securities firm qui-
etly tapped the European Cen-
tral Bank and the Federal Re-

serve as financial lifelines. On
Sept. 10, one day after Lehman
executives calculated the firm
needed at least $3 billion in fresh
capital, the firm assured inves-
tors on a conference call it
needed no new capital at all. Leh-
man said its massive real-estate
portfolio was valued properly,
but Wall Street executives who
have seen it say it was overval-
ued by more than $10 billion. As
hedge-fund clients began yank-
ing their money from Lehman,

the firm assured them it was on
solid financial footing.

On Sept. 11, J.P. Morgan Chase
& Co. effectively ended Lehman’s
campaign to appear strong. In its
capacity as a middleman be-
tween Lehman and its
clients, J.P. Morgan
knew more about Leh-
man’s predicament
than most outsiders,
and it didn’t like what it
saw. J.P. Morgan de-
manded from Lehman
$5 billion in additional
collateral—easy-to-sell
securitiesto cover lend-
ing positions that J.P.
Morgan’s clients had
with Lehman—repeat-
ing an unmet request from a
week earlier, people familiar
with the situation say.

It was a knockout blow. That
$5 billion collateral call, coupled
with a huge outflow of money
from Lehman’s hedge-fund cli-
ents, so weakened the 158-year-

old Wall Street firm that it
sought Chapter 11 bankruptcy
protection four days later.

During the credit crisis, finan-
cial firms have been squeezed be-
tween conflicting pressures: to

tell the public the pain-
ful truth, but also not to
ignite panic. The story
of Lehman’s desperate
effort to survive—
piecedtogetherfrom se-
curities filings, bank-
ruptcy-court docu-
ments and more than
two dozen interviews
with participants in the
drama—reveals for the
first time how far Leh-
man went to save itself.

Thefirm’sbehind-the-scenesma-
neuvering raises questions about
whether it crossed the line into
misleading clients and investors.

To an extraordinary degree,
investment banks depend for
their survival on trust—from

Please turn to page A15

Europe Races to Shore Up
Banks as Crisis Spreads

By David Enrich,

Dan Fitzpatrick

And Damian Paletta

In a sign that the federal gov-
ernment is worried about the vol-
atile battle for Wachovia Corp.,
officials from the Federal Re-
serve were pushing for Citi-
group Inc. and Wells Fargo & Co.
to reach a compromise. The ef-
fort could result in carving up
the Charlotte, N.C., bank be-
tween its two suitors, people fa-
miliar with the situation said.

Under the leading plan being
discussed Sunday night, Citi-
group and Wells Fargo would
divvy up Wachovia’s network of
3,346 branches along geographic
lines, with Citigroup getting
Wachovia’sbranchesintheNorth-
east and mid-Atlantic regions
and Wells Fargo taking those in
the Southeast and California, ac-
cording to people familiar with
the talks. Wells Fargo would also
take over Wachovia’s asset-man-
agement and brokerage units.

Unlike Citigroup’s original
agreement to take over Wacho-
via’s banking assets, in which the
Federal Deposit Insurance Corp.
agreed to shoulder potentially
hundreds of billions of dollars in
toxic loans, the plans being dis-
cussed Sunday night don’t entail
either buyer receiving financial
assistance from the U.S. govern-
ment, according to people
briefed on the talks.

The talks ended late Sunday
night with no resolution, but
were expected to resume Mon-
day morning, according to a per-
son familiar with the matter.

The fact that Citigroup and
Wells Fargo are duking it out for
Wachovia, which was seen as in
perilous condition barely a week
ago, ought to be an encouraging
signfor the shakyU.S.banking in-
dustry. But the second straight
weekend of frantic negotiations
also highlights how vulnerable
theindustry isto panicky custom-
ersand how the governmentis in-
creasingly playing a significant
role in the fate of major financial
institutions.

Even as negotiations to split
up Wachovia were proceeding,
lawyers for Wachovia and Citi-
group were sparring in court
over the validity of an “exclusiv-
ity agreement” Wachovia had
signed when it agreed to sell its
banking business to Citigroup
for $2.1 billion. A New York state
appeals court Sunday night re-
versed a lower-court ruling from
the day before that had extended
the expiration of that agreement
to Friday from Monday.

Citigroup, which contends
Wachovia reneged on the bind-
ing deal, said it would appeal the
decision that reversed the lower
court’s ruling.

But the legal back-and-forth
didn’tappear to derailthe discus-
sions about splitting up Wacho-
via, said people familiar with the
matter. Regulators and bankers
are scrambling to quickly end the
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Business & Finance

Germany issued a blanket
guarantee of all its consumer
bank deposits on Sunday, as a
group of European countries
adopted emergency measures to

shore up the Continent’s finan-
cial system against the widening
international credit crisis.

In the U.S., the Federal Re-
serve has taken aggressive ac-
tionsinrecentweekstotry to alle-
viate the severe pressuresweigh-
ing on damaged short-term fund-
ing markets. New measures from
the central bank are likely in the

days ahead. It is not yet clear ex-
actlywhat steps the Fed will take,
but it could be aimed at commer-
cial-paper markets, which have
been damaged by skittishness
among money-market funds, a
big investor in this asset class.

In tandem with its surprise
moveto protectdeposits,thegov-
ernment of Germany, Europe’s
largest economy, arrangeda bail-
out for Hypo Real Estate Holding
AG, a giant property lender that
cameclose to collapsing afterpri-
vate lenders pulled out of an ear-
lier Œ35 billion ($48.2 billion) aid
plan last week.

Also Sunday, the govern-
ments of Belgium and Luxem-
bourg arranged a deal under
which French lender BNP Paribas

SA will take over the Belgian and
Luxembourg operations of Fortis
NV for roughly Œ15 billion in cash
and stock. The deal for the Dutch-
Belgian-Luxembourg insurance-
and-banking giant came after a
previous rescue plan last week
failedto prevent anexodusofcus-
tomers, and the Netherlands na-
tionalized the Dutch wing of the
company.

In Italy, meanwhile, the
board of banking giant Uni-
Credit announced that it would
launch a Œ3 billion emergency
capital increase. Sunday’s meet-
ing was a surprise; just days ear-
lier, UniCredit’s chief executive
had gone on national television
to say that the bank was solid.

Please turn to page A12
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To Resolve
Wachovia
Deal Dispute
Citi, Wells Fargo
Discuss Carve-Up;
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World-Wide

n Undecided voters are set to
play a key role in November.
A select pool of voters will
have an important voice in the
presidential election: those
who say a month before Elec-
tion Day that they remain un-
decided between McCain and
Obama, or may reluctantly
lean toward one, but not
firmly. Some voters who chose
Bush are unhappy with how
things turned out and don’t
trust another Republican to
handle the economic crisis. A6

Meanwhile, many voters don’t
feel they have received enough
information on the candidates
yet, particularly Obama.

n McCain would pay for his
health plan with cuts to Medi-
care and Medicaid, a move an-
alysts say could result in re-
ductions of over $1 trillion in
10 years to the programs. A4
n McCain’s move to stop cam-
paigning in Michigan and
other travails are fueling wor-
ries among other Republicans
on the ballot that his weakness
could hurt their prospects. A4
n Palin’s nomination as the Re-
publican vice-presidential can-
didate is helping to galvanize
outside groups to spend more
money on the election. A5

n Republican officials aim to
file a complaint with the Fed-
eral Election Commission ask-
ing for an audit of Obama’s
campaign contributions. A6

n Russian troops withdrew
from a checkpoint outside the
Georgian separatist region
South Ossetia, raising hopes
Moscow will complete its
promised pullout this week. A8

n China protested a U.S.
deal to sell Taiwan $6.43 bil-
lion of weapons, summoning
a U.S. official in Beijing. A8

n Iceland’s government and
banks sought to find the cash
needed to rescue the country’s
banking system and economy
hit by the financial crisis. A13

n Rice said U.S. efforts to build
closer ties to Kazakhstan aren’t
meant to undermine Russian
influence in Central Asia. A13

n Police shot at violent mobs
in northeastern India, killing
14 people and raising the death
toll from three days of ethnic
clashes to at least 30. A10

n Egypt sent its foreign min-
ister to Iraq for the first time
since Iraq’s 1990 invasion of
Kuwait. A suicide bomber
killed 11 Iraqis during a U.S.
house raid in Mosul. A14
n Poland ended its military
mission to Iraq on Saturday,
passing off an area south of
Baghdad to U.S. troops. A14

n Turkish warplanes bombed
Kurdish rebel bases in northern
Iraq after 15 soldiers were killed
in an attack Friday in which 23
insurgents also died. A14

n North Korea’s state news
agency reported a public ap-
pearance by Kim Jong Il for the
first time since August. A14

n The Kremlin has struck an
alliance with former foe Ukrai-
nian Prime Minister Tymosh-
enko designed to help her be-
come Ukraine’s president. A14

By Marcus Walker,
Sabrina Cohen,

Dana Cimilluca and
David Gauthier-Villars

By Carrick Mollenkamp,
Susanne Craig,

Jeffrey McCracken and
Jon Hilsenrath

G
et

ty
Im

ag
es

R egulators scrambled to
end the fight over

Wachovia, pushing a
compromise to divide the
bank between Citigroup and
Wells Fargo. A quick
resolution was sought partly
out of concern about further
spooking jittery investors
and bank customers. A1

n Europe worked to shore
up its financial system while
Germany moved to guarantee
bank deposits and planned a
bailout for Hypo Real Estate.
Luxembourg and Belgium
worked on a Fortis rescue. A1

n Bank of America has
agreed to settle claims
brought by state attorneys
general regarding risky loans
originated by Countrywide, a
deal that could be valued at
more than $8.6 billion. A3

n Paulson is expected to tap
key adviser Neel Kashkari to
oversee Treasury’s program
to buy distressed assets from
financial institutions. A3

n Many U.S. retailers are
expected to show big drops
in September sales at stores
open at least a year despite
increased discounting. B1
n Vacancy rates at U.S.
malls and shopping centers
continued their steep rise in
the third quarter. The apart-
ment market remained one
of the most healthy. A3

n U.S. steel consumers find
the commodity is more avail-
able, and prices have fallen 20%
in the past three weeks. B2

n Congress gave a boost to so-
lar, wind and clean-energy
projects in tax legislation, but
coal is also cashing in. C5

n Public pension funds and
other big investors are taking
action, including filing suits,
after suffering loses in securi-
ties-lending programs. C2

n IPOs slowed to a trickle
world-wide in September,
and the outlook for the rest
of the year isn’t upbeat. C5

n A jury verdict is expected
soon in Verizon’s patent case
against the cable provider
Cox Communications. B3

n Samsung’s $5.8 billion bid
for SanDisk could be affected
by a patent ruling involving a
new chip technology. B3

n Turnaround artist Christo-
pher Flowers now must bring
his skills to the aid of his own
struggling private-equity
firm, J.C. Flowers. C1

n Gillette hopes some frugal
shoppers will pay more than
$25 for a pack of razor blades
amid a new ad push. B9

n GM will keep its sole U.S.
compact-car factory running
on overtime for the
remainder of this year. B3

n Dreamworks and Viacom’s
Paramount Pictures agreed on
terms of their separation but
will likely work together over
the next few years. B10

>

we’ve always looked
for new energy. now we
even listen for it.
Using technology we developed called R3M, we
listen to the earth’s responses to electromagnetic
fields, so we can “hear” previously undetectable
energy reserves while drilling fewer wells. It’s just
one more way we’re working to bring on new
energy supplies that could help put downward
pressure on prices and reduce our environmental
footprint. The story continues at exxonmobil.com
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lenders and investors, from
hedge funds and other big cli-
ents, and especially from other
large banks that are their trad-
ing partners. Their businesses
are so complex, their balance
sheets so massive and opaque,
that hardly anyone outside the
tent can know for sure how much
trouble a firm is in. When outsid-
ers sense weakness, they are
quick to bail out.

On Monday, the House Over-
sight and Government Reform
Committee is holding hearings
to examine the regulatory mis-
takes and financial excesses that
led to Lehman’s bankruptcy fil-
ing. Among those testifying will
be Richard Fuld Jr., Lehman’s
chief executive officer.

FBI Inquiry
The Federal Bureau of Investi-

gation has launched a prelimi-
nary inquiry into whether Leh-
man or its executives committed
fraud by misrepresenting the
firm’s condition to investors.
Prosecutors from the U.S. Attor-
ney’s office in New York’s Eastern
District are examining, among
other things, whether Lehman ex-
ecutives misled investors by mak-
ing upbeat comments to inves-
tors and research analysts on
Sept. 10—five days before the
firm filed for bankruptcy protec-
tion, according to people familiar
with the investigation.

Former prosecutors say se-
vere financial pressure can put
executives at investment banks
in a tough spot, given how impor-
tant it is for them to maintain
customer confidence.

“It’s a dance all these execu-
tives do when your company is
built on trust and you can’t show
weakness,” says Peter Henning,
a former lawyer at the Justice De-
partment and the Secu-
rities and Exchange
Commission, who now
teaches at Wayne State
University law school
in Detroit. “But public
statements of strength
were used against” top
executives at Enron
Corp. by criminal prose-
cutors to show they
were misleading inves-
tors, he notes. “You can
look like you are talking
out of both sides of your mouth.”

Lehman’s collapse was a deci-
sive moment in the 13-month-
old credit crisis. The govern-
ment’s decision not to bail out
the firm set off a near panic
among investors and lenders
world-wide, forcing the U.S. to
push through a historic rescue
plan for the financial system.

Over the summer, Mr. Fuld
came under pressure to replen-
ish capital depleted by mounting
real-estate losses. In August, as
investors pushed down Leh-
man’s stock, rumors began swirl-
ing that the firm was in trouble.

Mr. Fuld and his bankers con-
tacted Bank of America Corp.,
MetLife Inc., HSBC Holdings PLC
in the U.K., investors represent-
ing Dubai ruler Sheik Moham-
med bin Rashid Al Maktoum, and
China’s main sovereign-wealth
fund, China Investment Corp.,
people familiar with the matter
say. The effort went nowhere.
Spokespeople for the banks ei-
ther declined to comment or
weren’t available.

Crunch Deepens
As the credit crunch deep-

ened, the Fed had set up a new
lending facility for investment
banks. Although the central bank
doesn’t reveal who borrows from
it, the market generally figures it
out, and there’s a stigma associ-
ated with it. Lehman didn’t do so
over the summer, because it
didn’t want to be seen as needing
Fedmoney,saysonepersonfamil-
iar with the matter.

Lehman went elsewhere, step-
pingupitsborrowingfromtheEu-
ropeanCentralBank.The borrow-
ing,atleastsomeofitbyaLehman
operationinFrankfurt,drewnoat-
tention in the market. By the time
Lehman sought bankruptcy pro-
tection, it owed between Œ8 bil-
lionandŒ9billion.AnECBspokes-
woman declined to comment.

As concerns about Lehman
spread through the market, its
executives began hearing from
clients. None of them wanted to
have money tied up with Leh-
man if it filed for bankruptcy
protection. Christian Lawless, a
senior vice president in Leh-
man’s European mortgage oper-
ation, says he fielded numerous
calls from investors seeking to
pull out assets. “You guys are fi-
nancial professionals,” he re-
calls telling some skittish cli-
ents. “Our balance sheet is bet-
ter than ever.”

In early September, GLG Part-
ners, a large London hedge fund
in which Lehman holds a stake,
grewincreasinglyconcerned.Ina
series of calls, Mr. Fuld and other
Lehman executives assured GLG
managersthatLehmanwouldsur-
vive. But managers at the hedge
fund, which had been trimming
exposure to Lehman for months,
decided to move more assets out
of the firm anyway.

Shortly before Labor Day, Leh-
man’s talks to raise capital from
the Korea Development Bank fell

through. On Sept. 9, after that
news surfaced, Lehman’s stock
plunged 45%—its largest daily
percentage decline ever.

Demanding Collateral
Lehman still had superior rat-

ings on its bonds. J.P. Morgan,
however, was growing con-
cerned. As Lehman’s “clearing
bank,” J.P. Morgan acted as the fi-
nancial middleman between Leh-
man and its clients. Steven
Black, co-CEO of J.P. Morgan’s in-
vestment bank, phoned Mr. Fuld
just after lunch that day. He told
the Lehman chief that in order to
protect itself and its clients, J.P.
Morgan needed $5 billion in addi-
tional collateral—over and
above the $5 billion J.P. Morgan
had demanded five days earlier,
which had yet to be paid.

Mr. Fuld managed to
persuade Mr. Black to
settle for $3 billion
right away, leaving the
prior $5 billion request
unresolved. Mr. Black
dispatched two J.P. Mor-
gan investment bank-
ers to discuss a capital-
raising plan.

Meanwhile, Lehman
executives arranged a
conference call for the
next day to announce

earnings ahead ofschedule and to
disclose plans for a restructur-
ing. That evening, discussions
withoutsidebankersabout possi-
ble capital raising ended without
any formal plan. The bankers
counseled Lehman against hold-
ing the call, warning there were
too many open questions about
the firm’s finances.

That evening, top Lehman ex-
ecutives discussed the need to
raise between $3 billion and $5
billion to shore up capital by
early 2009, according to one per-
son familiar with the meeting.
Documents that discussed this
need were circulated to senior ex-
ecutives, this person says.

Early the next morning, Sept.
10, Lehman hosted the confer-
ence call for investors. The firm
announced that it expected its
largest quarterly loss ever, $3.9
billion, driven largely by de-
clines in real-estate valuations.
Mr. Fuld said the firm intended
to sell a majority stake in its in-
vestment-management division
and would cut its dividend.

Lehman executives didn’t say
anything about needing to raise
capital.

Mike Mayo, a Deutsche Bank
AG bank analyst, asked whether
Lehman would need to raise $4
billion as part of the plan, accord-
ing to a transcript of the call. Leh-
man’s chief financial officer, Ian
Lowitt, replied: “We don’t feel
that we need to raise that extra
amount.” At another point, Mr.
Lowitt said: “Our capital posi-
tion at the moment is strong.”

Messrs. Fuld and Lowitt de-
clined to comment. One Lehman
executive says the firm deter-
mined sometime the prior night
that additional capital wouldn’t
be needed because Lehman
hoped to raise more money by
selling additional assets.

By the following day, Sept. 11,
the price of Lehman’s credit-de-
fault swaps—the cost to protect
against losses on $10 million of
its debt for five years—had
soared to $800,000 a year, from
$219,000 at the end of May. Cli-
ents began calling and emailing
Lehman to get their money out.
Lehman scrambled to comply so
as not to betray weakness.

But J.P. Morgan was worried
about holding lending positions
withLehman ifthe firmcollapsed.
Jane Buyers Russo, head of J.P.
Morgan’s broker-dealer unit,
phoned Lehman’s treasurer, Pa-
olo Tonucci. She told him Lehman
would have to turn over the $5 bil-
lion in collateral that J.P. Morgan
had asked for days earlier.

Fulfilling the request tempo-
rarily froze Lehman’s computer-
ized trading systems. It nearly
left the firm with insufficient
capital to fund its trading and
other operations.

Lehman’s unsecured credi-
tors now say J.P. Morgan helped
to spark a “liquidity crisis.” J.P.
Morgan calls that “unfounded
conjecture.”

Fed officials, who were watch-

ing Lehman closely, saw that
lenders and clients were pulling
back. They were growing more
worried that Lehman wasn’t go-
ing to make it.

On Friday afternoon, Sept.
12, credit-ratings firms warned
they would downgrade Leh-
man’s debt on Monday if it didn’t
raise fresh capital.

Inside Lehman, there was
growing panic. So many custom-
erscalledtowithdrawmoneythat
itcouldn’tproperlyprocessthere-
quests. The firm’s cash-manage-
ment system—which each day is
supposed to sweep up cash from
offices such as London and redis-
tribute it the next day—couldn’t
handle the surge. Lehman’s New
York arm couldn’t properly get
moneytoLondon accounts,which
left Lehman’s main European
arm, based in London, essentially
broke by Monday. Some $5 billion
that was supposed to get to Leh-
man’s London operations or its
counterparties didn’t arrive by
Monday, estimates Pricewater-
houseCoopers LLP, which was
hired to help sort out the mess.

Surviving the Weekend
Fed officials worked at Leh-

man’sheadquarterswithitsexec-
utives to determine which of its
assets weren’t already pledged to
other lenders, and could be used
as collateral for a Fed loan. Offi-
cials were hoping to help the firm
survive into the weekend. Leh-
man borrowed roughly $30 bil-
lionfromthe Fed, onan overnight
basis, paying it back by Saturday,
accordingtoseveralpeoplefamil-
iar with the matter. A Lehman ex-
ecutive says the firm didn’t bor-
row from the Fed at that time.

The New York Fed arranged
emergency discussions, which
began on Friday night as Leh-
man’sboard consultedwith bank-
ers at Lazard Ltd. Lehman hoped
to strike a deal to sell itself to
Bank of America or Barclays PLC.
Nevertheless, its lawyers began
late Friday night to prepare a
Chapter 11 bankruptcy filing, in
the event that it was needed.

The New York Fed summoned
Wall Street executives to try to
work out a solution to Lehman’s
dilemma. Neither Barclays nor
Bank of America was interested
in buying Lehman’s commercial
real-estate operations. The Fed
asked executives from a group of
firms, including Goldman Sachs
Group Inc. and Credit Suisse, to
value Lehman’s massive com-
mercial-real-estate portfolio
and to consider investing sev-
eral billion dollars each to buy it.

The executives grilled Mark
Walsh, then Lehman’s commer-
cial real-estate chief, according to
several people who were there.
They wanted to know why Leh-
man hadn’t more aggressively
“marked down,” or cut in value,
its $32.6 billion commercial-real-
estate holdings, these people say.
Securities firms are required to
“mark to market” their holdings,
meaning to value them on their
books at the level at which they
could sell them right away.

Executives looking at Leh-
man’s books were surprised by
Lehman’s high valuations on real-
estate assets. Two Wall Street ex-
ecutives who reviewed Lehman
real-estate documents say they
believe the firm’s real-estate val-
uations are roughly 35% higher
than they should be.

Some of its European real-es-
tate loans raised particular con-
cern. According to a Lehman doc-
ument reviewed by The Wall
Street Journal, Lehman
“marked” some European securi-
ties backed by real-estate loans
at 97.9% of par value, or nearly
98 cents on the dollar. Lehman
valued similar U.S. assets at 56
cents on the dollar. While the Eu-
ropean market for such securi-
ties has been slightly better than
the U.S. market, it has also been
hammered by the credit crisis.

These valuations are impor-
tant to thousands of Lehman
creditors who are owed tens of
billions of dollars. These credi-
tors may hold that real estate as
collateral, or hope to see it sold,
perhaps to the federal govern-
ment through the recently ap-
proved bailout plan.

Lehman believes its real-es-
tate portfolio is properly valued.

On the Sept. 10 conference call,
Mr. Lowitt, the CFO, said the
firm’s recent sales of real-estate
assets had been “in and around
our marks.”

By Sunday, Sept. 14, Fed offi-
cials believed Lehman had run
out of options. Neither Barclays
nor Bank of America would com-
mit to a deal unless the govern-
ment agreed to finance a transac-
tion that would almost surely
cost the taxpayers money. Trea-
sury Secretary Henry Paulson in-
sisted he wouldn’t do such a
deal, and Fed officials didn’t feel
they had a mandate to do one on
their own. Meanwhile, insurance
giant American International
Group Inc. was teetering.

At a late-afternoon meeting
with Lehman and its lawyers, offi-
cials from the New York Fed and
elsewhere delivered a message:
Lehman must file for bankruptcy.

Working withbankruptcylaw-
yer HarveyMiller,the firmput to-
gether its filing in about five
hours. Shortly after midnight
Sunday, Lehman sought Chapter
11 bankruptcy protection.

Mr. Lawless, the Lehman
mortgage executive, emailed cli-
ents that night. “Words cannot
express the sadness in the fran-
chise that has been destroyed
over the last few weeks, but I
wanted to assure you that we
will reappear in one form or an-
other-stronger than ever.”

The bankruptcy threw into
disarray tens of billions of dol-

lars of cash and securities en-
trusted to Lehman by hundreds
of hedge funds that were custom-
ers of the firm’s prime broker-
age, which loans money and
stock to hedge funds and pro-
cesses their trades. Some of the
world’s best-known hedge
funds, including D.E. Shaw & Co.
and Och-Ziff Capital Manage-
ment., have assets tied up in Leh-
man and its subsidiaries.

“I’ve seen some pretty signif-
icant and difficult situations,
but nothing like this,” says Tony
Lomas, a PricewaterhouseCoo-
pers partner.

That Monday, Lehman’s bro-
ker-dealer arm, which had not it-
self sought bankruptcy protec-
tion, borrowed $45.5 billion from
the Fed’s special lending facility
forinvestment banks. Thecentral
bank wanted to keep the unit go-
ing for at least a few days to try to

preserve order in the markets
while the operation unwound.

That same day, Barclays re-
started talks with Lehman. The
following day, the U.K. bank
agreed to buy the bulk of Leh-
man’s North American business,
for $1.54 billion. To seal the deal,
Barclays agreed to pay off the
$45.5 billion loan that Lehman
had gotten from the Fed, and to
take from the Fed the collateral
that backed the loan. The Fed
didn’t lose any money on the deal.

Back at Lehman, Mr. Fuld in-
formed employees about the deal
in a note. “I know that this has
been very painful on all of you,
both personally and financially,”
he said. “For this, I feel horrible.”
 —Ianthe Jeanne Dugan, Joellen
Perry, Cassell Bryan-Low, Amir

Efrati, Lingling Wei and Alex
Frangos contributed to this

article.

Continued from Page One

Two Faces of Lehman: Private Talks, Public Optimism

Ian Lowitt

FROM PAGE ONE

Source: WSJ research; transcript of
conference call

Private details
Inside Lehman, executives were 
discussing whether the firm had
enough capital.

Public statements
In a conference call for investors,
Lehman executives were more
reassuring.

J.P. Morgan, acting as a financial 
middleman, demands an 
additional $5 billion to back up 
Lehman transactions with trading
partners.

Lehman executives arrange a 
restructuring plan to be 
announced in a conference call
the next day.

In discussions that night, Lehman 
executives say the firm will soon 
need fresh capital. The amount is 
estimated at $3 billion to $5 billion

Investment bankers counsel 
Lehman not to hold the 
conference call, warning about
too many open questions about
the firm’s finances.

Sept. 9

Lehman CEO Richard Fuld says 
the planned restructuring ‘will 
create a very clean, liquid
balance sheet.’

Mr. Fuld tells investors, ‘We are 
on the right track to put these 
last two quarters behind us.’

Lehman CFO Ian Lowitt says,
‘We have maintained our strong
liquidity and capital profiles.’

When an analyst asks whether
Lehman will need to raise $4
billion more in capital, Mr.
Lowitt says, ‘We don't feel that 
we need to raise that extra 
amount.’

Sept. 10

Shifting Sands
During the credit crisis, Lehman executives faced conflicting pressures: 
to tell the public the painful truth, but also not to ignite panic.
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Lehman Brothers’ share
price in September before
declaring bankruptcy

Lehman Brothers World Headquarters in New York. Lehman Brothers, burdened by soured real-estate holdings,
filed a Chapter 11 bankruptcy petition in U.S. Bankruptcy Court on Sept. 15.
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By Laura Meckler

And Jonathan Weisman

Sen. Barack Obama enters
Election Day with a solid, though
narrowing, lead over Sen. John
McCain as both men sprint to the
finish line of their long presiden-
tial race.

A new Wall Street Jour-
nal/NBC News poll finds the Dem-
ocrat with an eight-percentage-
point advantage, down from the
10-point edge he held last week.
The Republican was still hoping
he could gain further traction in
the campaign’s closing hours
with now-familiar charges that
Sen. Obama is too liberal and not
ready for the job.

Sen. Obama’s lead, reflected
in other national and battle-
ground state polls as well, has
been in place since September,
when the financial crisis reset
the presidential contest. Sen.
McCain’s advisers were gunning
for a come-from-behind victory,
noting that he did it before to cap-

ture the Republican nomination.
The new Wall Street Journal

poll, conducted Saturday and Sun-
day, found 51% of likely voters fa-
vored Sen. Obama, versus 43%
who favored Sen. McCain. Six per-
cent remained undecided, with a
third of those saying they were
leaning toward a third-party can-
didate. The poll’s margin of error
was plus or minus 3.1 percentage
points.

“The poll shows some slight
movement for McCain. But with
just 48 hours left, it’s going to be
a challenge to make up the rest
of the difference,” said Neil New-
house, a Republican pollster
who conducts the survey with
Democrat Peter D. Hart.

“This poll has all the earmark-
ings of an electorate that has
reached an opinion that Barack
Obama would be a good presi-
dent,” Mr. Hart said. “The uncer-
tainties [about Sen. Obama] that
were so prevalent early in the
year have just melted away.”

McCain advisers say that, in

the end, undecided voters will
break his way, saying they look
more like typical Republican vot-
ers than Democrats. Both candi-
dates were appealing over the
weekend to that small pool of un-
decided voters, as they worked
to turn their troops out to the
polls on Tuesday.

Interviews with a handful of
undecided voters who partici-
pated in the poll and are lean-
ing toward Sen. Obama sug-
gested that their reasons are
similar to the ones that have
long bedeviled Sen. McCain: a
longing for change after eight
years of a Republican White
House and a hesitation about
Sarah Palin, the governor of
Alaska, as his running mate.
Gov. Palin has electrified con-
servatives but turned off many
others voters.

Among the poll’s findings:
Voters are just as likely to iden-
tify with Sen. Obama’s back-
ground and values as they are
with Sen. McCain’s, with the

Democrat having made up sub-
stantial ground in this regard. A
large portion of those polled
said they would be either opti-
mistic or at least satisfied if Sen.
Obama wins, figures comparable
to other victors on the eve of
their elections.

Sen. Obama also continues to
Please turn to page A8

Gary Gorton, a 57-year-old fi-
nance professor and jazz buff, is
emerging as an unlikely central
figure in the near-collapse of
American International Group
Inc.

Mr. Gorton, who teaches at
Yale School of Management, is
best known for his influential ac-
ademic papers, which have been
cited in speeches by Federal Re-
serve Chairman Ben Bernanke.

But he also has a lucrative part-
time gig: devising computer
models used by the giant insurer
to gauge risk in more than $400
billion of devilishly complicated
deals called credit-default
swaps.

AIG relied on those models to
help figure out which swap deals
were safe. But AIG didn’t antici-
pate how market forces and con-
tract terms not weighed by the
models would turn the swaps,
over the short term, into huge fi-
nancial liabilities. AIG didn’t as-
sign Mr. Gorton to assess those
threats, and knew that his mod-
els didn’t consider them. Those
risks have cost AIG tens of bil-
lions of dollars and pushed the
federal government to rescue
the company in September.

The global financial crisis is
studded with tales of venerable
financial firms failing to protect
themselves against the unex-
pected. In the case of AIG, as
with many other firms, the finan-
cial horrors were hidden in the
enormous market for credit-de-
fault swaps, which are a form of
insurance against defaults on all
sorts of debts.

A close look at AIG’s risk-man-
agement operations, and the
rapid-fire chain of events that
crippled the firm, raises ques-

tions about the run-up to the fi-
nancial crisis: Did firms like AIG
plunge into lucrative but peril-
ous new markets without thor-
oughly understanding the pit-
falls? Had the sheer complexity
of the financial products made it
all but impossible to fully calcu-
late the risk? And did firms put
too much faith in computer mod-
els to assess dangers?

The turmoil at AIG is likely to
fan skepticism about the compli-
cated, computer-driven model-
ing systems that many financial
giants rely on to minimize risk. As
chief executive of Berkshire Hath-
away Inc., which owns insurance
companies, Warren Buffett has
been sounding the alarm about
the issue for years. Recently, he
told PBS interviewer Charlie
Rose: “All I can say is, beware of
geeks…bearing formulas.”

Last December, at a meeting
with investors, Martin Sullivan,
then AIG’s chief executive of-
ficer, told investors concerned
about exposure to credit-default
swaps that models helped give
AIG “a very high level of com-
fort.” Mr. Gorton explained at
the meeting that “no transaction
is approved” by the chief of AIG’s
financial-products unit “if it’s
not based on a model that we
built.”

Now, a federal criminal probe
Please turn to page A16

Behind AIG’s Fall, Risk Models
Failed to Pass Real-World Test
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Monday, Nov. 3

n The Institute for Supply
Management is expected to
release its manufacturing in-
dex for October.

n Earnings are due from
Goodyear Tire & Rubber,
MasterCard and Viacom.

Tuesday, Nov. 4

n Election Day

n October auto sales from
GM, Chrysler and Ford are
likely to be down more than
30%, according to J.D. Power.

n ADM, Marvel and Tenet
Healthcare report results.

Wednesday, Nov. 5

n The ISM’s October nonman-
ufacturing index takes focus.

n More earnings from Cisco,

News Corp., Time Warner,
Molson Coors, Sara Lee and
Whole Foods.

Thursday, Nov. 6

n Central banks in Europe
and the U.K. are expected to
cut rates.

n Retailers are forecast to
report disappointing Octo-
ber sales figures.

n Anheuser-Busch, Black-
stone, Blockbuster, Nasdaq
and Walt Disney results.

Friday, Nov. 7

n Many experts predict the
number of jobs lost in October
far exceeded the September
total of 159,000, as unemploy-
ment likely rose.

n Earnings are expected
from Berkshire Hathaway,
Ford and Sprint Nextel.

Finish Line in Sight

By Alistair MacDonald

BIRMINGHAM, England—Pe-
ter Buckley, who has lost more
times than any modern British
boxer has even fought, stepped
into the ring for the last
time Friday.

Over 19 years, Mr.
Buckley built an extraor-
dinary record of 256
losses in 299 bouts.
With his 300th and final
fight in his hometown of
Birmingham, the jour-
neyman finally gained a
sort of celebrity here—
less for his losses than
for the way he kept com-
ing back for more.

Mr. Buckley, who first laced
on gloves as an 11-year-old, joins
a pantheon of peculiarly British
heroes—athletes whose main
quality is their undying opti-
mism in the face of overwhelm-
ing odds. The most notable is Ed-

die the Eagle, a short-sighted
plasterer from Cheltenham who
took last place at the 1988 Olym-
pics as the sole member of Brit-
ain’s ski-jumping team.

The 39-year-old Mr. Buckley’s
career has been filled
with “close decisions
that could have gone
my way,” he says. “That
is the story of my life.”

Friday night his was
the third of seven fights
at the Aston Events Cen-
tre, a ragged sports
arena underneath a
highway overpass, typi-
cal of the arenas where
he spent his career. It
drew 1,389 fans.

When the bell rang for round
1,745 of Mr. Buckley’s career, his
opponent Matin Mohammed,
came out moving, circling Mr.
Buckley around the ring. Mr. Mo-
hammed bobbed and weaved,

Please turn to page A15
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Sen. John McCain spoke in Wallingford, Pa., on Sunday. Sen. Barack Obama addressed a rally in Columbus, Ohio.
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By Gordon Fairclough

ZHANGZHUANG, China—Be-
fore melamine-laced milk killed
and sickened Chinese babies and
led to recalls around the world,
the routine spiking of milk with
illicit substances was an open se-
cret in China’s dairy regions, ac-
cording to the accounts of farm-
ers and others with knowledge
of the industry.

Farmers here in Hebei prov-
ince say in interviews that “pro-
tein powder” of often-uncertain
origin has been employed for
years as a cheap way to help the
milk of undernourished cows fool
dairy companies’ quality checks.
When the big companies caught
on, some additive makers
switched to toxic melamine—
which mimics protein in lab tests
and can cause severe kidney dam-
age—to evade detection.

Worries about the extent of
contamination in China’s food
supply took on new urgency this
weekend. After melamine was
discovered in eggs in Hong Kong
and mainland China, Beijing
called for a nationwide crack-
down to stop the contamination

Please turn to page A16

Obama Leads in Home Stretch
Poll Shows Narrowing to Eight-Point Edge; McCain Sees Hope Among Undecideds
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Mr. Buckley Lost 256 of 299 Boxing Matches;

Would He Win His 300th and Final Bout?

Source: WSJ/NBC News telephone
polls; margin of error for November: 
+/- 3.1 percentage points
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Reversal of Fortune
Operating income and loss of
AIG’s financial-products unit.
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World-Wide

n Obama holds a solid but
narrowing lead over McCain.
As the candidates sprint into
Election Day, the latest Wall
Street Journal/NBC News poll
finds Obama leading by 51% to
43%, two percentage points
less than his lead last week,
with 6% undecided, while
McCain tries to gain further
traction in the final hours.
The 2008 race will change
how campaigns are conducted
in the future. A1, A4, A6

Democrats are spending far
more heavily than their
Republican counterparts on
party field operations.

n China called for a nation-
wide crackdown to stop the
contamination of animal feed,
which is believed to be the
source of melamine in eggs. A1

n Utilities are becoming
more aggressive about
collecting money from delin-
quent customers, just as eco-
nomic woes are mounting. A3

n Plaintiff and consumer
groups, buoyed by prospects
of a Democratic victory, are
preparing a push to roll back
limits on certain lawsuits. A5

n Nevada Gov. Jim Gibbons
was cleared and won’t be
charged in an FBI corruption
probe, his lawyer said. A2

n An Israeli security official
said he was “very concerned”
Jewish extremists could assas-
sinate an Israeli leader to foil
peace moves with Palestinians.

n Foreign businessmen say
a stalled U.S.-Iraq security
pact could delay or halt plans
for investment in Iraq. A13

n Deposed Thai leader
Thaksin demonstrated his in-
fluence in a telephone speech
to supporters in Thailand. A15

n Britain’s Brown said he
thinks there is support for a
global fund to help stem the
financial crisis’s spread. A15

n A suicide car bomber killed
eight Pakistani paramilitary
troops in a region recently hit
by suspected U.S. missiles.
n Gen. David Petraeus ar-
rived in Pakistan on his first
overseas trip as head of the
U.S. Central Command.

n Gunmen in Pakistan kid-
napped the brother of Afghani-
stan’s finance minister as he
returned to his mother’s home.

n Mudslides in China’s
Yunnan province killed at
least 20 people, with 42 miss-
ing, state media reported.

n Zambian interim leader
Rupiah Banda was sworn in
as president, after his dis-
puted election victory. A15

n A U.N. aid convoy will head
into a rebel-held zone of east
Congo to try to reach civilians
displaced by fighting. A15

n Indian police detained five
suspects over bomb attacks
in Assam state last week that
killed at least 81 people. A15

n Britain’s Paula Radcliffe
won the New York City mara-
thon a third time, while Brazil’s
Marilson Gomes dos Santos
posted his second victory.

By Carrick Mollenkamp,
Serena Ng, Liam Pleven

and Randall Smith

B anks are hastening to
apply for government

investments as perceptions
of the rescue plan evolve.
Some institutions fear that if
they don’t take the cash, the
market will consider them
too unhealthy to qualify.
Possibly thousands of banks
will seek to participate in the
Treasury’s program. A3

n South Korean officials
proposed about $11 billion of
tax cuts and new government
spending to help cope with
slower growth. A12

n India’s central bank cut
its key short-term lending
rate by 0.5 percentage point
to 7.5% and lowered banks’
required cash reserves. A12

n Barclays became the
latest Western firm aided by
rich Persian Gulf investors,
as an Abu Dhabi sheikh led a
recapitalization. C1

n A Redstone family divide
loomsover talks to restructure
$1.6 billion of debt for National
Amusements,as father and
daughterdifferonpriorities.B1

n The United Auto Workers
Union has retained a former
adviser to GM’s Wagoner to
guide it as GM and Chrysler
consider merging. B1
n Toyota is building a new
plant in India and has opened
a technical school as part of a
comeback effort there. B1

n Oil for delivery years from
now costs far more than oil
for imminent sale, revealing
deep concerns about long-
term supply. C8

n Exchange traded notes
have been bleeding investor
assets after being hit with
credit jitters and declining
commodity prices. C2

n The IPO market, which
hasn’t had an offering since
early August, has largely been
written off by investors for the
remainder of 2008. C5

n Boeing’s machinists
approved a new contract. It
will take several weeks
before the commercial-jets
unit runs at full speed. B3

n NBA coaches have agreed
to sport Joseph Abboud
clothing at courtside, in a
promotional deal with the
fashion label’s maker. B10

n Panasonic conducted
talks to buy Sanyo Electric. A
deal could pay off well for
Goldman Sachs. B3

n MySpace is adopting a
system that aims to resolve
copyright issues and boost
ad revenue from some of the
videos its users upload. B5

n China’s central bank said
it will abandon strict caps on
commercial bank loans in an
effort to sustain growth. A12

n Prices of two-year
securities could get a boost if
the ECB and Bank of England
lower interest rates as
expected this week. C8
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oil, gas, coal, biofuels,
nuclear, wind, solar...
to fuel the future
we need them all.
Meeting future demand will take more than just oil.
We’ll need to tap every practical source of energy:
from natural gas and coal to nuclear and renewables.
But whatever the source, we’ll need technology to
help us use it as efficiently and cleanly as possible.
The story continues at exxonmobil.com
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Milk Routinely Spiked in China

WSJ.com

Chemical factories 
that produce 
melamine sell the 
scrap cheaply to
small businesses.

Those operations
mix Melamine, 
which causes kidney 
damage, with other 
substances and 
resell it as ‘protein 
powder’.

‘Protein powder’ is 
purchased by dairy 
farmers and milk 
collection agents, and
added to raw milk to 
fool quality tests, along 
with other unauthorized 
additives, including
antibiotics and fat.

Adulterated milk is 
sold to large dairy 
manufacturers.

Milk is 
sold to 
consumers
.

Note: Illustration is schematic
Source: WSJ reporting

Corrupted milk | How melamine got into China’s dairy products:

AIG’s Risk Models Failed
in Washington is examining
whether AIG executives misled
investors at that meeting, and
whether any of its executives
misled its outside auditor last
fall. AIG itself has been forced to
post about $50 billion in collat-
eral to its trading partners,
largely to offset sharp drops in
the value of securities it insured
with the credit-default swaps.
These payments have continued
to balloon after the bailout—rais-
ing the specter that the govern-
ment will eventually have to
lend more taxpayer money to
AIG.

This account of AIG’s risk-
management blunders is based
on more than two dozen inter-
views with current and former
AIG executives, AIG’s trading
partners and others with direct
knowledge of the firm, as well as
internal AIG documents, regula-
tory filings and congressional tes-
timony. Mr. Gorton, who contin-
ues to be a paid AIG consultant,
referred questions about his role
to AIG. Mr. Sullivan declined to
comment.

AIG’s credit-default-swaps op-
eration was run out of its AIG Fi-
nancial Products Corp. unit,
which had offices in London and
Wilton, Conn. In essence, AIG sold
insurance on billions of dollars of
debt securities backed by every-
thing from corporate loans to
subprime mortgages to auto loans
to credit-card receivables. Itprom-
ised buyers of the swaps that if
the debt securities defaulted, AIG
would make good on them. AIG ex-
ecutives, not Mr. Gorton, decided
which swaps to sell and how to
price them.

The swaps expose AIG to three
types of financial pain. If the debt
securities default, AIG has to pay
up. But there are two other finan-
cial risks as well. The buyers of the
swaps—AIG’s “counterparties” or
trading partners on the deals—
typically have the right to demand
collateral from AIG if the securi-
ties being insured by the swaps de-
cline in value, or if AIG’s own cor-
porate-debt rating is cut. In addi-
tion, AIG is obliged to account for
the contracts on its own books
based on their market values. If
those values fall, AIG has to take
write-downs.

Mr. Gorton’s models har-
nessed mounds of historical data
to focus on the likelihood of de-
fault, and his work may indeed
prove accurate on that front. But
as AIG was aware, his models
didn’t attempt to measure the risk
of future collateral calls or write-
downs, which have devastated
AIG’s finances.

The problem for AIG is that it
didn’t apply effective models for
valuing the swaps and for collat-
eral risk until the second half of
2007, long after the swaps were
sold, AIG documents and investor
presentations indicate. The firm
left itself exposed to potentially
large collateral calls because it
had agreed to insure so much debt
without protecting itself ade-
quately through hedging.

The credit crisis hammered
the markets for debt securities,

sparking tough negotiations be-
tween AIG and its trading part-
ners over how much more collat-
eral AIG should have to post. Gold-
man Sachs Group Inc., for in-
stance, has pried from AIG $8 bil-
lion to $9 billion, covering virtu-
ally all its exposure to AIG—most
of it before the U.S. stepped in.

Such payments continued af-
terthe government bailout.AIG al-
ready has borrowed $83.5 billion
from the Federal Reserve, a little
more than two-thirds of the $123
billion in taxpayer loans made
available to AIG so far. In addition,
AIG affiliates recently obtained
from the government as much as
$21 billion in short-term loans
called commercial paper. Much of
the $83.5 billion has been used to
meet the financial obligations of
the financial-products unit. If tur-
moil in the markets causes prices
of many assets to fall further, the
government might have to cough
up more money to help keep AIG
afloat. Cutting it off would risk re-
newing the market upheaval the
policy makers have struggled to
tame.

Mr. Gorton, the son of a Phoe-
nix psychiatrist, took a circuitous
route to academia. He studied
Mandarin, considered becoming
an actor and briefly drove a cab in
Cleveland, where he carried a gun
for protection, he later told ac-
quaintances. Eventually, he col-
lected multiple degrees, including
a Ph.D. in economics, and joined
the faculty of the Wharton School
of the University of Pennsylvania.

He drove an old Volkswagen
Beetle, lived in a grittyNorth Phila-
delphia row house and accumu-
lated a vast trove of jazz records,
which he would cue up at night on
two turntables to keep the music
coming, recalls his wife at the
time, Rachel Bliss.

He was passionate about math-
ematics, engaging in late-night
conversations with fellow teach-
ers, says Ms. Bliss. One of his aca-
demic interests was how banks
could unload risk and sell loans to
investors.

In 1987, AIG launched its finan-
cial-products unit with Howard
Sosin, a math expert and former
Drexel Burnham Lambert execu-
tive. Among his hires were Joseph
Cassano, a former Drexel col-
league. After Mr. Sosin left, Mr.
Gorton joined as a consultant in
the late 1990s. Mr. Cassano later
took over the unit.

Early on, Mr. Gorton billed AIG
about $250 an hour, which likely
would have netted him about
$200,000 a year, says a former se-
nior executive at the unit. Eventu-
ally, his pay was far greater; an-
other former colleague estimates
it at $1 million a year.

Mr. Gorton collected vast
amounts of data and built models
to forecast losses on pools of as-
sets such as home loansand corpo-
rate bonds. Speaking to investors
last December, Mr. Cassano cred-
ited Mr. Gorton with “developing
the intuition” that he and another
top executive had “relied on in a
great deal of the modeling that
we’ve done and the business that
we’ve created.”

AIG began selling credit-de-

fault swaps around 1998. Mr. Gor-
ton’s work “helped convince Cas-
sano that these things were only
gold, that if anybody paid you to
take on these risks, it was free
money” because AIG would never
have to make payments to cover
actual defaults, according to the
former senior executive at the
unit. However, Mr. Gorton’s work
didn’t address the potential write-
downs or collateral payments to
trading partners.

AIG became one of the largest
sellers of credit-default-swap pro-
tection, according to a Moody’s In-
vestors Service report last week.
For years, the business was ex-
tremely lucrative. In a 2006 SEC
filing, AIG said none of the swap
deals now causing it pain had ever
experienced high enough defaults
to consider the likelihood of mak-
ing a payout more than “remote,
even in severe recessionary mar-
ket scenarios.”

AIG charged its trading part-
ners a fraction of a penny a year
for every dollar of credit protec-
tion. The company realized, of
course, that it might have to post
collateral if the market values of
the underlying securities de-
clined. But AIG executives be-
lieved that such price moves were
unlikely to occur,accordingto peo-
ple familiar with AIG’s operation.

As the debt securities created
by Wall Street became more com-
plicated, so did the swaps AIG of-
fered. Around 2004, it began sell-
ing swaps designed to provide in-
surance on securities called collat-
eralized-debt obligations, or
CDOs, that were backed by securi-
ties such as mortgage bonds. Mer-
rill Lynch & Co., then a major
seller of the CDOs, was a big cli-
ent.

So-called multisector CDOs, in
particular, were exceptionally
complex, involving more than 100
securities, each backed by multi-
ple mortgages, auto loans or
credit-card receivables. Their per-
formance depended on tens of
thousands of disparate loans
whose value was hard to deter-
mine and performance difficult to
systematically predict. In assess-
ing their risk, Mr. Gorton con-
structed worst-case scenarios
that factored in the probability of
defaults on the underlying securi-
ties.

In late 2005, senior executives
at the unit grew worried about
loosening lending standards in
the subprime-mortgage market.
AIG decided to stop selling credit
protection on multisector CDOs,
partly due to “concerns that the
model was not going to be able to
handle declining underwriting
standards,” Mr. Gorton told inves-
tors last December. But by the
time it stopped, in early 2006, its
exposure to multisector CDOs had
ballooned to $80 billion.

By mid-2007, as the housing
slump took hold, the subprime
mortgage market was weakening
and many mortgage bonds were
sinking in value. Ratings agencies
began downgrading many mort-
gage securities, a departure from
the historical pattern, Mr. Gorton
later explained to investors. Con-
cern began mounting about AIG’s

credit-default swaps, even though
AIG didn’t have large exposures to
subprime-mortgage bonds issued
in the worst years of 2006 and
2007.

AIG’s trading partners were
worried. Goldman Sachs held
swaps from AIG that insured
about $20 billion of securities. In
August 2007, Goldman demanded
$1.5 billion in collateral, arguing
that the assets backing the securi-
ties were falling in value. AIG ar-
gued that the demand was exces-
sive, and the two firms eventually
agreed that AIG would post $450
million to Goldman, this person
says.

Late last October, Goldman
asked for even more collateral, $3
billion. Again, AIG disagreed, and
it ultimately posted $1.5 billion.
Goldman hedged its exposure by
making a bearish bet on AIG, buy-
ing credit-default swaps on AIG’s
own debt, according to one per-
son knowledgeable about this
move.

When AIG’s outside auditor,
PricewaterhouseCoopers LLP,
learned about Goldman’s de-
mands, it reviewed the value of
the swaps, according to a Pricewa-
terhouse official cited in minutes
of a meeting of the audit commit-
tee of AIG’s board. Last Novem-
ber, when AIG reported third-
quarter results, it took its first ma-
jor write-down on the swaps, low-
ering their value by $352 million.

That same month, collateral
calls came in from Merrill and So-
ciété Générale SA, says the person
familiar with AIG’s finances. It’s
not clear how much those two
banks asked for, or how much they
got.

AIG decided to talk to inves-
tors last Dec. 5 about the financial-
product unit’s exposure to the
mortgage market. A Pricewater-
house official said his firm told
AIG’s then-CEO, Mr. Sullivan, and
a deputy six days before the event
that AIG might have a “material
weakness” in its risk manage-
ment, according to minutes of a
Jan. 15 meeting of AIG’s audit com-
mittee. Pricewaterhouse declined
to comment.

In his presentation to inves-
tors, held at New York’s Metropoli-
tan Club, Mr. Sullivan praised the
unit’s models as “very reliable” in

analyzing many mortgages, say-
ing they had helped give AIG “a
very high level of comfort.”

Mr. Gorton was introduced.
“The models are all extremely sim-
ple,” he said. “They’re highly data
intensive.” He said he didn’t rely
on the default-risk predictions of
credit-rating services, and in-
stead came up with his own esti-
mates of what was safe enough
for AIG to insure.

Mr. Cassano, the unit’s head,
told investors: “We believe this is
a money-good portfolio….As Gary
said, the models we use are sim-
ple, they’re specific and they’re
highly conservative.”

But the collateral calls kept
coming. By the end of 2007, at
least four other banks that had
purchased swaps from AIG—UBS
AG, Barclays PLC, Credit Agricole
SA’s Calyon investment-banking
unit and Royal Bank of Scotland
Group PLC—had asked for money,
according to people familiar with
collateral calls. Deutsche Bank
and Canadian banks CIBC and
Bank of Montreal also have de-
manded collateral at various
points, a person familiar with
AIG’s finances says.

In February, AIG disclosed that
Pricewaterhouse had found a “ma-
terial weakness” in its accounting
controls. Late that month, AIG an-
nounced a$5.3 billionfourth-quar-
ter loss, its largest ever, driven
largely by write-downs on the
swaps. It also said it was “possi-
ble” that actual losses on the
swaps could be material.

Mr. Sullivan told investors
that Mr. Cassano, the unit’s head,
was retiring. He remained a con-
sultant, receiving, until recently,
$1 million a month, according to a
document later released by Con-
gress.

In May, AIG announced an-
other record quarterly loss, of $7.8
billion, largely driven by write-
downs of the value of the swaps.
That same month, Yale’s School of
Management announced it had
hired Mr. Gorton away from Whar-
ton.

Mr. Sullivan was ousted in
June. As of July 31, AIG had
handed over $16.5 billion in collat-
eral on its swaps, according to a
regulatory filing.

By August, AIG had increased

its estimates for what it might ulti-
mately lose on the swaps in the
case of defaults to as high as $8.5
billion. (The estimates are dis-
tinct from potential losses on
write-downs and collateral calls.)
That same month, Mr. Gorton at-
tended the Federal Reserve Bank
of Kansas City’s annual gathering
in Jackson Hole, Wyo. He pre-
sented a 92-page paper, “The
Panic of 2007,” which explained
how the financial markets came
unglued after a series of unex-
pected events, such as when cli-
ents of financial firms suddenly
sought to reclaim assets put up as
collateral. “It is difficult to con-
vey,” he wrote, “the ferocity of the
fights over collateral.”

Credit markets worsened in
late August and September, and
AIG’s trading partners demanded
additional collateral. When Leh-
man Brothers Holdings Inc. filed
for bankruptcy protection on
Sept. 15, bond markets essentially
froze. That same day, rating agen-
cies slashed AIG’s credit ratings.
Company executives figured the
downgrade would require AIG to
post more than $18 billion in addi-
tional collateral to its trading part-
ners, according to a person famil-
iar with the matter. Worried that a
bankruptcy filing could roil mar-
kets world-wide, the government
stepped in with a bailout.

The rescue didn’t stop the col-
lateral calls, which have eaten up
much of the government’s initial
$85 billion loan commitment,
which on Oct. 8 it boosted to $123
billion.

On a rainy morning last week,
Mr. Gorton briefly discussed with
his Yale students how perplexing
the struggles of the financial
world have become. About 30
graduate students listened as Mr.
Gorton lamented how problems in
one sector caused investors to
question value all across the
board. Said Mr. Gorton: “There
doesn’t seem to be a fundamental
reason why.”

Continued from Page One
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Collateral Damage
AIG had to post collateral to trading partners because of valuation declines and credit-rating downgrades.

August 2007

Goldman Sachs 
asks AIG to post 
$1.5 billion in
collateral on
credit-default 
swaps; AIG 
eventually posts 
$450 million.

October

Goldman asks 
for $3 billion
more in
collateral; AIG 
eventually posts 
$1.5 billion.

November

Two other firms 
request 
collateral; AIG 
says it has 
clashed with
some trading
partners on
collateral
amounts.

December

Three more 
trading partners 
request
collateral.

August 2008

AIG says it has 
posted $16.5
billion in total
collateral on
swaps.

September

AIG's credit 
ratings are cut.
Federal
government 
rescues AIG with
a loan. Much of 
AIG’s borrowing
goes to posting
collateral.
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ONLINE TODAY: Learn more
about Gary Gorton’s thoughts on
modeling, in his own words, at
WSJ.com/Markets.

of animal feed, which authorities
believe is the source of the
melamine in eggs. The Agricul-
ture Ministry said it has found
melamine in 2.4% of the feed it has
checked since mid-September,
and has destroyed or confiscated
more than 3,600 tons. The minis-
try called on local officials to “res-
olutely crush the dark dens” mak-
ing and selling melamine for feed,
sayingit had found 238 and was in-
vestigating 278 more.

Melamine in feed hasn’t led
to the same kind of high concen-
trations of the chemical in eggs
that were found when it was di-
rectly poured into milk—thou-
sands of parts per million in
some cases. But amounts found
in eggs have been above the
safety standard China and sev-
eral other countries established
of 2.5 parts per million.

Egg sales are down, as is de-
mand for chicken, and some farm-
ers have begun slaughtering
chickens they can no longer use.
State media criticized food com-
panies and government con-
sumer-protection watchdogs for
the lapses, as Beijing’s response
showed its alarm about a broaden-
ing threat to public confidence in
food safety. Meanwhile, local offi-
cials in some areas were inspect-
ing meat and considering widen-
ing the checks to farm-raised fish.

Manufacturers of melamine,
an industrial chemical used in
plastics, say they have noticed
demand for their factory’s scrap
rising. In the small Hebei farm-
ing village of Zhangzhuang, resi-
dents say, melamine bought as
scrap from a nearby factory of-
ten was stored on the pavement
outside the village school before
it was turned into a milk addi-
tive. “They kept it in big piles,”
says one village elder. Business
in the powder became so brisk
that villagers involved worked
long hours and through holidays
to meet demand, residents say.

China’s biggest local seller of

liquid milk, Mengniu Dairy Co.,
and multinational food company
Nestlé SA both say they were
aware that Chinese farmers and
traders added unauthorized sub-
stances to raw milk, but that
they didn’t know melamine was
among them. “We knew there
was adulteration” going on for
many years, says Zhao Yuanhua,
Mengniu’s spokeswoman.
Among other common milk addi-
tives: a viscous yellow liquid con-
taining fat and a combination of
preservatives and antibiotics,
known as “fresh-keeping liquid.”

More than 2,300 Chinese chil-
dren remain hospitalized for
melamine-related kidney prob-
lems, almost two months after the
adulteration was publicly dis-
closed. At least three children died
and tens of thousands of others
were sickened. The national scan-
dal has badly shaken Chinese con-
sumers’ faith in the safety of their
food and reawakened fears abroad
about the standards of Chinese
products. Some brands of foods
made with Chinese milk, such as
candy, have been recalled as a pre-
caution as far away as the U.S.

Melamine’s chemical proper-
ties boost the apparent presence
of protein in food. Actual protein
powders—which farmers are also
prohibited from adding to raw
milk—use protein from ground an-
imal parts, soy and other sources.
Additive makers sometimes mix
melamine with food additives
such as the starch derivative mal-
todextrin, and repackage it for
sale to dairy farmers without dis-
closing the ingredients.

Similarly, melamine has been
mixed into animal feed by pro-
ducers who want to make the
feed seem as though it is higher
in protein than it actually is.
Yang Yong, part owner of a feed
mill in Henan province says the
practice is “very common” and
hard to detect. He tries to choose
trustworthy suppliers because
“our testing can’t pick it up,” he
says. “I can’t guarantee there’s

no melamine in our feed.”
Two dairy farmers from He-

bei province, who described the
milk-adulteration process but
asked that that their names not
be used, said additives have long
helped farmers fool dairy-com-
pany tests for protein, fat con-
tent and freshness. Some farm-
ers also add hydrogen peroxide,
an antimicrobial, they said.

One of them, who has raised
dairy cows for 20 years and is a
farm-association leader, says
salespeople for years would go
from farm to farm in dairy-cow
areas hawking “protein powder”
for use as an additive. It would of-
ten be delivered in unmarked
brown paper bags weighing 25 ki-
lograms, or about 55 pounds,
and costing 300 yuan to 400
yuan, or $44 to $60, he says.

About two years ago, farmers
and Chinese authorities say, some
manufacturers offered a new ver-
sion of protein powder that they
said could still fool dairies that
had caught on to other protein ad-
ditives. It contained melamine,
but wasn’t labeled as such. “Ev-
eryone just called it protein pow-
der,” says the second farmer. “No-
where did it say it was melamine,
” he says. “People never thought
about it and never thought they
needed to know more details.”

Liu Wuqiang, another dairy
farmer in Hebei, says, “farmers
had no idea it was poisonous.”
He says, “We were just afraid
that our milk would be returned
and wasted.” He says he never
added anything to his milk.

Guan Huizhen, the sales man-
ager at Hebei Guangtong Chemi-
cal Factory in a city near Zhang-
zhuang, says people have increas-
ingly come looking for the facto-
ry’s melamine scrap in recent
years. “I never care why my cus-
tomers buy it,” Mr. Guan says.

Dozens of companies produc-
ing “protein powder” still adver-
tise online, but many of the links
have been shut down since the
melamine scandal became public

in early September.
One man who bought milk

from farmers in northern Shaanxi
province and sold it to dairy com-
panies, Jiang Weisuo, went public
last year with his fears about un-
authorized substances, including
antibiotics, being added to com-
petitors’ milk. He says he com-
plained to regulators and dairy
makers in 2005 and 2006. “They
all said they would look into it,
but there was never any result,”
he says. He then complained to
state-run China Central Televi-
sion, and his complaints spurred
a report complete with footage of
workers dumping additives into
barrels of milk. Officials at the
Shaanxi Quality and Technical
Supervision Bureau confirmed
Mr. Jiang’s initial complaint, but
an investigator said he failed to
find evidence of wrongdoing.

Mengniu Dairy has essentially
engaged in a cat-and-mouse game
with suppliers, says Ms. Zhao, the
spokeswoman. The firm has var-
ied its tests to try to catch sub-
stances being used by farmers. “If
we found that levels of dry matter
in the milk suddenly rose, we
would have to figure out whether
some things had been added in,”

Ms. Zhao says. The company now
checksfor melamine as well as res-
idues of pesticides, veterinary
drugs and antibiotics.

To Nestlé, which uses Chinese
milk in products sold almost en-
tirely in China, the unauthorized
addition of protein, fat, preserva-
tives and antibiotics to milk “are
well-known” problems in China
and other developing countries,
says Robin Tickle, a Nestlé spokes-
man. He says the company buys
milk directly from producers who
receive instructions from Nestlé.

The company uses more than
70 tests to assure thesafety of Nes-
tle milk. “We are on the perma-
nent lookout for adulterants,” Mr.
Tickle says. Yet regulators in Hong
Kong and Taiwan found very low
levels of melamine in some Nestlé
milk products in September, just
after Nestlé itself started testing
for melamine. Nestlé recalled the
products, though the company
said that the trace amounts posed
no health risk.

Given the intense official at-
tention now directed at milk sup-
plies, people in the industry say
they expect that melamine adul-
teration of milk has largely
stopped. But they say the underly-

ing problems for the food supply
remain: flaws in farming methods
and relatively lax supervision.

China’s legions of small-scale
dairy farmers are hard to police,
and relatively few have the capital
and know-how to adhere to good
dairy-farming practices, says Qiao
Fulong, a Beijing-based dairy con-
sultantwhosecompany,BeijingFar-
munity Inc. offers technical advice
to farmers. Adulteration has be-
come “a common remedy,” he says.

Complicating the challenge
for milk is the relative newness of
dairy cows to China as demand
has surged in recent years. Mr.
Qiao says that because many
farmers don’t know how to feed
and care for dairy cows properly,
the milk they produce often fails
to meet the dairy companies’ stan-
dards. Even farmers who do know
what to feed the cows often
choose cheaper feed options, Mr.
Qiao says. Many feed the cows
maize straw instead of corn
stored in a silo, because it is
cheaper—but less likely to lead to
good milk production.
 —Kersten Zhang in Beijing and

Ellen Zhu and Bai Lin
in Shanghai

contributed to this article.
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Downward Slide | A tumultuous year and a half for Citigroup

July
2007

Jan.
’08

Feb. March April May June JulyAug. Sept. Oct. Nov. Aug. Sept. Oct. Nov.Dec.

July 20, 2007:
Citi reports 
record 2Q 
earnings of 
$6.2 billion

Oct. 15: Citi reports major write-downs,
3Q earnings drop to $2.2 billion

Nov 4: Citi announces the resignation
of chairman and CEO Charles Prince

Dec. 11: Citi announces that 
Vikram Pandit is new CEO

March 16, 2008: J.P. Morgan 
buys Bear Stearns with help

of Federal Reserve

Oct. 3: Wells Fargo counter 
offers for Wachovia

Sept. 29: Citi says it would buy
Wachovia’s banking operations

Nov. 23: Citigroup in talks with U.S. government
to insulate the bank from troublesome assets

Oct. 14: Fed announces it
would inject capital into 
the banking system

Two days after Lehman Broth-
ers Holdings Inc. sought bank-
ruptcy protection, an explosive
rumor spread that another big

Wall Street firm, Morgan Stan-
ley, was on the brink of failure.
The chatter on trading desks
that Sept. 17 was that Deutsche
Bank AG had yanked a $25 billion
credit line to the firm.

That wasn’t true, but it
helped trigger a cascade of bear-
ish bets against Morgan Stanley.
Chief Executive Officer John
Mack complained bitterly that

profit-hungry traders were sow-
ing panic. Yet he lacked a critical
piece of information: Who ex-
actly was behind those damag-
ing trades?

Trading records reviewed by
The Wall Street Journal now pro-
vide a partial answer. It turns
out that some of the biggest
names on Wall Street—Merrill
Lynch & Co., Citigroup Inc., Deut-
sche Bank and UBS AG—were
placing large bets against Mor-
gan Stanley, the records indi-
cate. They did so using compli-
cated financial instruments
called credit-default swaps, a
form of insurance against losses
on loans and bonds.

A close examination by the
Journal of that trading also re-
veals that the swaps played a crit-

ical role in magnifying bearish
sentiment about Morgan Stan-
ley, in turn prompting traders to
bet against the firm’s stock by
selling it short. The in-
terplay between swaps
trading and short sell-
ing accelerated the
firm’s downward spiral.

This account was
pieced together from
the trading documents
and more than six
dozen interviews with
Wall Street executives,
traders, brokers, hedge-
fund managers, regula-
tors and investigators.

For years, sales of credit-de-
fault swaps were a profit gold
mine for Wall Street. But ironi-
cally, during those tumultuous

few days in mid-September, the
swaps market turned on Morgan
Stanley like a financial Franken-
stein. The market became a

highly visible barome-
ter of the Panic of 2008,
fueling the crisis that ul-
timately prompted the
government to inter-
vene.

Other firms also
were trading Morgan
Stanley swaps on Sept.
17: Royal Bank of Can-
ada, Swiss Re, and
hedge funds including
King Street Capital
Management LLC and

Owl Creek Asset Management
LP.

Pressure also mounted on an-
Please turn to page A16
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John Mack

By Stacy Meichtry and

Davide Berretta

ROME—Giovanni Albarella
won’t back down from a street
fight, even though he’s always
outnumbered.

As the sun goes
down, Mr. Albarella of-
ten squares off against
millions of birds that
cloud the skies of this an-
cient city. European star-
lings—birds individually
small enough to fit in a
hand—are collectively a
menace. They swoop
and poop indiscrimi-
nately, clearing Rome’s
outdoor cafes, frighten-
ingchildren and, more re-
cently, forcing an emergency land-
ing of a Boeing 737.

Mr. Albarella says he has a
method to shoo the birds away.
Backed by city hall, the 37-year-
old conservationist and a team

of assistants crisscross Rome
with high-powered megaphones
that they point at trees teeming
with starlings. The goal: to drive
the birds out of the city and back
to the countryside.

The megaphones
emit what Mr. Albarella
calls a “heart-rending
scream”—a recording
of starlings issuing a
screeching distress call.
The sound, he says, is
the only way to drive
the birds from their
roosts without harm.

“This is a great re-
sponsibility,” Mr. Al-
barella says, as the
flocks began filtering
into town one recent

evening. “You delve into a con-
flict, a tension, a problem of cohab-
itation between man and animal.”

Thousands of birds squawked
overhead and showered the cob-

Please turn to page A16

U.S. Agrees to Rescue Struggling Citigroup
Plan Injects $20 Billion in Fresh Capital,
Guarantees $306 Billion in Toxic Assets
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In Rome, Starling Stalkers
Try to Scare the Birds Out of Town

i i i

Mr. Albarella Follows Flocks Home to Roost,

Then Blasts a ‘Heart-Rending Scream’

The federal government
agreed Sunday night to rescue
Citigroup Inc. by helping to ab-
sorb potentially hundreds of bil-
lions of dollars in losses on toxic
assets on its balance sheet and in-
jecting fresh capital into the trou-
bled financial giant.

The agreement marks a new
phase in government efforts to
stabilize U.S. banks and securi-
ties firms. After injecting nearly
$300 billion of capital into finan-
cial institutions, federal officials
now appear to be willing to help
shoulderbadassets,onatargeted
basis, from specific institutions.

Citigroup is one of the
world’s best-known banking
brands, with more than 200 mil-
lion customer accounts in 106
countries. Its plunging stock
price threatened to spook cus-
tomers and imperil the bank.

If the government’s rescue
plan is a success, it could help
bring stability to the entire finan-

cial system. If it doesn’t, even
deeper doubts about the indus-
try’s future could spread.

After a weekend of marathon
talks between Citigroup execu-
tives and top federal officials,
the parties late Sunday night
nailed down a package in which
the government will help pro-
tect the company from its riski-
est assets.

Under the plan, Citigroup and
the government have identified
a pool of about $306 billion in
troubled assets. Citigroup will
absorb the first $29 billion in
losses in that portfolio. After
that, three government agencies—
the Treasury Department, the
Federal Reserve and the Federal
Deposit Insurance Corp.—will
take on any additional losses,
though Citigroup could have to
share a small portion of addi-
tional losses.

The plan would essentially
put the government in the posi-
tion of insuring a slice of Citi-
group’s balance sheet. That
means taxpayers will be on the
hook if Citigroup’s massive port-
folios of mortgage, credit cards,
commercial real-estate and big

corporate loans continue to
sour.

In exchange for that protec-
tion, Citigroup will give the gov-
ernment warrants to buy shares
in the company.

In addition, the Treasury De-
partment also will inject $20 bil-

lion of fresh capital into Citi-
group. That comes on top of the
$25 billion infusion that Citi-
group recently received as part
of the the broader U.S. banking-
industry bailout.

The government and Citi-
group had hoped to unveil the

plan early Sunday evening, but
negotiations dragged on longer
than expected. Treasury Secre-
tary Henry Paulson began brief-
ing Congressional leaders about
the plan later in the evening.

Asian markets were mostly
lower in early Monday trading as

news of the discussions sur-
faced. Japan’s markets were
closed for a holiday.

The sweeping rescue plan un-
derscores how concerned the
government had become about
letting Citigroup’s fortunes con-

Please turn to page A15
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Giovanni
Albarella

Anatomy of the Morgan Stanley Panic
Trading Records Tell Tale of How Rivals’ Bearish Bets Pounded Stock in September

Obama Eyes $500 Billion in Stimulus;
Paulson Weighs Ramping Up Aid Again
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HELPING HAND: Citigroup CEO
Vikram Pandit, shown leaving a
meeting at the Treasury
Department in October.
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Aides to President-elect
Barack Obama and President
George W. Bush are rushing to
craft measures to shore up finan-
cial markets and prevent a policy
vacuum from further harming
the economy during the transi-
tion of power between the two
men.

Mr. Obama’s team is putting
together a new economic stimu-
lus plan containing more than
$500 billion in federal spending
and tax cuts over the next two
years, Obama aides and advisers
said Sunday. That package
would be far more aggressive
than anything envisioned during

the campaign.
Democratic leaders in Con-

gress are preparing to rush pas-
sage shortly after New Year’s to
have a stimulus-plan bill ready
for Mr. Obama to sign once he is
inaugurated Jan. 20.

Meanwhile, Mr. Bush’s outgo-
ing Treasury secretary, Henry
Paulson, is now considering a
more activist stance in his final
weeks in office than he had sig-
naled as recently as last week. He
isconsideringtapping the second
halfof the government’s $700 bil-
lion financial-industry rescue
fund, and rolling out new pro-
grams in response to worsening
market conditions, according to
people familiar with the matter.

Among other things, he is
seeking ways to make it easier
for households to borrow

money. He is also looking for
ways to reduce the burden of
foreclosures on homeowners.

The moves came as officials
at the Treasury and the Fed spent
theweekendonyetanotheremer-
gency rescue plan, this one for gi-
ant Citigroup after its stock fell
60% the past week. Citigroup’s
deterioration underscores the
fragile state of markets and the
economy during Washington’s
long transition of power.

Mr. Obama is planning a press
conference Monday to introduce
the leaders of his economic team,
whichis headedby Harvard econ-
omist Lawrence Summers, who
will run the White House Na-
tional Economic Council, and
New York Federal Reserve Bank
President Timothy Geithner, his
choice for Treasury secretary.

(Please see article on Page A4.)
The president-elect is likely

to use the event to assure inves-
tors and consumers that he will
take rapid, large-scale action in
the coming weeks and months.
The message will be: “This is an
extraordinary time, and extraor-
dinary responses are going to
be needed,” said one aide.

Mr. Obama is also expected to
try to calm Wall Street worries
about trying to rewrite the rules
of existing aid to Wall Street,
and excessive spending in his
new administration, according
to Obama transition officials.

So far, the main government
response to the economic crisis
has been the $700 billion Trou-
bled Asset Relief Program, or
TARP, designed to help banks and

Please turn to page A15
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n Obama will introduce his
economic team on Monday.
Treasury nominee Geithner
and National Economic Council
choice Summers are from the
same ideological wing of the
Democratic Party, and will be
shepherding through Congress
the most aggressive, interven-
tionist economic policies since
the Depression. Obama is bet-
ting on a student-and-mentor
pair who forged a partnership
while battling the world’s last
serious financial crisis. A4, A6

As Obama reshuffles the deck
of economic policy makers,
Fed Chairman Bernanke’s
fate is more obviously in play.

n Bush sought to build mo-
mentum for a planned trans-
Pacific free-trade pact at the
APEC summit in Peru, setting
up a dilemma for Obama. A3

n Many Republicans seen as
potential Obama staff members
have ties to Brent Scowcroft, a
former national-security ad-
viser turned Bush critic. A6

n Pakistan said a British
militant suspected in a plot
to blow up trans-Atlantic
flights in 2006 was killed by
a U.S. missile strike. A14
n Pakistan’s president as-
sured India he wouldn’t be
the first to use atomic weap-
ons in any future conflict.

n Afghanistan said Obama
pledged, in a call to Karzai, to
dedicate more U.S. aid and
military power to the region’s
fight against terror groups.
n The U.S. said its troops
killed 17 insurgents during a
raid in southern Afghanistan.

n Iraq won’t extend the U.N.
mandate of U.S. troops and
they will pull out immediately
if the Iraqi parliament fails to
back a pact allowing the forces
to stay until 2011, Maliki said.

n A former ally of Georgia’s
Saakashvili, seen as the stron-
gest contender for his posi-
tion, founded a new party, in-
creasing pressure on the presi-
dent to call early elections. A8
n Shots were fired near a
motorcade carrying the presi-
dents of Georgia and Poland.

n France’s Socialist Party, af-
ter two days of voting, is still at
odds over selection of a leader,
highlighting the party’s weak-
ness compared with Sarkozy’s
ruling conservative party. A14

n Venezuelans dealt Chávez a
rebuke, elevating opposition
leaders to key governorships in
nationwide elections. A8

n Thousands of protesters
surrounded Thailand’s parlia-
ment at a rally billed as a final
bid to oust the government. A14

n Canada could dip into a tech-
nical recession as early as this
year, its prime minister said.

By Jonathan Weisman,
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Jon Hilsenrath
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Tom McGinty

By David Enrich,
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Matthias Rieker and
Carrick Mollenkamp

T he government agreed
to take unprecedented

steps to stabilize Citigroup,
guaranteeing more than
$300 billion in troubled
assets weighing on the
bank’s books and injecting an
additional $20 billion in
capital into the company. A1

n Obama is putting together
an economic stimulus plan
with more than $500 billion in
federal spending and tax cuts
over the next two years. A1

n Home builders are
elevating their pitch for a
$250 billion stimulus package,
arguing that financial markets
won’t recover until home
prices stop falling. A3

n A September trading
assault on Morgan Stanley
stemmed from a cascade of
bearish bets against the firm
by some of Wall Street’s
biggest names. A1

n Detroit auto makers are
likely to urge Congress to act
to spur consumer demand,
saying they can survive if
sales regain certain levels. B1
n U.S. auto suppliers
scramble to develop
contingency plans to deal with
the potential failure of big
customers in Detroit. B3

n Three more banks failed
Friday, two in California and
one in Georgia. C2

n Saudi Arabia cut a key
lending rate and lowered bank
reserve requirements, amid
plunging oil and stocks. A8

n Universal Music’s holiday
sales could suffer as albums
from several major artists are
delayed into 2009. B1

n Private-equity investors
made substantial profit on the
buyout of Mervyn’s due to the
deal’s structure, but the chain
ended up in liquidation. B1

n UPS is set to announce a
four-year sponsorship deal
with the European PGA. B3

n Job sites Monster.com and
Careerbuilder.com get set to
battle with ads that will air
during the Super Bowl. B4

n Borders will report
quarterly results Tuesday amid
investor concerns that the
report will show further signs
of weakness at the chain. B3

n Dividend yields are
starting to get more
attention from European
investment advisers. C2

n Treasurys have returned
9.24% so far this year,
beating all other major asset
classes in the U.S. C3

n Blackstone Group
trimmed the size of an
Asia-focused hedge fund to
about $200 million. C5

>

oil, gas, coal, biofuels,
nuclear, wind, solar...
to fuel the future
we need them all.
Meeting future demand will take more than just oil.
We’ll need to tap every practical source of energy:
from natural gas and coal to nuclear and renewables.
But whatever the source, we’ll need technology to
help us use it as efficiently and cleanly as possible.
The story continues at exxonmobil.com
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other front. There was a surge in
“short sales”—bets against the
price of Morgan Stanley’s
stock—by large hedge funds in-
cluding Third Point LLC. By day’s
end, Morgan Stanley’s shares
were down 24%, fanning fears
among regulators that preda-
tory investors were targeting in-
vestment banks.

That pattern of trading,
which previously had battered
securities firms Bear Stearns
Cos. and Lehman, now is dog-
ging Citigroup, whose stock fell
60% last week to a 16-year low.

Investigators are attempting
to unravel what produced the
market mayhem in mid-Septem-
ber, and whether Morgan Stan-
ley swaps or shares were traded
improperly. New York Attorney
General Andrew Cuomo, the U.S.
Attorney’s office in Manhattan
and the Securities and Exchange
Commission are looking into
whether traders manipulated
markets by intentionally dissem-
inating false rumors in order to
profit on their bets. The investi-
gations also are examining
whether traders bought swaps
at high prices to spark fear about
Morgan Stanley’s stability in or-
der to profit on other trading po-
sitions, and whether trading in-
volved bogus price quotes and
sham trades, people familiar
with the probes say.

No evidence has emerged pub-
licly that any firm trading in Mor-
gan Stanley stock or credit-de-
fault swaps did anything wrong.
Most of the firms say they pur-
chased the credit-default swaps
simply to protect themselves
against potential losses on vari-
ous types of business they were
doing with Morgan Stanley.
Some say their swap wagers
were small, relative to all such
trading that was done that day.

Proving that prices of any se-
curity have been manipulated is
extraordinarily difficult. The
swaps market is opaque: Trad-
ing is done by phone and email
between dealers, without public
price quotes.

Erik Sirri, the SEC’s director
of trading and markets, con-
tends that the swaps
market is vulnerable to
manipulation. “Very
small trades in a rela-
tively thin market can
be used to … suggest
that a credit is viewed
by the market as
weak,” he said in con-
gressional testimony
last month. He said the
SEC was concerned
that swaps trading was
triggering bearish bets
against stocks.

Morgan Stanley had entered
September in pretty good shape.
It made money during its first
two fiscal quarters, which ended
May 31. It didn’t have as much ex-
posure to bad residential-mort-
gage assets as Lehman did, al-
though it was exposed to commer-
cial-real-estate and leveraged-
loan markets. Mr. Mack knew that
third-quarter earnings were go-
ing to be stronger than expected.

On Sept. 14, as Lehman was
preparing to file for bankruptcy
protection, Mr. Mack told em-
ployees in an internal memo that
Morgan Stanley was “uniquely
positioned to succeed in this
challenging environment.” The
following day, the firm picked up
some new hedge-fund clients
who had fled Lehman.

But rumors were flying as
traders worried which Wall
Street firm could fall next. The
chatter among hedge funds was
that Morgan Stanley had $200
billion at risk as a trading part-
ner with American International
Group Inc., the big insurer on the
brink of a bankruptcy filing, ac-
cording to traders. That wasn’t
true. Morgan reported in an SEC
filing that its exposure to AIG

was “immaterial.”
Some brokers at rival J.P. Mor-

gan Chase & Co. were suggesting
to Morgan Stanley clients it was
risky to keep accounts at that
firm, people familiar with the
matter say. Mr. Mack complained
to J.P. Morgan Chief Executive
James Dimon, who put an end to
the talk, these people say. Deut-
sche Bank, UBS and Credit Suisse
also marketed to Morgan Stan-
ley’s hedge-fund clients, people
familiar with the pitches say.

On Sept. 16, Morgan Stanley’s
stock fell sharply during the day,
although it rebounded late. Some
hedge funds yanked assets from
the firm, worried that Morgan
might follow Lehman into bank-
ruptcy court, potentially tying up
client assets. In an effort to quell
concerns, Morgan Stanley re-
leased its earnings that afternoon
at 4:10 p.m., one day early.

“It’s very important to get
some sanity back into the mar-
ket,” said Colm Kelleher, Mor-
gan’s chief financial officer, in a
conference call with investors.
“Things are frankly getting out
of hand, and ridiculous rumors
are being repeated.”

UBS analyst Glenn Schorr
asked Mr. Kelleher about the soar-
ing cost of buying insurance in the
swaps market against a Morgan
Stanley debt default. Protection
for $10 million of Morgan Stanley
debt had risen to $727,900 a year,
from $221,000 on September 10,
according to CMA DataVision, a
pricing service.

“Certain people are focusing
on CDS as an excuse to look at the
equity,” Mr. Kelleher responded,
implying that traders betting on
swaps were also shorting Morgan
Stanley shares, betting that the
stock price would fall.

It’s impossible to know for
sure what was motivating buy-
ers of Morgan Stanley credit-de-
fault swaps. The swap buyers
stood to receive payments if Mor-
gan Stanley defaulted on bonds
and loans. Some buyers, no
doubt, owned the firm’s debt
and were simply trying to pro-
tect themselves against de-
faults.

But swaps were also a good
way to speculate for
traders who didn’t own
the debt. Swap values
rise on the fear of de-
fault. So traders who be-
lieved that fears about
Morgan Stanley were
likely to intensify could
use swaps to try to turn
a fast profit.

Amid the uncer-
tainty that Sept. 16, Mil-
lennium Partners LP, a
hedge fund with $13.5
billion in assets, asked

to pull out $800 million of the
more than $1 billion of assets it
kept at Morgan Stanley, accord-
ing to people familiar with the
withdrawals. Separately, Mil-
lennium had also shorted Mor-
gan Stanley’s stock, part of a se-
ries of bearish bets on financial
firms, said one of these people.
In addition, the hedge fund
bought “puts,” which gave it the
right to sell Morgan shares at a
set price in the future.

“Listen, we have to protect our
assets,” Israel Englander, Millenni-
um’s head, told a Morgan Stanley
executive, according to one per-
son familiar with the conversa-
tion. “This is not a personal thing.”

Those bearish bets, small
compared to Millennium’s over-
all size, rose in value as Morgan
Stanley shares fell.

That same day, Sept. 16, Third
Point LLC, a $5 billion hedge-
fund firm run by Daniel Loeb, be-
gan to move $500 million in as-
sets out of Morgan Stanley. The
following day, Sept. 17, Third
Point, after seeing the surge in
swaps prices, made a substantial
bearish bet, selling short about
100,000 Morgan Stanley shares,
trading records indicate. Third

Point quickly closed out that po-
sition for a profit of less than $10
million, says one person familiar
with the trading.

Around the same time, hedge
fund Owl Creek began asking to
withdraw its assets, and ulti-
mately took out more than $1 bil-
lion.

On the morning of Sept. 17,
David “Tiger” Williams, head of
Williams Trading LLC, which of-
fers trading services to hedge
funds, heard from one of his trad-
ers that a fund had moved an
$800 million trading account
from Morgan Stanley to a rival.
His trader, who was on the phone
with the fund manager who
moved the money, asked why.
Morgan Stanley was going bank-
rupt, his client responded.

Pressed for details, the fund
manager repeated the
rumor about Deutsche
Bank yanking a $25 bil-
lion credit line. Mr. Will-
iams hit the phones. His
market sources told him
they thought the rumor
false.

But damage already
was being done. By 7:10
that morning, a Deut-
sche Bank trader was
quoting a price of
$750,000 to buy protec-
tion on $10 million of
Morgan Stanley debt. At 10 a.m.,
Citigroup and other dealers
were quoting prices of
$890,000.

As the rumor about Deutsche
spread, Morgan shares fell
sharply, from about $26 at 10
a.m. to near $16 at 11:30 a.m.

Before noon, swaps dealers
began quoting the cost of insur-
ance on Morgan in “points up-
front”—Wall Street lingo for
transactions where buyers must
pay at least $1 million upfront,
plus an annual premium, to in-
sure $10 million of debt. In Mor-
gan Stanley’s case, some dealers
were demanding more than $2
million upfront.

During the day, Merrill
bought swaps covering $106.2
million in Morgan Stanley debt,
according to the trading docu-
ments. King Street bought swaps
covering $79.3 million; Deutsche
Bank, $50.6 million; Swiss Re,
$40 million; Owl Creek, $35.5 mil-
lion; UBS and Citigroup, $35 mil-
lion each; Royal Bank of Canada,
$33 million; and ACM Global
Credit, an investment fund oper-
ated by AllianceBernstein Hold-
ing, $28 million, according to the

documents.
The following day, Sept. 18,

some of those same names were
back in the market. Merrill
bought protection on another
$43 million of Morgan Stanley
debt; Royal Bank of Canada, $36
million; King Street, $30.7 mil-
lion; and Citigroup, $20.7 million,
the trading records indicate.

None of the firms will com-
ment on how much they paid for
the swaps, or whether they prof-
ited on the trades.

“The protection we bought
was a simple hedge, not based on
any negative view of Morgan
Stanley,” says John Meyers, a
spokesman for AllianceBern-
stein. A Royal Bank of Canada
spokesman says the bank bought
the swaps to manage its Morgan
Stanley “credit risk,” and was

not “betting against
Morgan Stanley and
conducted no bearish
trades on its stock.”

King Street, a $16.5
billion hedge fund,
bought the swaps to
hedge its exposure to
Morgan Stanley, which
included bond hold-
ings, according to a per-
son familiar with the
fund. The fund didn’t
hold a short position in
the stock, this person

says.
Spokespeople for Deutsche

Bank and Citigroup say their
trading was relatively small and
meant to protect against losses
on other investments with Mor-
gan, and to handle client orders.
An Owl Creek spokesman says it
bought the swaps “to insure col-
lateral we had at Morgan Stanley
at the time,” and that it contin-
ues to do business with the firm.

Merrill, UBS and Swiss Re de-
clined to comment on the trad-
ing.

As Morgan Stanley’s stock tum-
bled, the number of shares sold
short by bearish investors soared
to 39 million on Sept. 17, nine times
the daily average this year, adding
to the 31 million shares shorted in
the prior two days, according to
trading records.

Mr. Mack sent a memo to em-
ployees on Sept. 17. “I know all of
you are watching our stock price
today, and so am I. ... we’re in the
midst of a market controlled by
fear and rumors, and short sell-
ers are driving our stock down.”

The stock and swaps trading
were feeding on each other. That
afternoon, Mr. Schorr, the UBS

analyst, wrote: “Stop the insan-
ity—we need a time out.” In an in-
terview that day, he said “the
negative feedback loop of stocks
and CDS making each other
crazy shouldn’t be able to de-
stroy the value of companies.”

Scrambling to stop the crisis
of confidence, Mr. Mack phoned
Paul Calello, investment-bank-
ing chief at Credit Suisse, and
asked whether he knew what
was driving the cost of the swaps
up so quickly, say people famil-
iar with the call. Mr. Calello said
he didn’t.

MorganStanley’s chief legalof-
ficer, Gary Lynch, once the SEC’s
enforcement chief, called New
York Stock Exchange regulatory
head Richard Ketchum. He said he
was suspicious about manipula-
tion of Morgan Stanley securities,
and asked whether the NYSE
would support a temporary ban
on short selling, according to peo-
ple familiar with the call.

Mr. Mack called SEC Chairman
Christopher Cox, Treasury Secre-
tary Henry Paulson and others.
Trading in Morgan Stanley securi-
ties, he groused, was irrational
and “outrageous,” and “there’s
nothing to warrant this kind of re-
action,” says a person familiar
with the calls. The steps already
taken by the SEC to prevent cer-
tain types of abusive short selling,
he argued, didn’t go far enough.

In his memo to employees
that day, Mr. Mack had made it
clear that he intended to press
regulators to rein in short sell-
ers. When word about that got
out, hedge-fund managers were
up in arms. Some yanked busi-
ness from Morgan Stanley, mov-
ing it to rivals including Credit
Suisse, Deutsche Bank and J.P.
Morgan. They said the trading
represented legitimate protec-
tion and speculation.

Hedge-fund veteran Julian
Robertson Jr. and James Chanos,
a well-known short seller, both
longtime Morgan Stanley clients,
were both angry. Mr. Chanos says
he “hit the roof” when he heard
about Mr. Mack’s memo.

After the stock market closed
that day, Mr. Chanos decided
that his hedge fund, Kynikos As-
sociates, would pull more than
$1 billion of its money from a
Morgan Stanley account.

“It’s one thing to complain,
but another to put out a memo
blaming your clients,” says Mr.
Chanos, who adds that the devel-
opment all but ended a more-
than-20-year relationship with

Morgan Stanley. He says his fund
hadn’t bought any Morgan Stan-
ley swaps or sold short its stock.

Other Wall Street executives,
concerned about their stocks,
were also calling regulators. At
about 8:15 that night, the SEC
said it would require more disclo-
sure of short selling. Late the fol-
lowing day, Sept. 18, the SEC
moved to temporarily ban short
selling in financial stocks.

Mr. Mack contacted hedge-
fund clients to tell them he
hadn’t single-handedly brought
on the ban, and that he was pri-
marily interested in giving the
market a temporary “time out”
from the volatile mix of rumors
and trading.

But within days, more than
three-quarters of Morgan Stan-
ley’s roughly 1,100 hedge-fund
clients had put in requests to
pull some or all of their assets
from the firm, according to a per-
son familiar with the operation.
Even though most kept some
money at the firm, Morgan Stan-
ley couldn’t process all the with-
drawal requests at once, adding
to market fear.

Morgan Stanley was in a pre-
carious position. During the
Sept. 17 trading frenzy, Mr. Mack
had begun merger talks with
Wachovia Corp. Four days later,
Morgan Stanley shifted course,
becoming a bank-holding com-
pany and gaining wider access to
government funds. Last month,
after raising $9 billion from a
Japanese bank, it received a $10
billion capital injection from the
federal government.

Morgan Stanley must now re-
vise its business strategy to con-
tend with a more risk-averse en-
vironment and the more strin-
gent government oversight that
comes with being a bank-hold-
ing company. Earlier this month,
it announced it would fire about
2,300, or 5%, of its employees.

The cost of insuring its debt
has come back down from its
peak, but its stock remains in the
doldrums. On Friday, it was trad-
ing at $10.05 a share in 4 p.m. com-
posite trading on the New York
Stock Exchange—less than half of
the $21.75 close on Sept. 17.

A month after the mayhem,
Mr. Mack said in an interview
that he had all but given up try-
ing to get to the bottom of what
was driving the trading in his
firm’s securities during those
chaotic days in mid-September.
“It’s difficult to say what’s ru-
mor and what’s fact,” he said.

Continued from Page One
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blestones with droppings. Pedes-
trians ran for cover. A few
opened umbrellas.

Mr. Albarella, dressed in a
suit and a crimson tie, shrugged
off the downpour. “Badges of
honor earned on the battlefield,”
he said, pointing to the drop-
pings that dotted his shoulders.

In recent decades, Rome’s
starling population has begun to
rival that of its residents, testing
the patience of a people who
take special pride in cohabiting
with animals.

Legend has it that the city’s
founders, Romulus and Remus,
were nursed by a she-wolf. To-
day the city maintains strict
codes on the treatment of ani-
mals, such as fining residents
who keep goldfish in bowls
rather than more-spacious
aquariums. Thousands of stray
cats live and lounge in the city’s
ancient ruins, fed and pampered
by locals.

Starlings, however, are often
seen as peskier creatures. They

are unusually gregarious birds
that flock together by the hun-
dreds of thousands, issuing a ca-
cophony of squawks and chirps
from highly developed vocal
chords.

The starlings weren’t always
city slickers. Though the birds
have long flown from Northern
Europe to Rome’s warmer cli-
mate for the winter, they used to
remain outside city limits, roost-
ing in the countryside.

As Rome expanded after the
end of World War II, starlings be-
gan to leave their natural habi-
tats for the city, which offered
warmer temperatures and fewer
predators. By day, flocks contin-
ued to feed on insects and seeds
inthe countryside.By night, how-
ever, the birds began commuting
to Rome to roost in its leafiest ar-
eas: the tree-lined avenues,
parks and riverbanks of the city
center.

Residents and shopkeepers
complain the flocks have taken
over their neighborhoods. Con-
sumer-rights groups have called

on the city to investigate poten-
tial health risks posed by the
birds. Scarecrows are popping
up in piazzas.

“Look at the sidewalk. It’s
empty!” said Luciano Piergentili,
41, surveying the foot traffic out-
side his café as the birds
swarmed overhead. The birds,
he says, have driven away cus-
tomers, and their droppings
have caused a number of slips
and falls, including a recent
scooter accident. “It’s danger-
ous,” he says.

Earlier this month, a Rome-
bound Ryanair Boeing 737 col-
lided with a flock of starlings in
midair. The birds clogged the
plane’s engines just as the jet
was approaching Rome’s Ciamp-
ino airport. The impact forced
the pilot to make an emergency
landing, skidding down the run-
way and flattening landing gear
on one side. A few people re-
ceived medical attention, but no
one was seriously injured. Ciam-
pino airport was shut down for
days as crews worked to clear
the jet from the runway.

On the streets of Rome, the
task of dealing with the starlings
has fallen squarely on Mr. Al-
barella’s shoulders.

His career as a conservation-

ist began in high school when he
stumbled across a fallen black-
cap, a small bird, at a park in his
hometown of Naples. He phoned
the Lega Italiana Protezione Uc-
celli, the Italian League for the
Protection of Birds, for advice,
but the bird’s fate was already
sealed. “I took it in, but there was
nothing I could do,” he recalls.

Mr. Albarella kept in touch
with the organization, volunteer-
ing while he studied animal hus-
bandry in college. Two years
ago, the bird-protection group
hired Mr. Albarella and charged
him with managing relations
with government officials.

The starling quickly landed in
Mr. Albarella’s dossier as rela-
tions between the bird and its
host city soured. For more than a
decade, LIPU, the conservation
group, had been trying to moni-
tor the birds and chase them
away. But the birds had proven
surprisingly resilient.

LIPUinitiallyinstalledstation-
arymegaphonesnear the starling
nests, belting one version of the
starlings’ distress call for days.
But the birds grew accustomed to
the sound, and ignored it.

LIPU then tweaked the
soundtrack “to better simulate a
sense of danger,” Mr. Albarella

says. The birds simply moved to
nearby locations.

Some residents complained
the methods weren’t tough
enough and would only drive the
birds from one neighborhood to
another, spreading the pain. A re-
cent article in Rome daily Il
Tempo mentioned the alterna-
tive of shearing the branches of
trees that attract the birds.

“Those megaphones are scar-
ier than the birds,” the article
read. “It’s a funereal sound that
seems to foretell of deadly
events.”

The bird-protection group’s
strategy is evolving. Today, Mr.
Albarella leads a roaming strike
force—backed by an annual bud-
get of Œ150,000 ($187,000). The
idea is to follow the birds wher-
ever they live, hoping to per-
suade them there’s no safe haven
in the city.

Residents phone or email his
office with tips on the birds’ lat-
est movements, and Mr. Albarel-
la’s team arrives on the scene in
a green Fiat loaded with mega-
phones.

Recently, Mr. Albarella
staked out a row of trees lining
the Tiber River. He had inter-
viewed workers at a nearby hos-
pital to gather clues on the star-

lings’ favorite trees.
Mr.Albarellafollowedatrailof

droppings,stoppingatastretchof
granite where excrement was
splattered several layers thick.
“Thiswillrequireadeeperinvesti-
gation,” he concluded.

The reconnaissance allowed
Mr. Albarella to prepare his “op-
eration.” A couple of days later,
he arrived with a dozen assis-
tants, clad in hooded jump suits
and face masks, who took posi-
tions beneath the trees.

As thousands of starlings be-
gan swooping into the area in gi-
ant flocks, the trees came alive.
Pedestrians cleared the street.
The conservationist, unruffled,
gave the signal, and the squad un-
leashed a simultaneous blast
from the megaphones.

The flocks dispersed. If the
sound stalks the birds wherever
they roost, says Mr. Albarella,
many will return to the country-
side.

Progress is hard to measure.
Mr. Albarella estimates that the
birds still number between three
and four million. Whatever the
result, Mr. Albarella believes the
conflict between man and bird
“must be resolved in the best
way: by satisfying the former
without harming the latter.”

Continued from Page One

Conservationists Stalk Starlings
To Shoo the Birds Out of Rome

* * * *A16 Monday, November 24, 2008 THE WALL STREET JOURNAL.


	Rating Game 4-11-08
	Rating Game 4-11 jump
	Merrill Upped Ante 4-16-08
	Merrill Upped Ante 4-16 jump
	Two Faces of Lehman 10-6-08
	Two Faces of Lehman 10-6 jump
	Behind AIG's Fall 11-3-08
	Behind AIG's Fall 11-3 jump
	Anatomy of the Morgan Stanley 11-24-08
	Anatomy of the Morgan Stanley 11-24 jump

