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COMMENT

A t long last Facebook has filed
for its initial public offering,
the most eagerly-awaited event

in Silicon Valley since Google went
public in 2004. Having read the
prospectus, with its details of how
profitable and cash-rich the social
networking enterprise is, may I
suggest it calls the whole thing off?

There is still time to cancel its
IPO and the filing provides plenty
of reasons why it ought to, and why
Mark Zuckerberg, its founder and
chief executive, would probably be
happier if it did. He could carry on
running Facebook as a private
company and would not have to
justify himself to outsiders.

It begs a question if a company
trying to raise capital from investors
cannot think of anything to do with
the money. Yet this is Facebook’s
predicament – as it admitted in its
filing on Wednesday, its cash flow
and credit “will be sufficient to meet
our operational needs for the
foreseeable future.”

Facebook is far from the average
Silicon Valley start-up, which has
plenty of growth and little by way of
revenues. In fact, it is turning into a
veritable cash machine. Its free cash
flow rose from $190m to $470m
between 2010 and 2011, while its
shareholders’ equity increased from
$2.2bn to $4.9bn.

So what are its plans for the
additional $5bn it may raise from an
IPO? It intends to put the cash into
US government bonds and savings
accounts, and perhaps use some to
pay the tax due on converting into
shares the “restricted stock units” it
has given to its 3,200 staff.

That’s right. Its sole tangible
purpose for the IPO proceeds is to
meet a tax obligation that will be
triggered by going public. Welcome

to the Catch-22 world of the venture
capital liquidity event.

Meanwhile, Mr Zuckerberg does
not want to cede any of the grip that
he has exerted on the company for
the past seven years by allowing the
ordinary shareholders voting rights.
Even the dubious dual-class equity
structure used by Google and others
for Silicon Valley IPOs, with insiders
having 10 times the votes of others,
is not enough for him.

As well as having 28 per cent of
Facebook’s privileged B class shares,
Mr Zuckerberg wields proxy control
of a further 30 per cent of Facebook’s
voting shares. That gives him a
similar level of voting control to that
held jointly by Larry Page and
Sergey Brin following Google’s IPO.

Mr Zuckerberg also has the right
to appoint the directors, and “control
the management and affairs of our
company”. He even granted himself
the ability to pass control to his
chosen successor when he dies, in
true dynastic fashion.

Given that it doesn’t need capital
and doesn’t want shareholders to get
in the way of its autocratic founder,
why the IPO? Apart from meeting
US regulations for a private company
to go public when it gains more than
500 investors, Facebook’s motivation
is clear: to gratify its venture capital
investors and employees.

This is not a cynical statement;
it is a quote from Mr Zuckerberg’s
letter to new shareholders. “We’re
going public for our employees and
our investors,” he writes. “We made
a commitment to them when we
gave them equity that we’d work
hard to make it worth a lot and
make it liquid, and this IPO is
fulfilling our commitment.”

In terms of Silicon Valley’s logic,
it makes sense. The returns from
occasional winners such as Facebook
make up for venture capitalists’
losing bets on thousands of other
start-ups – provided the winners are
sold either to other companies or to
the public markets.

Meanwhile, start-ups attract the
best software engineers by giving
them preferred equity and restricted
stock units in the hope that they
will get rich one day. As the New
York Times reports, even the graffiti
artist who painted Facebook’s walls
took stock rather than cash, and
may gain shares worth $200m.

For the company itself, however,
the logic is far less obvious. As a
corporate entity, Facebook could
clearly thrive without seeking new
shareholders, whose main purpose is
to allow the insiders to get rich and
eventually exit. Facebook’s IPO is
mainly taking place to encourage the
others in Silicon Valley.

There is an alternative. Since Mr
Zuckerberg regards shareholders as
a necessary inconvenience, he should
study Cargill, the privately held
commodities firm that also operates
in 70 countries and “helps customers
succeed through collaboration and
innovation”. Founded in 1865, it has
yet to file for an IPO.
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Romney can turn private equity into political capital
It is a good message for Mr

Romney, and not only because it’s
on the mark. It would allow him to
knit together technocratic insights
that he espouses anyway. And it
would give him the opportunity to
blend his biography with his
campaign pitch, playing up his
strength as an equity investor while
connecting with popular fury about
the hangover from the credit bust.

When critics attack his record at
Bain Capital, Mr Romney should
meet them with firmness (which
shows character) and contrition
(which shows he is not a teetotalling
robot). Look, he should tell people,
private equity guys buy companies,
shake them up, destroy unproductive
jobs and create better ones: I won’t
apologise for that. But yes, he should
continue, I have learnt the painful
lesson of the credit crisis. Private
equity funds often load companies
with crushing debt burdens. This
leverage can be too much.

Mr Romney could attack debt in
the public sector, and he’d find it
easy to do that. Between 1789 and
2008, 43 US presidents piled up a
national debt of $6.3tn. The Obama
administration is on track to borrow

more than that in just four years.
Admittedly, the president had no
choice but to borrow in the short
run, given private-sector
deleveraging. But his failure to
tackle the long-term deficit leaves
Mr Romney ample scope for attack.

Next, Mr Romney could take aim
at household debt. Sticking to his
capitalist principles, he could point
out that the mortgage bubble was
encouraged by government tax relief

for home loans; appealing to the
struggling middle classes, he could
point out that these subsidies serve
to coddle millionaires. What’s more,
the subsidies fail to drive America’s
rate of home ownership above that
of comparable countries. Mr Romney
should take on the mortgage-
industrial complex, confident that

the facts are on his side. Finally,
Mr Romney could attack debt in the
banks. However much bank bosses
shriek that leverage limits are “anti-
American”, banks could support job
creation with far less debt and far
more equity. A lender’s capacity to
hold assets is independent of its mix
of liabilities: a bank that wants to
lend $100 can do so by raising $1 of
equity and $99 of debt, putting the
entire economy in jeopardy, or it can
raise $20 of equity and $80 of debt,
sparing taxpayers the risk of a bail-
out. Mr Romney’s pitch to Main
Street should be: trust me to clamp
down on Wall Street. I understand
business. I know that when bankers
say they can’t operate without that
wacky leverage, they are making
stuff up.

You can anticipate the pushback:
if banks could do their work with
much less borrowing, why do they
claim otherwise? This question is a
gift to Mr Romney, since it gives
him a chance to showcase his pro-
capitalist side. Banks gorge on debt
because of government distortions,
he could argue: the implicit promise
of a bail-out constitutes a subsidy for
heedless borrowers, and the tax code

He should take on the
US’s mortgageindustrial
complex, confident in the
knowledge that the facts
are on his side

Even the graffiti artist
who painted Facebook’s
walls took stock rather
than cash, and may gain
shares worth $200m

No more half hearted efforts in Syrian diplomacy
Itamar Rabinovich

sectarian, dominated by the Alawite
community and sustained by Iranian
Shia patrons. Thousands of Syrians
are willing to risk injury and death
to protest on the street.

But sectarianism is also a source
of strength: a cohesive community
controls the army, the security
apparatus and the government
machinery. The middle classes in
Damascus and Aleppo and such
minority groups as Christians and
Druze have yet to oppose the regime.
People with a stake in the status quo
are afraid of another Islamist
takeover or simply of anarchy. They
look west to Lebanon and east to
Iraq, and decide they prefer the
status quo. Meanwhile, the Syrian
opposition is divided and shapeless.

Thus, the domestic situation in
Syria is not like that of Egypt or of
Tunisia. Nor does its external
vulnerability remind one of Libya.
The US and Europe also view this
regime as illegitimate but Russian
and Chinese opposition to
intervention is stronger. Israel has
been atypically quiet and passive,
even though it no longer prefers
Mr Assad as “the devil we know”. It

is primarily concerned with the
desperate measures his regime could
resort to as its parting shot. Military
intervention by the west, even if the
UN Security Council authorised it,
would be costly and chaotic.

And unlike Libya, it is difficult to
overestimate the importance of the
Syrian crisis for the region. Iran
views Syria as its most important
regional client – its land bridge to
the Shia community in Lebanon and
to the Mediterranean. Iraq is already
the scene of a Sunni-Shia conflict.
Lebanon is a failed state where a
Shia group, Hizbollah, is more
powerful than the state. If Syria
remains a battleground, a large
swath of land from Iraq to the
Mediterranean will be in play.

What could end the stalemate in

favour of political transition? There
are three interrelated variables: the
army; the bourgeoisie of Damascus
and Aleppo; and the international
community. A change of attitude in
one could affect the others, and tip
the balance against the Assads.

Let us assume that the middle
class of Damascus or Aleppo joins
the fray. This would force the regime
to use large units of the regular
army rather than special forces or
gangs. The number of victims would
rise dramatically. Desertions would
accelerate. Public pressure for action
from the Arab league and the west
would intensify. This could very well
lead to the end of the regime.

But this has yet to happen and
the status quo is unacceptable.
Military intervention is not being
contemplated by those who can
execute it. In contrast, the three
main parties who can and must
escalate pressure on the Assads have
adopted a halfhearted approach.
(Russia’s approach has been effective
thus far because it knows precisely
what it wants.) The western powers,
Turkey and the Arab League must
expand economic and other

sanctions, recognise the opposition
as the legitimate representative of
the Syrian people and suspend
Syria’s membership in Unesco and
other UN bodies. Most importantly,
they must overcome their own
ambiguity and send a clear message
to Moscow and Damascus that they
are determined to act – and if need
be do so – without the UN Security
Council’s sanction.

The Syrian opposition must also
overcome its divisions and present a
coherent front with a clear agenda
that would generate more domestic
and international support.

All of these steps could weaken
the Assads’ ability to maintain a
semblance of normalcy; increase
internal dissension; tilt the position
of Damascus and Aleppo; and
ultimately expedite the Assads’
collapse. Syria is not a lost cause.
Hastening the departure of a doomed
and violent regime is possible,
charitable and statesmanlike.

The writer, Israel’s former chief
negotiator with Syria, is the author
of ‘The View From Damascus’ and
‘The Lingering Conflict’

Diplomatic and media interest
in the Syrian crisis has
focused in the past few days

on Russia’s obstruction of more
effective UN action. But irritating as
Moscow’s policy is, it is but one
aspect of a complex puzzle.

Ten months after the outbreak of
the Syrian version of the Arab
spring, President Bashar al-Assad’s
regime continues its slow decline
towards collapse. The developments
of the past few days – the failure of
the Arab League’s mediation effort,
the regime’s loss of control over
additional parts of the country,
further desertions from the army and
the high-level discussion at the UN –
reinforce this trend but do not yet
add up to a more dramatic change.
While the Assad regime is ultimately
doomed, the western powers, Turkey
and the Arab League must do more
to speed up the inevitable.

Regime and protesters are
currently battling to a finely
balanced draw. The regime is seen
by most of the Sunni population as

Sebastian Mallaby

Florida’s Republicans have
spoken and Mitt Romney has
regained his frontrunner status.

But like George H.W. Bush – another
decent, diligent, dynastic Republican
– Mr Romney has an enemy more
terrible than any mortal rival: he
has a problem with the Vision
Thing. Despite the fuss about his
tax returns, his trouble is not that
he made millions as a private equity
baron. It’s that managerial
credentials are all he has going for
him. His campaign is devoid of an
animating idea.

So here is a modest suggestion for
Mr Romney – one that allows him
to be both staunchly capitalist and
stirringly radical, pro-business and
yet mad as hell. Mr Romney should
declare war on the central flaw of
modern American capitalism: its
addiction to debt. Government debt,
household debt and especially bank
debt should become his whipping
boys. Equity-based capitalists –
entrepreneurs who are willing to
take the risk of owning things –
should become his heroes.

Philip Stephens

troubled times French voters will
opt for Mitterrand Mark Two.

If France wanted to succeed,
Mr Sarkozy declared in a lengthy
television interview, it had to
become more like Germany. France,
he said, lagged behind the economic
performance of its neighbour.
Structural reforms in Germany had
created jobs, jobs and more jobs.
France would take the same route.

The president promised that he
would reduce labour costs for
business and loosen the straitjacket
of the 35-hour working week. Cuts
in the social charges on companies
would be paid for by an increase in
value added tax. France had lost
500,000 jobs in the industrial sector.
Restoring competitiveness would
reverse the trend.

Mr Hollande will have none of this.
He summons up the Mitterrand who
declared France must be allowed to
dream. Affable and unflashy, the
socialist candidate talks about
restoring modesty to the Elsyée and
confidence and hope to the nation.
He has promised to renegotiate
Ms Merkel’s austerity pact to secure
a commitment to economic growth.
He wants to relax the rise to 62 in
the retirement age, and he promises
state-funded employment for the
young jobless. And, if the president

The French election is shaping up
as a contest of the Mitterrands.
François Hollande is offering the
voters the newly-minted president of
1981: a confident socialist certain
that France could make its own way
in a hostile world. Nicolas Sarkozy
prefers to summon up Mitterrand in
his subsequent guise: the hard-bitten
realist forced by events to embrace
the German way of economics.

Some arguments do not go away.
I was in Brussels this week when
eurozone leaders signed up to
Angela Merkel’s fiscal pact. The
meeting reminded me of my time
as a young journalist in the Belgian
capital during the early 1980s. The
big story then, as now, was all about
currencies and deficits. The
Germans, I seem to recall, were
demanding strict fiscal discipline
from their European partners.

Mitterrand had come to office
promising an expansionist policy in
defiance of the economic shocks of
the 1970s. The banks would be
nationalised and the state would
assume its proper role as the engine
of prosperity. That was the theory.
By March 1983, Keynsianism-in-one-
country had forced France into two
devaluations against the D-Mark in
the European Monetary System.
Helmut Kohl’s German government
declared enough was enough.

At an emergency meeting of
finance ministers, Germany
presented France with a programme
of fiscal austerity as the price of
acquiescence in a third franc
devaluation. An outraged Jacques
Delors – I still remember his
expression – rushed back to Paris
for consultations at the Elysée.
The president shrugged and told
his finance minister to go back and
sign up to the German demands.
Mitterrand moved swiftly to the
political centre and embraced
le franc fort. From here, monetary
union became the logical destination.

This week it was Mr Sarkozy’s
turn to claim the mantle of realism.
Trailing Mr Hollande in the opinion
polls, he faces the prospect of
becoming only the second of the
Fifth Republic’s one-term presidents.
The first, Valéry Giscard d’Estaing,
was beaten, well, by Mitterrand
Mark One. Mr Sarkozy is gambling
that this time, however, realism will
trump idealism: that in such

wants to tax financial capitalism,
Mr Hollande sounds as if he would
wage war on it. “My real adversary,”
he says, “is the world of finance.”

Study the fine print and the
contrast is not quite as stark as
implied by the campaign rhetoric.
Mr Hollande, for example, is keen to
stress that his spending pledges
would be paid for with tax increases
for the wealthy and big business,
leaving the fiscal deficit on its
present downward trajectory. That
said, there is more to the contest
than differences of texture and tone.

With his ratings about as low as
they can fall, Mr Sarkozy’s pitch is
that of a leader ready to face up to
unpalatable truths. The voters may
not like him, but they need him.
Mr Hollande, with a hankering for
consensus, lacks sharp definition. His
appeal is to the heart – to a belief
that France can steer its own course
instead of being carried along in the
currents of global capitalism.

Ms Merkel has made her choice.
Even before Mr Sarkozy has officially
declared his candidacy, the
chancellor has announced she will
join him on the campaign trail. Mr
Hollande’s call for a rewriting of the
statutes of the European Central
Bank must have been the last straw.

French voters, however, seem less

inclined to decide. They disdain
Mr Sarkozy and are tempted by
Mr Hollande’s promise of an end to
endless austerity. But the opinion
polls do not speak of a nation that
has firmly made up its mind.

Even predictions of which two
candidates will progress through the
first round to the run-off vote look
precarious. Mr Hollande has held a
steady lead, but has rarely polled
much above 30 per cent. Mr Sarkozy
has been stuck at a little below
25 per cent. The candidate with
momentum has been Marine Le Pen,
whose xenophobic National Front is
up at nearly 20 per cent. She hopes
to repeat the feat of her father in
2002 by pushing out one of the main
candidates in the first round. To
complicate things further, François
Bayrou, a centrist conservative, has
also seen a steady rise in support.

My French friends tell me their
compatriots would rather hide under
the bedcovers than make a clear
choice. Does France want to keep
running to keep up with Germany;
or does it want to lead a rebellion
against economic orthodoxy? Well,
choose it must. Either way, though,
the next president can claim the
mantle of Mitterrand.

philip.stephens@ft.com

A telling tale of two Mitterrands

Syria is not a lost cause.
Hastening the departure
of the violent Assad
regime is both possible
and statesmanlike

idiotically favours leverage by taxing
equity more heavily than debt. A
system that levies a seemingly
modest 15 per cent tax on dividends
on top of a tax of up to 35 per cent
on corporate profits exaggerates the
sense that private equity barons pay
a scandalously low tax rate; but Mr
Romney doesn’t need to say that.
He should simply point out that
favouring debt over equity makes
no more sense than favouring
coal mines over wind power.

Of course, Mr Romney may feel
this is all too radical. Having mocked
Newt Gingrich for his grandiosity –
the man proposed a moon colony! –
he may feel he is better off without
a big idea. But the next US president
must be ready to make bold
arguments and win them and to do
so in the face of Washington’s
maddening gridlock. The American
people may not be ready for
Gingrich and his 51st state featuring
citizens in spacesuits. But they don’t
love empty suits, either.

The writer, an FT contributing editor,
is Paul A. Volcker senior fellow for
international economics at the
Council on Foreign Relations

Inflation
targeting has
not delivered
the economic
stability we
all crave, writes
Stephen King
www.ft.com/
thealist

A  The list 

FEBRUARY 3 2012 Section:Features Time: 2/2/2012 - 19:06 User: paleita Page Name: COMMENT USA, Part,Page,Edition: USA, 9, 1

andrew.green
Line

andrew.green
Line

andrew.green
Line



FINANCIAL TIMES THURSDAY MAY 10 2012 ★ 9

My lessons from life as a Chinese central banker
David Daokui Li

often stay in office for as long as 10
years and are as concerned about
their legacy as long-serving central
bankers such as Alan Greenspan.

In reality, China’s close co-operation
with economic agencies is a stronger
defence against local governments,
equity investors and property
developers – all of whom push for
easy money policies – than a pure
independence model. The MPC
consists of officials not only from
the central bank, but also from the
finance ministry, and the banking,
securities and insurance regulatory
agencies.

Knowing this, I was nevertheless
shocked when the Chinese premier
recently said that only two factors
had the potential to undermine his
government: corruption and inflation.
He does, of course, have some
influence over these factors.

My second lesson: do not be
overconfident in the power of price
instruments. Textbooks preach that
prices are the most fundamental
signals in a market economy.
However, in reality, price signals in
the monetary system may not work
quickly enough. We should be
modest in our expectations for
interest and exchange rate policies.

Take the trade balance, which does

not respond quickly to exchange
rates. It depends upon existing
contracts between importers and
exporters, which cannot quickly
respond to exchange rate changes.
It might be a policy objective to
reduce the trade surplus but a fast
appreciation of renminbi against the
dollar is likely to cause speculation
of further appreciation, creating
bubble-like exchange rate dynamics.

My third lesson: respect investor
sentiments but work steadily and

patiently against them. These are
actually the most important drivers
of economic fluctuations.

Unfortunately for central bankers,
I estimate that monetary policies can
influence, at most, 50 per cent of
investments. In China, this figure
was about 70 per cent before the
financial crisis. A central banker
must respect investor sentiments, not
because they are correct but because
they have an overwhelming
momentum, like a huge oil tanker.
How do you change the direction of
such a huge tanker? Steer early and
steadily, while staying patient and
not expecting instant response.

Since the financial crisis, China’s
central bank has been carefully
steering against investor sentiments.
Between August 2008 and June 2009,
Chinese investors were largely
pessimistic. Monetary policies were
then aimed at delicately changing
investors’ minds through cuts in
interest rates and deposit reserve
ratios. By mid-2010, however,
investor sentiments had swung in
the other direction – annual output
growth was running at 10 per cent.
Tighter policies were then pursued,
together with stronger banking and
property market regulations. By
mid-2011 sentiments finally stabilised.

Looking to the future, what is the
most important question for China’s
central bankers? In my opinion, it
has to be how to lower China’s huge
stock of broad based-money in
renminbi - equivalent to $14tn or 190
per cent of gross domestic product.
Thirty per cent is locked up at the
PBoC, giving it the largest central
bank balance sheet in the world. An
amount this large is a perennial
destabilising force for the entire
economy, which is at the mercy of
the mood of the depositors.

China needs reform. It must
enhance the size of its securities
markets, especially the bond
markets, in order to lure bank
deposits. China must also implement
bank loan securitisation, ie convert
some of the good quality bank loans
into bonds so that banks can raise
capital and become more robust.
Until these steps are taken the
capital account cannot be fully
convertible, the exchange rate cannot
be fully liberalised and the renminbi
cannot be a genuinely international
currency.

The writer is a professor of economics
at Tsinghua University and a former
member of the People’s Bank of China
Monetary Policy Committee

W hen I became one of three
academic members of the
People’s Bank of China’s

Monetary Policy Committee in April
2010, I knew I was unprepared,
despite teaching economics for
nearly 20 years in the US and Hong
Kong before returning to China. In
fact, few people could have been
prepared: China has a large and
mixed economy and its institutions
are still young. The financial crisis
made my task even harder, since it
exposed the deficiencies in
traditional macroeconomic theories.

Following my term on the
committee, I think I have learnt
three fundamental lessons, which
may be useful for those trying to
understand how monetary policy is
made, not least in China.

First, central bank independence is
an unhelpful superstition. In theory,
independence is a good defence
against pressures from politicians
facing re-election. The PBoC is under
the control of the state council, and
not run under by autonomous bank
staff. This may suggest that Chinese
officials are subject to strong political
whims. Perhaps, but Chinese leaders

COMMENT

Bank independence was a wellintentioned failure
the BoE dithered as the financial
crisis started in 2007, Britain would
have been quicker to spot the
dangers, providing greater protection
against the global crisis of
confidence that occurred after the
collapse of Lehman Brothers.

There is also no doubt the media,
parliament and financial markets
would have scrutinised ministers
more carefully than central bankers
in the period before the crisis.

With the benefit of hindsight, the
first 15 years of BoE independence
should be seen as a well-intentioned
failure, so it is all the more
surprising that the central bank is
about to be granted greater powers
over system-wide financial stability
and banking supervision.

Since the change is already hard-
wired, it is more important than ever
for there to be sufficient checks and
balances in financial regulation. The
biggest beneficiary of such
constraints is the BoE itself, which
makes the opposition of governor Sir
Mervyn King all the more bizarre.

Andrew Tyrie, who chairs the

House of Commons committee that
oversees the central bank, has been
tireless in helping the BoE to help
itself, with little success. Far from
supporting greater transparency and
stronger governance, the BoE’s top
brass has been shouting its
opposition from the rooftops.

In addition to Mr Tyrie’s important
proposals to turn the BoE court into
a proper board that could provide
challenge to a powerful unelected
institution, I would suggest four
additional changes. Some require
amendments to legislation at present
before the House of Lords, others
need a change in attitude from
Threadneedle Street. Some may have
application beyond Britain, too. First,

the governor’s role needs to be
curtailed. In a constitutional
democracy, there is no place for a
monarch in the UK’s most important
economic institution. As Ed Balls,
shadow chancellor, has rightly
pointed out, the present proposals
require someone superhuman for the
role and few exist. It would be better
for the legislation to stipulate that
the deputy governors for monetary
policy, financial stability and
banking supervision chair their
respective policy committees with
the governor acting as non-executive
chairman of the board.

Second, there should be additional
transparency to enable closer
scrutiny of the BoE. There is no
justification for the special
exemption from the Freedom of
Information Act – a British law that
gives citizens the power to request
information from official bodies – it
enjoys, nor for it to withhold the
details of its forecasts.

Third, the BoE should instigate a
lessons-learnt review of its
performance in the crisis and seek

amendments in the legislation to
ensure similar reviews would be all-
out-automatic after future shocks to
economic or financial stability.

Fourth, the BoE’s court should
demonstrate its independence from
the executive by demanding a
physical shake-up of the bank’s
operations as staff join from the
Financial Services Authority.

The BoE has signed a long lease
on a new property to house these
staff. It would be better to locate the
governor and existing staff from
Threadneedle Street into the new
building to encourage the two
institutions to mix.

Sir Mervyn cannot retire with a
happy economic legacy. But if the
BoE were to call for these changes,
the governor could demonstrate he
built a modern and powerful central
bank. “In everything the BoE does, I
and my colleagues are conscious that
we are accountable to you,” Sir
Mervyn told his BBC radio audience
last week. Now it is time to show it.

chris.giles@ft.com

It is hard to argue that
elected politicians would
have adopted a more
irresponsible policy
stance than the BoE

Chris Giles

Investment is
the key to
green growth.
Companies can
be persuaded
to spend, writes
Nicholas Stern

ft.com/alist
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Law firms
have struck
the limits of
partnership

creation in a 2007 merger of two
gilded names in New York corporate
law, it issued $125m of bonds to
supplement a bank credit line of
$100m. Given that law firms
shouldn’t need capital, as long as
they can pay their bills and their
employees, that was a warning.

It made another set of
unsustainable pledges by promising
multimillion dollar payments to
some partners while asking juniors
to buy their way into the
partnership, often with loans. Like
other US law firms, its “partnership”
was extremely unequal – some
partners got $5m or more while
others got $300,000 or less.

Like its rivals, it also “leveraged”
its highly paid (and less highly paid)
partners by getting trainees to do
the grunt work for them. Law firms
raised profits by billing their clients
highly for associates’ work – profits
per equity partner at the top 100 US
firms tripled between 1995 and 2007.
“Frankly, they could get away with
it,” says Tony Williams of Jomati, a
legal industry consultant.

Dewey was particularly badly run
– its former chairman Steven Davis
is under criminal investigation by
the Manhattan district attorney – but
the pressures it has faced since the
2008 crash are common. “What they
did, while extreme in degree, was
not different in kind from what
many firms have done,” says Bruce
MacEwan of the industry
consultancy Adam Smith Esq.

Like other professional services
firms on Wall Street and in the City
of London, law firms now face a far
less friendly business climate. Deals
used to be plentiful and they could
charge clients a lot without much
scrutiny, but that era has passed.

“Firms of this sort operate much
more like big businesses than they
used to,” Mr Davis told Fortune in a
last act of hubris in March. In
practice, Dewey interpreted this as
becoming bigger and riskier but
remaining a partnership run by

Partnership has helped these firms
resist changes common in other
industries. “Suppliers to the motor
industry, major supermarkets and
fashion retailers are expected by
customers to innovate continuously
and reduce the cost of their products
. . . the legal sector has been
insulated,” says Jomati in a study
called “After the Golden Age”.

The obvious way for the industry
to develop is to divide into a few
top-end firms and some large utilities
that employ paralegals and lower-
paid lawyers to do standard work.
The evolution has been encouraged
in the UK by the introduction this
year of “alternative business
structures” – law firms that are
owned by non-lawyers.

Some UK and Australian
companies are taking advantage but
US lawyers still guard their turf –
outside ownership of legal firms is
barred and the New York State Bar
Association has told members they
cannot be employed by firms with
non-lawyer owners. Guild instincts
run deep.

In the long term this is untenable.
Dewey pushed the notion of equity
partnership at law firms to breaking
point, financing itself with debt
rather than accepting its reduced
status. The industry it leaves behind
no longer has that luxury.

john.gapper@ft.com

lawyers who gave large rewards to
each other. It spurned the corollary
disciplines – professional managers
and external shareholders.

Partnership is under strain in
other firms, especially those that
have abandoned the old “lockstep”
remuneration based on seniority for
a division between star “rainmakers”
who bring in clients and “service
partners” who execute transactions
behind the scenes with associates,
and are second-class citizens.

At a similar moment in their
history, investment banks broke
with partnerships and went public.
Goldman Sachs held out for the
longest of the big firms and finally
opted for an initial public offering
after the 1994 bond crisis, in which
partners threatened to leave, taking
capital with them.

Law firms do not face such
immediate pressures. They are
advisory, not trading businesses,
with no need for capital in their
day-to-day operations. As long as
they can generate sufficient cash to
finance growth without having to
reduce the rewards of top partners,
the structure is viable.

But it will not work indefinitely
for lower-octane firms – the Deweys
of the world. They will either have
to carry on without the benefit of
leverage, some collapsing and being
absorbed into other partnerships, or
find a new way to operate.

Leverage
comes in
various
forms and
Dewey used
all of them

It is sad to see a venerable
partnership disappear but Dewey &
LeBoeuf, the New York-based law
firm, wasn’t one any more.

The sight of Dewey partners and
employees in New York walking out
with their belongings in cardboard
boxes as their firm teeters on the
edge of collapse brings back
memories of Lehman Brothers’
demise in 2008. Like Lehman, Dewey
was a second-tier institution that
over-borrowed and overextended
itself in a push to become one of
its industry’s global elite.

Unlike Lehman, which went public
in 1994, Dewey was still owned and
run by its partners – US law firms
are barred from allowing non-lawyers
to become shareholders. But
partnership ain’t what it used to be.
Not only did Dewey ill-advisedly
borrow $200m to expand, but it set
owner against owner.

Dewey is already a symbol for
over-ambition and spectacular
mismanagement. It is also a warning
for those in a similar bind – trying
to glue a partnership together with
leverage is the way to destroy it.

In austere times, with greater cost
pressures, law firms cannot borrow
money and make rash promises to
force their way into the top tier.
Those beneath the UK’s “magic
circle” and firms such as Cravath
and Davis Polk in the US will have
to be more like utilities. They will be
lower-margin businesses doing higher
volumes of ordinary work, perhaps
owned by outsiders.

Leverage comes in various forms
in the legal industry and Dewey
employed all of them. After its

John Gapper

No one can pretend to know
whether Spain is illiquid or
insolvent without gauging the

size of the black hole that is the
country’s banking sector. The
Spanish government is finally
starting to do this: Bankia and other
banks are reportedly set to receive a
capital injection from Madrid. With
the Spanish economy contracting
sharply and with unemployment
soaring, it was inevitable that the
government had to bail out the
banks. But this only deals with one
piece of the puzzle. Without growth,
the Spanish sovereign will need a
bailout as well.

Spain’s credit boom peaked in 2008
when the supply of cheap, external
finance began to fall sharply. Four
years later, Spanish banks’ asset
quality continues to plummet. The
sector will require €100bn-€250bn in
recapitalisation later this year to
maintain a 9 per cent core tier one
capital ratio, the minimum stipulated
by the European Banking Authority.
In the meantime, there are concerns
about the capacity and appetite of
Spanish banks to support the
sovereign, particularly amid rating
downgrades and deposit withdrawals.

Ideally, a bailout for Spanish banks
should come immediately and in the
form of direct capital injections from
the EU bailout funds. Germany
remains staunchly opposed to this,
as it would mean giving up the stick
of conditionality and feeding Spain
the funding carrot. Such an option is
also resisted by the Spanish
authorities as the EU taxpayer will
in effect take over their banks.

Instead it looks like a bailout for
Spanish banks has been postponed
until the very last minute. The cost
of a bank bailout would then be
foisted on to the Spanish sovereign’s
balance sheet.

Bank bailouts on this scale may
well bring the Spanish state to its
knees. If they don’t, Spain’s public

and external debt positions will.
In order to stabilise its public debt

levels after a bank recapitalisation,
Spain would have to generate a
swing in its public finances that is
not only unrealistic, but also self-
defeating. The tax rises and spending
cuts required would make the
recession deeper and cause the
primary balance to deteriorate.

In order to put itself on a path
towards external debt sustainability,
Spain would need a huge adjustment
in its trade balance. In the short run,
a fall in domestic demand could
quickly improve the trade balance.
However, in the medium term,
Spain can only service its foreign
debt if it finds balanced and
sustainable growth, which requires a
real-terms depreciation that will not
occur unless the value of the euro
falls sharply.

Anyone who has closely followed
developments in the eurozone will be
struck by déjà vu looking at Spain’s
current predicament. The
corrosiveness of banking sector
uncertainty for investor confidence
in Spain is reminiscent of Ireland in
2009 and 2010. Spain’s austerity-
recession feedback loop is similar to
the process that fed the economic
contraction in Greece and Portugal.

And yet despite the clear signs of
failure in the existing bailout
countries, the EU looks set to pursue
an unchanged plan in Spain. But the
crucial difference between Spain and
the bailout countries is size. If things
go wrong in Greece, Portugal and
Ireland, a second bailout is
affordable. But there can only be one
roll of the dice for a country as large
as Spain.

A bailout package would buy some
time for Spain, but time will only
help if it is used to generate
economic growth. By making private
claims on the sovereign junior to the
claims of the troika (European
Commission, European Central Bank
and International Monetary Fund)
even a bailout risks reducing the
chances of it regaining market
access. Moreover, with economic
indicators showing Spain sinking
further into recession, a turnround
in the country’s economic
performance would require a
significant shift in policy: monetary
easing by the ECB, a weaker euro,
fiscal stimulus in the core, less front-
loaded austerity in the periphery,
more international firewalls and debt
mutualisation.

The only way for there to be a
happy ending in Spain is if action is
taken swiftly in Brussels, Frankfurt
and other European capitals. But
that is not likely to happen. The
eurozone periphery and Spanish
crisis look like a slow-motion train
wreck.

The writers are respectively chairman
and director of European economics,
Roubini Global Economics

Nouriel Roubini
and Megan Greene

Desperately
seeking a
bailout for
Spain and
its banks

Bank bailouts may bring
the Spanish state to its
knees. If they don’t,
Spain’s public and
external debt will

Every so often we should apply
Monty Python’s Life of Brian
to a new situation. “What has

Bank of England independence ever
done for us?” I have asked this
counterfactual question of many
senior figures over the past two
months and no one had a great
answer. None exists.

The traditional argument for
central bank independence rests on
preventing politicians from cutting
interest rates before an election and
stoking an unsustainable credit
expansion. We don’t know what then
prime minister Gordon Brown would
have done with the monetary policy
lever, but it is difficult to make the
case that elected politicians would
have adopted a more irresponsible
policy stance than the unelected
officials at the BoE.

By contrast, it is simple to build a
compelling counterfactual case that
policy would have been better
without BoE independence. Knowing

Collateral damage

Still to come in the series:
Mark Carney explains his approach
to monetary policy; Liaquat Ahamed
compares today’s central bank heads
with those of the 1920s and 1930s

Visit www.ft.com/collateraldamage
to read our series on central banks
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The nine dragons stirring up the South China Sea
was even speculation that China was
preparing for war. Beijing seems to
have pulled back from that bellicose
brink. But China has wounded the
Philippines in other ways. It has left
shiploads of bananas rotting on its
docksides, threatening the livelihoods
of up to 200,000 Filipino farmers. And
Chinese travel agents have cancelled
tours to the Philippines, ostensibly
on safety grounds.

Manila’s inability to defend what
it regards as clear territorial rights
has been sorely exposed. Last year,
Benigno “Noynoy” Aquino, the
president, admitted rather
charmingly that the idea of the
Philippines’ ill-equipped armed
forces taking on China was like a
boxer trying to fight trapped inside
a barrel. The problem for the
Philippines, as with Vietnam –
another country that has rubbed
Beijing up the wrong way in the
South China Sea – is that China
claims virtually the entire strategic
waterway. It produced an infamous
“nine-dashed-line” map marking the
waters it claims – like a huge lolling

tongue licking its neighbours’
coastline. In recent years, incidents
at sea have escalated, suggesting
Beijing is getting bolder. In 2009,
Chinese vessels provoked a
diplomatic dispute with Washington
by surrounding a US survey vessel.
Last year, marine surveillance ships
clashed with both Philippine and
Vietnamese seismic vessels. To
some, China’s insistent defence of
its (exaggerated) claims is evidence
that it is developing the equivalent
of a Monroe doctrine in its own
back-yard pond.

In his book about what he sees as
a Sino-American clash for mastery in
Asia*, Aaron L. Friedberg, of
Princeton’s Woodrow Wilson School

of Public and International Affairs,
says China has three foreign policy
axioms: “avoid confrontation”, “build
comprehensive national power” and
“advance incrementally”. Beijing’s
stepping up the ante looks very
much like “advance incrementally”.

That may be Beijing’s long-term
goal. For now, according to an
excellent report by International
Crisis Group**, a Brussels-based
conflict resolution body, the reality
may be messier – and more
dangerous. That is because a
proliferation of agencies – not the
Chinese government itself – may be
pushing the boundaries of China’s
policy. These are the dragons that
are “stirring up the sea”. They
include Customs Law Enforcement,
China Fisheries Law Enforcement
Command, the Maritime Safety
Administration, China Marine
Surveillance, and so on.

“There’s a multi-level game going
on,” says Michael Wesley, executive
director of the Lowy Institute for
International Policy, a Sydney-based
think-tank, who says competing

agencies have an incentive to keep
tensions high in order to attract
bigger budgets.

“The name of the game has been
to use law enforcement as a proxy
for the grander sovereignty dispute,”
says Stephanie Kleine-Ahlbrandt, one
of the authors of the ICG report.

The “arms race” being conducted
by these marine agencies could even
be more dangerous than the real
thing, she warns, because their ships
are more easily deployed and they
have fuzzier rules of engagement.

Mr Wesley says China’s long-term
goal is to push out of the South
China Sea into the wider Pacific.
Ms Kleine-Ahlbrandt fears it is only
a matter of time before China either
dominates the disputed fishing
grounds or comes to blows with
Philippine vessels. When Deng talked
of Beijing hiding its light, he
evidently didn’t count on the bright
eyes of China’s nine dragons.

*A Contest for Supremacy
**Stirring up the South China Sea

david.pilling@ft.com

China has left shiploads
of bananas rotting on its
docksides, threatening
the livelihoods of up to
200,000 Filipino farmers

David Pilling

How to get out
of Afghanistan.
Nato’s summit
must produce a
new policy, says
Francis
Fukuyama
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JPMorgan’s
fiasco exposes
the myth of an
imperial CEO

dual voting structures. Caveat
emptor, says the corporate emperor.

There are signs of change: 40 per
cent of JPMorgan Chase investors
voted this week to have an
independent chairman. But this
move towards shareholder democracy
– like the “shareholder spring” in
London – has been outweighed by
the rush of Silicon Valley initial
public offerings in which the
company founders have arranged to
retain absolute control.

The JPMorgan fiasco illustrates the
danger in this. One lapse does not
make Mr Dimon a poor chief
executive – although we have yet to
discover exactly what happened –
but he has been behaving
imperiously. Upset by new financial
regulations, he berated regulators
and barked at central bankers.

“Given a choice between a very
good CEO and a ‘star’ CEO, the
former is preferable to the latter.
Very good CEOs tend to get the job
done reliably, without undue fanfare
. . . Star CEOs, by contrast, may
conflate the institution’s success
with their personal goals . . . may
start to believe their own press.”

That warning came not from a
shareholder activist but from the
Group of Thirty, a group of bank
executives and central bankers in a
report on the governance of financial
institutions. Its report, published a
day before Mr Dimon’s “teapot”
remark, also noted the “compelling
logic” of splitting the chairman and
chief executive.

Mr Dimon is Wall Street’s last star
CEO. With Lloyd Blankfein of
Goldman Sachs on the defensive and
Dick Fuld of Lehman Brothers
departed, the “too big to fail” banks
are being managed by low-key, more
emollient, leaders such as Vikram
Pandit of Citigroup and Brian
Moynihan of Bank of America. In
both of these cases, the board is
headed by a non-executive chairmen.

JPMorgan remains Jamie’s show.
Until now, that has produced good

company at which the chief
executive also chairs the board, but
particularly to banking institutions,
where risk oversight is vital. They
can easily boost revenues by taking
on trading or lending risk. The
question is whether they are doing it
wisely. In this case, clearly not.

At the annual meeting this week,
Mr Dimon rejected criticism of his
membership of the New York
Federal Reserve’s board of governors:
“It is not like a board. It is more of
an advisory group, in my opinion,”
he said. My suspicion is that he
regards his own bank’s board in the
same manner.

He says not. Lee Raymond, the
tough former chairman and chief
executive of ExxonMobil, is the
board’s lead independent director
and Mr Dimon is the only executive
on an 12-member board. That is in
line with the Group of Thirty’s call
for a board to operate “efficiently,
cohesively and decisively”. All the
shareholders have an equal vote.

But neither the shareholders nor
JPMorgan’s regulators ought to be
happy to let Mr Dimon carry on
wielding undivided power at the top.
He promised this week to “admit our
mistakes, learn from them and fix
them”. There is an obvious lesson in
corporate governance for him to
apply to himself.

john.gapper@ft.com

results for shareholders and senior
executives insist that his ebullient,
in-your-face style coexists with a
willingness to listen to others.

“I’ve worked with Jamie for 20
years and he expects and wants
direct engagement and feedback. He
encourages it,” says Michael
Cavanagh, the JPMorgan executive
investigating the London mess.

The formula failed this time. Ina
Drew, the former head of the bank’s
chief investment office, who lost her
job for playing down the seriousness
of the problem and making Mr
Dimon look foolish, was among his
closest confidants. She was one of
the bank’s top five executives,
earning $15.5m last year.

Mr Dimon’s temperament has also
proved a liability in the past. He
was fired from Citigroup in 1998 by
Sandy Weill and John Reed after a
physical altercation with Deryck
Maughan, his co-CEO of the
corporate bank.

It takes an exceptional board to
stand up to such a wilful figure and
JPMorgan’s board is not set up to do
it. As Robert McCormick, chief policy
officer of Glass Lewis & Co, an
investor advisory group that
supports the division of Mr Dimon’s
jobs as chairman and chief executive,
says: “It is potentially
insurmountable conflict. How can
you oversee yourself?”

That question applies to any

One lapse
does not
make
Dimon a
poor CEO,
but he has
been
behaving
imperiously

This February, as JPMorgan Chase
financial traders in London were
building a credit derivatives position
that would soon cost the bank $2bn,
Jamie Dimon was otherwise
occupied. He was on a 550-mile bus
ride through Florida.

Mr Dimon took a week-long tour
of Chase branches in the Sunshine
state, relying on other executives to
warn him of problems in his far-
flung empire – a bank with assets
of $2.3tn and 240,000 employees in
60 countries. Two months later, he
snappily dismissed the controversy
over the trade as a “complete
tempest in a teapot”.

The latter was a mistake that
exposed a big flaw in JPMorgan’s
financial and managerial controls, as
he has admitted. More than that,
however, it undermines the myth of
Mr Dimon himself – the charismatic
chief executive and master of detail
inside the bank who could be trusted
to get things right.

His humiliation comes as an even
more forceful chairman and chief
executive – Mark Zuckerberg of
Facebook – takes his company
public. As hard as it is for JPMorgan
shareholders to change Mr Dimon’s
mind – its annual general meeting
passed by quietly on Tuesday – they
stand no chance at Facebook since
Mr Zuckerberg controls most of the
voting stock.

US shareholders have long
tolerated a degree of dominance on
the part of chief executives that
would be untenable in London and
elsewhere. They can be both
chairman and chief executive, and
ensure themselves control through

John Gapper

Syria is an ugly, violent and
dangerous stalemate. All sides
scan for portents like seers in

ancient Athens. A report comes in of
businessmen in Damascus and
Aleppo complaining of shortages, so
proponents of the Friends of Syria
sanctions strategy say wait a little
longer. Violence drops a bit and
proponents of Kofi Annan’s plan for
a politically negotiated solution say
wait until all 300 UN monitors are in
place. Bashar al-Assad drives the
opposition out of yet another city
and his backers say wait a little
longer until he forces the opposition
to the bargaining table. Experienced
observers of civil war, such as the
Lebanese, say that the status quo is
likely to continue. All the while real
terrorists are moving into Syria the
way they moved into Afghanistan
and then Iraq. And young protesters
who believed that they could march
in the streets for free elections and
freedom from fear continue to be
shot, arrested and disappear.

The possible solutions are
canvassed and rejected over and over
again. A buffer zone on the Turkish
border? Turkey is not willing to send
its troops into Syria. Arming the
opposition? Some arms are trickling
in but Saudi Arabia and Qatar, who
have been the most vocal advocates
of this approach, seem either unable
or unwilling to provide nearly
enough weapons and material to
make a difference. Pressure Russia to
pressure Mr Assad to stop the killing
and come to the negotiating table?
The Russian strategy appears to be
to let the Annan plan limp onward,
pocketing the international prestige
that comes from apparent leverage
with Mr Assad without ever having
to exercise it (and show its limits).

Against this backdrop, it is time to
experiment with adding new
weapons to the diplomatic arsenal.
First, as strongly as I support the
cause of the peaceful Syrian

protesters who began this conflict
more than a year ago, the central
issue in Syria today should be
framed not as the opposition versus
the government but as non-violence
versus violence. The violence itself
must be delegitimised, wherever it
comes from. This has been a Russian
position, insisting on tarring young
Syrian men who have taken up arms
to protect their families and
comrades against Syrian army
snipers and mortars with the same
brush as a government willing to
shoot into unarmed crowds and shell
civilian homes. But most of the
violence is still coming from the
government and a focus on ending it
without regard to its sources will
help the cause of both peace and
protest. The issue before the UN
should no longer be about
condemning one side or the other,
but about stopping the guns.

If violence itself is the enemy, then
the second step is to crowd-source
monitors for peace. Every citizen
with a cell phone, in every city, of
every creed, ethnicity and political
disposition should be deployed as a
UN monitor, charged with
photographing every incidence of
violence they witness and uploading
their pictures to a central UN site.
They should photograph faces as
well as weapons. If the Security
Council truly supports the Annan
plan, then it should authorise the
UN to provide such a site and
publicise it throughout Syria on
cable television, the internet and in
print media. Women’s groups and
citizen activists everywhere should
support their Syrian counterparts in
a movement for peace.

Finally, governments around the
world, acting through the UN
General Assembly, should interpret
the “responsibility to protect” (R2P)
doctrine as a mandate to wield the
power not of arms but of diplomatic
recognition. R2P requires
governments to protect their own
citizens from genocide, crimes
against humanity, war crimes and
ethnic cleansing, or else forfeit their
legitimacy. Thus governments cannot
only withdraw recognition from the
Syrian government itself, they can
also grant at least conditional
recognition to the governments of
cities and provinces that are able to
stop the killing by all sides within
their boundaries. Local, municipal
and provincial councils that are
willing to pledge themselves to peace
and public safety for all could
receive official UN recognition and
support.

These ideas will seem fanciful to
many. But stalemate is no solution.
Given the wasteland of death and
violence that Syria is becoming, why
not try to build a platform for peace?

The writer is a professor of politics at
Princeton university and former
director of policy planning of the US
state department

AnneMarie Slaughter

Three ideas
to end the
dangerous
stalemate
in Syria

The issue before the UN
should no longer be
about condemning one
side or the other, but
about stopping the guns

The only way to contain the contagion of a Greek exit
Lorenzo Bini Smaghi

on better terms. Again, Europe and
the IMF did not blink. A new Greek
election may further boost the anti-
euro camp, fuelled by expectations
that Europe will eventually waver
and that the costs of exiting the euro
might not be that large after all.

Europe faces a dilemma.
It cannot yield to Greek requests

to renegotiate the programme. First,
because this would be contrary to
the established principle, that
agreements are made between states
and that governments make
commitments for longer than their
term of office. Second, because it
would indirectly strengthen the
position of parties campaigning in
several countries (especially the
peripheral ones) on an anti-euro
platform, by suggesting that these
parties could ultimately force
European institutions to water down
austerity programmes and provide
more financing. Finally, such a
change would be rejected by the
other main creditors, in particular
the IMF and its non-European
shareholders, which were already
reluctant to accept the exceptional
financial support to Greece.

On the other hand, there is no
doubt that if Greece leaves the
eurozone the contagion will be

devastating. Those who suggest that
markets are now well prepared for
such an event and that most of the
costs would be borne by the Greek
economy seriously underestimate the
channels of transmission of systemic
crises following a sovereign debt
crisis and a bank run. As we saw
after the fall of Lehman Brothers,
quick decisions would have to be
taken to set up credible firewalls and

stop market panic. The US Congress
had to adopt the troubled asset relief
programme, used to recapitalise all
banks in a coercive way, and the
Federal Reserve implemented its
series of quantitative easing.

European institutions have so far
been reluctant to adopt a “bazooka
solution”, for fear of moral hazard.
Several times already, countries in
difficulty have relaxed their efforts
at adjustment soon after obtaining

additional financing. However,
relying on markets to keep the
pressure on governments is costly,
inefficient and increasingly
unacceptable to voters. Populists
who argue that markets should not
dictate economic management in
democracies are gaining ground
everywhere. Such arguments create
the illusion that there are easy ways
out and distract voters from rational
decisions.

Europe’s history over the past
century should teach us not to
underestimate the risk of collective
irrationality and the dangers of
populist politicians. The best way to
avoid moral hazard in the middle of
a financial crisis is not necessarily to
let countries fail or to use market
pressure, but to build stronger
institutions and better rules. This
applies also to Europe. After all, the
EU was created precisely to avoid
the irrationalities of the past.

The only way for Europe to protect
itself against the irrational behaviour
of Greece is to strengthen its own
institutions and rules. So far, the
main opposition in the eurozone has
come from France, which has
systematically striven to preserve the
inter-governmental nature of the
eurozone decision making and to

contain the powers and legitimacy of
the European Commission and
European Parliament. Several
countries, including Germany, have
made different proposals, with a
view to increasing the federal nature
of European institutions.

If the eurozone is to overcome the
crisis and avoid the contagion that
would arise from one of its members
leaving, it has to display the same
ability as the US, after Lehman’s
collapse, to take rapid actions to
restore confidence and stability. This
requires stronger and quicker
majority-based decision-making in
the eurozone, on issues such as
banking capitalisation and resolution
regimes, the provision of financial
assistance to countries in difficulties,
budgetary discipline, implementation
of structural reforms, and so on. If
François Hollande wants a “growth
compact”, he must stand ready to
accept Angela Merkel’s request for
greater political integration and
stronger fiscal rules. That is where a
common ground can be found.

At that point Greece may decide
whether to stay in or not.

The writer is a visiting scholar at
Harvard university and a former
member of the ECB’s executive board

T he latest episode of the
eurozone crisis casts doubt on
the basic premise of most

economic models – that economic
agents, and governments, always act
rationally, after assessing the costs
and benefits of alternative options.

Over the past two years, Greece
has repeatedly stated its intention to
stay in the eurozone, the cost of
leaving it being much higher than
that of implementing the policy
adjustment required to remain a
member. At the same time, Greece
systematically tried to water down
and postpone the adjustment
measures, expecting the International
Monetary Fund and Eurogroup
ultimately to give in to avoid the
financial contagion that would result
from a Greek exit. But the European
authorities never blinked and, each
time, the Greek government and
parliament had to rush to approve
the measures before the deadline.
The last-minute decisions were
justified to the people with the need
to meet Europe’s conditions.

The recent elections confirmed that
Greek voters want to stay in the
eurozone, but imagine they can do so

Europe’s history
over the past century
should teach us not to
underestimate the risk
of collective irrationality

Too many dragons, too much
noise.” That is how one
Chinese scholar explained

constant friction in the South China
Sea, where Beijing’s territorial claims
are rubbing up against competing
claims from several south-east Asian
nations.

The latest set-to is with the
Philippines. Last month, a Philippine
naval ship attempted to detain
several Chinese vessels it said were
fishing illegally near disputed islands
inevitably known by two different
names: Scarborough Shoal in the
Philippines and Huangyan Island in
China. Chinese marine surveillance
ships quickly arrived on the scene,
preventing the Philippines from
making any arrests.

The clash at sea has led to a
fractious diplomatic standoff on land.
Last week, after angry editorials in
some Chinese newspapers demanding
the People’s Liberation Army Navy
teach the Philippines a lesson, there
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It is too late
for America
to eliminate
Huawei

technology. The American corporate
psyche finds this difficult to handle,”
says John Quelch, dean of the China
Europe International Business School
in Shanghai.

It was obviously tough on the
House intelligence committee, which
has thrown many accusations at
both companies, in particular
Huawei, which has grown to share
industry leadership with Ericsson of
Sweden since it was founded in 1987
by a former PLA officer.

This sounds dodgy, given the
PLA’s ambitions in cyber espionage
and mass efforts by Chinese hackers
to acquire US military and industrial
secrets. Former executives of Nortel
Networks, the Canadian group that
was Huawei’s rival until it went into
Chapter 11 bankruptcy protection in
2009, complained of constantly being
hacked from China in the 2000s.

“A number of states are engaged
in economic espionage and China is
the most prolific,” says Mike
McConnell, a former head of the
US National Security Agency who
is vice-chairman of Booz Allen
Hamilton, the consultancy. “Research
and development costs a lot and it is
cheaper to steal it.”

The chief accusation is that, if
permitted to build networks for
operators such as AT&T and
Verizon, Huawei would build traps
into the software and hardware. Its
friends in the Communist party
could then use them to hack
databases or to bring the networks
down in a war.

It is foolish to ignore the potential
security holes in telecoms networks.
The NSA has itself been accused of
spying on US and foreign internet
traffic by monitoring traffic passing
over American networks.

But barring Chinese companies
does not solve it. Alcatel-Lucent has
a venture in China with Shanghai
Bell and much of the equipment
used by Ericsson and others is made

In some ways, it is a symbol of the
very China the west has an interest
in encouraging. China’s government
declared in 2006 that telecoms was
one of seven strategic industries over
which state-owned enterprises should
retain “absolute control” yet Huawei
was built by an entrepreneur who
admires Silicon Valley.

Huawei seized 20 per cent of the
global market, according to
Bernstein Research, by producing
equipment at lower prices than
western rivals, triggering a wave of
consolidation. In the US, where
competition has been effectively
curbed, Ericsson and Alcatel-Lucent
have a duopoly.

The best thing for US consumers
would be to admit Huawei and ZTE
with safeguards. In the UK, Huawei’s
equipment is examined by former
staff of GCHQ, the UK intelligence
service, before being used by BT.
The US and Australia, which has
barred Huawei from a planned
network, could go further.

The US might require Huawei to
list in London or New York to
illuminate who owns the company;
submit technology to the NSA; and
separate its US division like a
defence group. It could even demand
the dissolution of its Communist
party committee. What it cannot do
is recreate the past.

john.gapper@ft.com

in China. If the party and the PLA
wanted to be sneaky they would
tamper with these components.

Nor is there direct evidence of
malfeasance against Huawei and ZTE
in the report, although one section is
classified. Meanwhile, the committee
alleges that the companies breach
patents and enjoy support from
China in the form of soft loans.

Both could be true but they are
the stuff of trade and intellectual
property disputes rather than an
intelligence concern. The committee
undermines its case by sounding as
if it seeks any excuse to exclude
Chinese competitors.

The companies have not helped
themselves. Huawei is a reclusive
outfit that did not publish the names
of its directors until a few years ago.
Sun Yafang, its chairwoman, is
reported to have once worked at the
Ministry of State Security and, like
other companies, it has an internal
Communist party committee whose
exact purpose is mysterious.

Yet Huawei is not easily
categorised as a state stooge. It is
not state-owned (ZTE has closer
links with Guangdong province) and
was among start-ups that flourished
in Shenzhen’s economic zone in the
1990s. It is still private and claims
to be wholly employee-owned.
“Huawei is an independent, quite
arrogant, company,” says Duncan
Clark, a Beijing-based consultant.

The best
thing for
consumers
would be to
admit
Huawei and
ZTE with
safeguards

To read the scathing
condemnation of Chinese
telecoms equipment suppliers

fired from Washington this week,
you would think we still lived in
another world. In that world,
telecoms networks were built by
national monopolies such as AT&T,
France Telecom and British Telecom,
and outsiders stayed away.

But we don’t.
You know things have come to a

pretty pass when US politicians
throw their weight behind a French
company because the alternative is
worse. That would be the effect of
barring Huawei and ZTE from the
US market on the grounds that they
are shifty front organisations for the
Chinese government and the People’s
Liberation Army.

It would aid Alcatel-Lucent, the
troubled 2006 merger of the French
company with Lucent, descended
from Western Electric of Cleveland,
Ohio, which was bought by AT&T in
1881. Things have since moved on
and Huawei Technologies and ZTE
of Shenzhen in southern China are
the new Western Electrics.

The US House of Representatives
intelligence committee, with its
demand to bar Huawei or ZTE from
gaining US contracts or merging
with US companies, is living in the
past. The time to declare telecoms a
strategic, protected industry like
defence, was 20 years ago; now is the
time to make a deal.

“Huawei and ZTE represent
something new: a former third-
world country producing first-world

A s communism crumbled across
Europe during the winter of
1989, Foreign Office diplomats

offered urgent advice to Margaret
Thatcher. A reunited Germany would
emerge as the continent’s most
powerful player. Britain’s priority
should be “better and closer relations
with Germany”.

History records that the then
prime minister scoffed at such
self-interested realism. Waving a
map delineating past German
expansionism, she embarked on a
doomed effort to thwart unification.
François Mitterrand was enlisted
but the French president soon
changed sides in the face of Helmut
Kohl’s resolve. Britain found itself
marginalised in Washington, where
George H.W. Bush backed Mr Kohl,
and unwelcome in Bonn.

Relations between Britain and
Germany are not as bad now as they
were then. This is not to say they
are good. The relationship between
Angela Merkel and David Cameron
has turned from lukewarm to
distinctly cool. Asked when the two
leaders will next meet, one German
official remarks: “What’s the point?”

The eurozone crisis has bred a
more assertive Germany – witness its
willingness this week to scupper the
proposed takeover of BAE Systems
by EADS. But the real argument
with Britain is about Europe.

The rot set in last December when
Mr Cameron tried to veto deeper
economic and political eurozone
integration. His pitch for special
privileges and protections for the
City of London was viewed in Berlin
as an attempt to unpick the essential
fabric of the single market – the
EU’s cherished “acquis”.

Mr Cameron’s indulgence of
hardline Tory eurosceptics has cast
him as an unreliable partner. What’s
the point of Ms Merkel striking deals

in Downing Street if they are cast
aside when he feels a need to play to
the eurosceptic gallery?

Germany recently signed up to a
British initiative to freeze the EU
budget. Now it finds Mr Cameron
waving a unilateral veto. British
ministers are also questioning some
of the union’s fundamental pillars,
including free movement of people.

It is one thing to stand aside from
European integration. Another
constantly to congratulate oneself
for staying out of a “doomed”
eurozone. Britain’s economy, mired
in recession and with a deficit to
rival that of Greece, is hardly a role
model. And when Mr Cameron
trumpets the importance of the City,
Germans are inclined to recall that
all the trouble started with the
anything-goes financial capitalism it
had made a trademark.

What does it matter if the
Germans are cross? British
disengagement from “core” Europe
is inevitable. The government has
already said it will not join a new
banking union. Mr Cameron is now
suggesting a two-tier EU budget so
that Westminster can pay less.

Were Britain planning to leave the
union – and on its present trajectory
it is heading in that direction – such
complacency might just make sense.
But Mr Cameron insists that EU
membership remains vital to the
nation’s prosperity. Any serious
business leader would agree.

So the terms of a new settlement
will be critical. Will Britain simply
have to accept the rules laid down
by eurozone states. Or will it have a
chance to help shape policy within
the EU of 27? The signs are not
encouraging. Prospective members
of the proposed banking union are
planning to vote as a bloc.

So Britain needs allies. Given his
bad start with François Hollande,
Mr Cameron is not spoiled for
choice. Anyway, Germany is the
important player. On the big
economic issues – the single market,
competitiveness and budget
discipline – it holds positions quite
close to those of Britain.

Germany has an interest in
sustaining a good relationship. It
would help Ms Merkel avoid
suffocation by the French. But the
chancellor has her own red lines.
Mr Cameron cannot expect to win
friends by seeking to undermine the
keystones of integration. Challenging
free movement is simply not smart.

Britain, albeit mostly by choice, is
sliding fast into Europe’s second
division. Whether a new relationship
can be made to work will depend on
how many friends it has. The answer
at the moment is precious few. The
breakdown of the EADS-BAE deal
was another reminder, if one were
needed, that Britain cannot escape
the consequences of decisions taken
on the continent. Mr Cameron has
chosen the wrong moment to bid
auf Wiedersehen to a natural ally.

philip.stephens@ft.com

Philip Stephens

This is not
the time for
Britain to
say auf
Wiedersehen

The relationship
between Angela Merkel
and David Cameron has
turned from lukewarm
to distinctly cool

At last, a chance for a Philippine break with the past
David Pilling

last year. That reflects a steady
improvement in the country’s
finances. Foreign exchange reserves
have risen fivefold since 2005. The
fiscal deficit is just 2 per cent of
gross domestic product and inflation,
at 3.2 per cent, is well under control.

The Philippines is the least
export-dependent country in Asia,
which is no bad thing given a slump
in August shipments. Consumption
makes up 70 per cent of GDP.
Expectations of further promotion to
investment grade have pulled money
in: the stock market and the peso
have both rallied strongly. Cesar
Purisima, secretary of finance, says
the economy, which has grown for
54 straight quarters, has left behind
the 3 per cent trend growth of the
1990s. Now it’s at 5-6 per cent. The
task, he says, is to raise it, by
degrees, to 7-8 per cent.

Against this brighter backdrop,
some perennial problems are
beginning to look less intractable.
One is the population, whose fast
growth has traditionally outstripped
the country’s ability to create jobs.
But the fertility rate is dropping and
could fall further if President
Benigno “Noynoy” Aquino gets his
way – against the wishes of the
Catholic Church – to make birth
control more readily available. Either

way, the Philippines is about to
enter what economists call its
“demographic sweet spot”. With a
median age of 22, the lowest in Asia,
more than half the population will
be of working age by 2015. That is
precisely the point at which growth
in other Asian economies took off.

There are even tentative signs that
some decent jobs are being created.
The government reckons the
booming back-office industry could
double its workforce to 1.2m. It
already contributes $10bn-$11bn to
the economy. Tourist numbers are
also surging thanks to a recent
open-skies agreement. The aim is to
more than double the number of
arrivals – with the attendant job
opportunities – to 10m by 2016.

Remittances have long been viewed
in a negative light because they are
a result of a chronic lack of jobs and
investment. The author F. Sionil
José says the sight of thousands of

maids gathered in Hong Kong on
their day off is “the shame of the
Philippines”. Still, remittances from
foreign workers have nearly tripled
to $20bn from 2004, defying the
international financial crisis. And as
Diwa Gunigundo, deputy governor of
the central bank, says, “$20bn is
$20bn”.

Attitudes have changed. These
days foreign workers are sometimes
referred to as the “new heroes”. Not
only do they send back money,
they bring skills. There is now a
shipbuilding industry of sorts thanks
to welders trained on Middle East
construction sites. Two casino
complexes that will open in the
Philippines next year will be staffed
largely by Filipino managers,
croupiers and barmen trained in
Singapore’s gambling industry. What
has been a brain drain could become
a “brain gain”, says Mr Purisima.

The use of remittances has also
changed. Surveys taken in 2007
showed families used money mainly
for consumption and to pay off debt.
Now, nearly 60 per cent of
respondents say they save, invest
and set up small businesses.

It would be wrong to suggest that
everything is going the Philippines’
way. One of Mr Aquino’s less
impressive initiatives has been the

public-private partnerships that are
meant to improve woeful
infrastructure. Little has come to
fruition. The reliance on private
money is largely a result of a
pathetically low tax base. Though
an anti-corruption drive has helped
collection, tax still accounts for a
miserable 14 per cent of GDP, half
the level of Malaysia.

Low tax receipts is one
consequence of the Philippines’ deep
social divide in which a handful of
oligarchs run the country and the
rest of the population gets by on
next to nothing. A strung-out
archipelago of once-disparate tribes
that was colonised first by the
Spanish and later by the Americans,
the Philippines has lacked the sense
of common national purpose that has
pushed other Asian countries to
prosperity. Mr Aquino belongs to the
ruling class that has done fabulously
well despite the country’s failings.
His first two years as president have
been promising. He now has a
once-in-a-generation chance presented
by demographics, better fiscal
management and this week’s peace
deal to break with the past and build
a country that can begin to serve the
interests of all Filipinos.

david.pilling@ft.com

There can’t be many weeks
when both the Moro Islamic
Liberation Front and the

World Bank have good news for the
Philippines. But that is what has just
happened. On Sunday, the Muslim
secessionist group agreed in principle
to peace on the southern island of
Mindanao after 40 years of civil war.
The following day, the World Bank,
which has been busily downgrading
growth projections around the world,
said the Philippines was bucking the
trend. It raised its growth forecast
to 5 per cent after the country
expanded 6.1 per cent in the first
half, among the best performers in
the region after China.

Growth of 5 per cent – or 5.5 per
cent if you believe the Asian
Development Bank – is nothing to
write home about for a developing
country, particularly one in which
the population is growing at nearly 2
per cent a year. Still, after decades of
patchy, not to say dreadful, economic
performance, there are signs that
things may finally be going the
Philippines’ way. In July, Standard &
Poor’s upgraded its sovereign debt to
one notch below investment grade
following a similar move by Fitch

The country is about to
enter its demographic
sweet spot – the point at
which growth in other
Asian economies took off

Beijing
transfer
China’s next
generation of
leaders will
defy western
detractors,
writes Kishore
Mahbubani
www.ft.com/
thealist

A historic opportunity grounded by petty politics
KarlTheodor zu
Guttenberg

the best chance to create a truly
integrated European aerospace
company combining the world’s
leading commercial aircraft company
– the EADS subsidiary Airbus – with
the continent’s biggest defence
group, BAE. A combined company
would have been better positioned to
meet the rapidly growing
competition in the globalised
aerospace and defence industry with
new rivals from Canada, Brazil,
China, Russia and India entering
large passenger aircraft market.

Boeing knows full well that its
ability to balance its commercial
aviation business with its less
cyclical defence activities is a key
advantage over rival Airbus. Given
declining defence budgets on both
sides of the Atlantic, as well as
record order backlogs for the world’s
big commercial aviation companies,
the old aerospace mantra that “when
one market is down, the other one is
up” rings more true today than ever.

The doomed merger also
demonstrates how big projects and
ideas can fail over rather small
details. According to some reports,

the German government demanded
that the future EADS-BAE corporate
headquarters be located in Munich
and ultimately turned this question
into a deal-breaker that brought
down the entire negotiations. Did
EADS forget that there are state
elections in Bavaria in 2013?

While I proudly hail from Bavaria

and know about the Free State’s
exceptional cluster of leading
aerospace and defence industrial
companies, holding the entire deal
hostage over this issue is neither
good business nor smart politics. If
as a result of the failed merger,
EADS continues to have far less
breadth and balance than Boeing,
then Bavaria and the rest of

Germany’s aerospace industrial
sector stand to lose next time
commercial aviation is hit hard by a
cyclical downturn.

From a political perspective, the
failed deal could leave Berlin isolated
from France and the UK, its key
European partners. It would be
somewhat reminiscent of Berlin’s
abstention in the UN Security
Council over intervention in Libya –
something clearly to be avoided.

Sure, the creation of a “European
champion” is no substitute for a
functioning and coherent European
stance on defence. Any remaining
prospects for a meaningful Common
Security and Defence Policy are
undermined by national debts, fiscal
restraints and stubborn neglect of
senseless duplications of military
capabilities across Europe.

Finally, there is an important
transatlantic dimension to the failed
merger. Given BAE’s strong foothold
in the US, a link-up with EADS –
especially if the French and German
government stakes had been kept
below 10 per cent each – could have
served to strengthen transatlantic

defence industrial ties and served as
a basis for increased military
interoperability between the US and
its European allies. While there
might be some American
schadenfreude at the failure of the
EADS-BAE deal, the truth of the
matter is that a politically
fragmented and militarily weak
Europe is clearly detrimental to core
US national security interests.

The fact that EADS and BAE did
not even bother to apply for an
extension of yesterday’s merger
deadline indicates that the
government negotiations were really
bogged down, leaving the corporate
interests no choice but to pull the
plug. In that sense, the failed EADS-
BAE merger marks a missed
opportunity of historic proportions to
finally get the EU’s three big powers
– France, Germany and the UK – on
the same page in terms of aerospace
and defence.

The writer, a former German defence
minister, is a “Distinguished
Statesman” at the Center for Strategic
& International Studies

The proposed €34bn EADS-BAE
Systems tie-up, which would
have created the world’s

largest aerospace and defence
company, is dead. In the end,
political opposition, especially from
Berlin, was too difficult to overcome.

This is an unfortunate and rather
surprising outcome, not least because
it is Germany that has continuously
stressed the need for closer European
integration and co-operation, not
only in economic and financial
affairs but also in the realm of
security and defence. What an irony
that the real obstacles to a truly
European option are on the
continental side of the channel.

While visionary, the proposal was
based on sound industrial logic that
would have delivered real synergies
and cost savings, and increased
competitiveness for all involved.
Opposition from some investors
notwithstanding, a merger offered

That EADS and BAE did
not even apply to extend
the merger deadline
shows that government
talks were bogged down
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