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3| - Putting Accenture’s
L | research to work.

Thomas Cook

High-performance operations, delivered.

A 163-year-old brand with many owners over the
years, Thomas Cook UK & Ireland was a respected
but complex decentralized travel services business
in need of a return to profitability. In an innovative
co-sourcing arrangement with Accenture, the
company created a shared services center to
consolidate its widely dispersed [T, finance and
HR administration operations. Responsibility for
strategy and policy was retained by Thomas Cook,
with Accenture facilitating operations management.
In 16 months, the company removed £140 million
in operational costs, helping to achieve an £83
million turnaround, establishing Thomas Cook as

a high-performance player in the competitive UK
travel business.

Wyeth
High-performance R&D, delivered.

Determined to boost its output of innovative new
medicines, Wyeth's research & development
leadership teamed with Accenture to reengineer
the way the pharmaceutical company discovers
new molecular entities and moves them through
preclinical development and clinical trials. The
companies designed and implemented vast changes
to streamline operations and dramatically improve
the effectiveness of Wyeth's proven R&D organization.
Now, three years into the initiative, the productivity
of Wyeth's drug discovery effort has risen 400 percent,
early clinical trial cycle times have been cut by
60 percent, and a new high-performance model
for outsourcing clinical data management is
substantially reducing costs by about 50 percent.
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CAN BUILDING HYBRIDS
INSPIRE
HYBRID BUILDINGS?

l? Our environmental thinking runs deeper
WHY N OT e than just building hybrid vehicles: A growing
number of our plants, offices and dealerships are environmentally-sensitive. Not only
are recycled materials used in their construction, they also consume less water, and draw
on alternative energy like wind and solar. Our new Mississippi plant will be even closer
to our vision of a sustainable plant, and will set the standard for all our future operations.
Fittingly, it will be the first to roll out Prius hybrids in the U.S., starting in 2010. It's all a

direct result of making the environment an important part of everything we do.

toyota.com/whynot
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KOHLER: As | See It, #2 in a series
ARTIST: Mark Holthusen

FAUCET: Margauxm
SINK: Underfones 22" undercounter
trough

Is o dogfight between classic
lines and contemporary design.

1-800-4-KOHLER, axt. ALX
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FINANCIAL TURMOIL SPREADS WORLDWIDE

The U.S. House of Representatives’ passage of the $700 billionrescue
package already seems so—well, last week. After a brief moment of
relief, investors focused on their fears again, and the result was a
drawn-out bloodbath on global bourses. The Dow sank 370 points

on Monday, 508 on Tuesday, and 189 more on Wednesday. The tollin
Europe on Monday alone: Britain down 7.9%, Germany 7.1%, France
0%. Emerging markets joined in, with Russia off 1% on Monday and
Brazil dropping 13% in the three days through Oct. 8. Asia got into the
act in a big way on Wednesday as Hong Kong, Singapore, South Korea,
and others fell 5% or more and Japan cratered by 9.4%, the biggest one-
day loss there in two decades. “This isn’t normal,” said new Japanese
Prime Minister Taro Aso, in the understatement of the year. The
plunge, he added, is “frankly beyond our imagination.”

As it became clear that the U.S. bailout hadn’t calmed the markets,
authorities tried to craft a more global response. Governments made
vast amounts of money available to banks in hopes of unfreezing credit.
The Fed entered uncharted waters by announcing that it will start
buying short-term debt from nonfinancial corporations. And on Oct. 8
six major central banks, including the Fed, slashed their benchmark

interest rates by half a percent -
age point in a bid to limit the
economic damage wreaked by
the crisis.

The contagion seemed to be
spreading most virulently to
Europe. Britain unveiled plans
on Oct. 8 to inject up to $88 bil-
lion into major banks in return
for equity stakes and up to
$800 billion to ease liquidity.
European financial ministers
on Oct. 7 proposed increasing
deposit guarantees for bank cus-
tomers to head off runs. Iceland
apparently teetered on the edge
of bankruptey, nationalizing
two of the nation’'s three biggest
banks and pleading for a
$5.4 billion loan from Rus-
sia. Among other banks falling
into state hands was the Dutch

subsidiary of Benelux lender
Fortis. The German government
announced on Oct. 5 anew
$68.3 billion plan to prop up
Hypo Real Estate after
commercial lenders pulled

out of a previous deal.

BW | PAGE 028 *How to Stop the Panic”
PAGE 032 *Stocks: Fishing for the
Bottom”

HEDGE FUND BLUES

Among the investors getting
clobbered inthe chaos are the
alleged best and brightest—that
is, hedge funds. Chicago-based
Hedge Fund Research says the
average fund has lost 9.41% this
year. Of course, that’s alot better
than the more than 30% plunge
in the S&P 500, but hedge
managers are supposed to be
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Traders in
S&o Paulo on
Oct. 8, as
stocks took a
dizzying plunge

expert at managing risk and
navigating both soaring and
tumbling markets. Instead,
Ken Griffin’s Citadel Invest -
ment has seen its main fund
post a nearly 209 decline
this year, industry sources
say. Other prominent losers
include big funds managed
by QVT, Third Point, Tosca,
and Kinetics. But it's not all
devastation. One notable
winner is John Paulson,
whose $30 billion Paulson &
Co. boasts several big funds
with double-digit gains

this year.

REALITY BITES BofA
Maybe they should have
thrown in a free toaster.
Bank of America on Oct. 6
reported a 68% dropin third-
quarter earnings, below Wall
Street's expectations. It also
slashedits dividend by 50%.
That so unnerved investors
that they balked at BofA's
original price on a share of-
fering to shore upits capital
base, and it had to cut the
price from $28 ashare to $22
inorder to raise $10 billion.

WHO GETS WACHOVIA?
Ben Bernanke may need to
summon his inner Solomon
to settle this feud. When
Wachovia'sboard on

Oct. 3 said it would renounce
its earlier, government -
brokered deal to be acquired
by Citigroup and would
accept a higher, €15 billion
offer from Wells Fargo, Citi
didn't take the rejection
well. Citi sued Wachovia,
Wachovia sued back, and the
prospect of a protracted legal
battle prompted Fed officials
to call a ceasefire in hopes
that they could forge a com-
promise, with Citi and Wells

OCTOBER 20,2008 | BUSINESSWEEK
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each getting a slice. On Oct. §,
The Wall Street Journal said Citi
will recruit partners tojoin inits
quest for the bank, suggesting
the dispute could drag on.
“Wachovia: A Split May Boost the

Banking Industry”
businessweek.com/magazine

McCAIN’S SURPRISE

With Senator Barack Obama
edging ahead in the polls, most
pundits figured Senator John
MecCain needed to pull off
something dramatic in the Oct. 7
Presidential debate. That didn't
happen. But McCain did come
up with one policy surprise:

He wants to spend $300 billion
to buy loans of homeowners
nearing foreclosure and help
them arrange more affordable
mortgages. As his campaign

HIGH ANXIETY
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explained later, the change
from what Congress enactedin
a bill this summer—and what
Treasuryis expectedtodo as
part of its rescue plan—is that
lenders and investors would
receive full value of original
mortgages, though homes often
are worth far less, Taxpayers,
rather than lenders, would eat
the difference.

*McCain's Mortgage Bailout Plan”
businessweek.com/magazine

BAD OMEN ON PROFITS
The biggest aluminum maker
inthe U.S.looks as mighty as a
crumpled old can. Alcoa kicked
off the third-quarter earnings
parade on Oct, 7 by reportinga
52% plunge in profits, to $268
million, as revenue slipped

2%, to $7.23 billion. The com-
pany said it had suspended all
“noncritical” capital outlays
and share buybacks. Alcoa stock
promptly hit a 10-year low,
closing on Oct. 8 at 14.01.
That’s down 67% from its May

peak of 44.77.

GOOGLE-YAHOO IN LIMBO
The search advertising deal
that set rivals and watchdogs
snarling has been put on hold
as of Oct. 3 to give the Justice
Dept. more time to review it.

The pact calls for Yahoo! torun
some of Google's ads onits pages
to boost Yahoo revenues by as
much as $800 million a year. But
many advertisers—and rivals
such as Microsoft —worry about
the deal’s potential to make the
800-pound Google even more
powerful. Some observers think
Justice could give its O.K. by

the end of October, imposing
restrictions or oversight.

BATTLE IN THE AISLES

The balance of power between
consumer product companies
andretailers is shifting. The big
chains have spent several years
raiding the ranks of Procter &
Gamble, Unilever, and Nestlé
for marketing talent to build
their own private-label brands.
Now they want consumer prod-
uct companies to spend more
on in-store marketing. And why
not? Arecent survey by Deloitte
Consulting and the Grocery
Manufacturers’ Assn. showed
that in-store promotions

yield a higher return on invest -
ment compared with adsin
traditional media.

El Advertising Age

SCORE ONE FOR ICAHN
We won't have ImClone to
kick around much longer. As

Imelone, Eli Lilly
lands Erbitux
and a promising
drug pipeline

At Google
headquarters: Its
advertising deal
with Yahool is

on hold for now
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rumored last week, Eli Lilly
proved to be the mystery suitor
cited by Imclone Chairman
Carl Icahn in spurning Bristol-

Myers Squibb’s $62-a-share bid.

Lilly agreed on Oct. 6 to buy the
biotech for $65 million, or $70a
share, a 50% bump over the price
in July before Bristol’s offer, Im-
Clone’s only product on the mar-
ket is cancer drug Erbitux, but
Lilly mostly wants the pipeline.
Imelone will forever be linked to
the insider-trading scandal that
sent founder Sam Waksal and his

pal Martha Stewart to jail.

|BW | PAGE 072 “Lilly's Risky Rush into
Cancer Drugs”

The company
will split in two
and get cash
from Abu Dhabi

THE BUSINESS WEEK

TATA'S STRATEGIC RETREAT
Tiny car, monster hassle. India’s
Tata Motors, which is all set
tolaunch the $2,500 Nano by
yearend, said on Oct. 6 that

it's ditching the already-built
factory at Singur, near Kol-
kata, and trucking on over to
Sanand in the west Indian state
of Gujarat. Months of protests
by peasants and local politi-
cians against land acquisition
methods at the original site

had stalled work. Until the
Sanand plant, with a capacity
of 250,000 vehicles annually, is
ready, Tata may consider using
existing facilities in Pune, near
Mumbai, and Pantnagar in north
India to meet the deadline.

A HELPING HAND FOR AMD
Groaning under the weight

of building and maintaining
multibillion-dollar factories,
Advanced Micro Devices said
on Oct. 7 that it will split into
two companies—one devoted to
designing and selling micropro-
cessors and graphics chips for
PCs, the other to manufacturing
them. AMD will be a minority
partner in the new outfit—for

now called Foundry Co.—with
an Abu Dhabi investment firm
holding the rest. But it's get -
ting $1.2 billion in debt off its
books, plus $700 millionin badly
needed cash and equity amount-
ing to 44%. AMD stock rallied
about 8% on the news.

“AMD's Spin-off: Abu Dhabi to the

Rescue”
businessweek.com/magazine

GOING, GOING....FIRED!
Inwhat may be a harbinger of
more pink slips as the financial
crisis whacks Silicon Valley,
battered online auctioneer eBay
said on Oct, 7 that it will lay off
1,600 employees, or 10% of

its workforce. While that'sa
reflection of eBay's troubles in
its core business, beset by fierce
competition from Amazon.
com, CEO John Donahoe also
signaled bigger plans for the
online-payments business by
acquiring a company called Bill
Me Later and two other out -
fits for $1.3 billion. They'll be
melded with eBay’s lucrative
PayPal unit.

“Why Bill Me Later Said '‘Buy Me
Today' to eBay”
businessweek.com/magazine

Protesters near
the Nano plant
in Singur: Tata
gave up and will
relocate

443,304

The amount
AlG spent

to hosta
conference

at a California
resort just days
after getting
bailed out

BUSINESSWEEK | OCTOBER 20, 2008

{FROM TOF) DESHAKALYAN CHOWDHURYAFRAGETTY IMAGES;
THOMAS PATINADVAN CED MICRO DEVICES N C.VIA BLOOMBERGNEWS



NEC’s advanced communications
solutions put you in charge when it
matters most.

Finally, a communications solution capable of providing up-to-date patient
information whenever and wherever it is needed.

NEC’s Unified Communications provide a dynamic and realistic connection among
individuals, devices, applications, and data. Based on a combination of innovative
technologies and advanced solutions, its mobility and flexibility enables people to
experience greater efficiency and productivity — in any industry.

Integrated IT and networking solutions like these have made NEC a world leader,
and your reliable business partner.

Regardiess of the communications solution your business demands, you are
assured of one thing: NEC. Empowering you through innovation.

- www.necus.com/necip

IT SERVICES AND SOFTWARE NETWORKING AND COMPUTING SEMICONDUCTORS IMAGING AND DISPLAYS

Empowered by Innovation N E‘



012

BUSINESS OUTLOOK | JAMES C. COOPER

THIS RECESSION COULD BE MILD BUT LONG

It might be deeper than the downturns of 1990 and 2001 but still gentler than the postwar
average—thanks to bold policy actions, falling inflation, and early inventory adjustments

The financial crisis is rapidly moving beyond Wall Street. Frozen credit markets pose a serious threat

to the welfare of consumers and businesses—and not just in the U.S. The crisis is now officially global,

as evidenced by the unprecedented coordination by major central banks on Oct. 8 to cut interest rates
by a half-point. In the U.S., recent reports suggest the economy hit an air pocket last month: Job
losses accelerated to a five-year high, and the nation’s purchasing managers said manufacturing

activity plunged to a seven-vyear low.
Many economists believe a reces-
sion of some depth and duration is
unavoidable in the wake of the latest
sharp tightening of credit conditions.
Worried investors are frozen by one
key question: How bad will it get?

Start with past recessions as
reference points. On average, the
10 downturns since World War II
lasted 10.4 months, and real gross
domestic product declined 2% from
peak to trough. The last two episodes
were relatively mild, eachlasting only
eight months, with real GDP falling
1.3% in the 1000-9Q1 recession and a
mere 0.4% in the 2001 downturn. The
average rise in the unemployment
rate, from its low point to its peak, was
three percentage points.

Against that baseline, there are

THE PACE OF JOB LOSSES
ACCELERATED LAST MONTH

o THOUSAN DS
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Data: Bureau of Labor Statistics, Global Insight

several reasons to believe the recession
now shaping up will be on the mild
side of average, but with the risk that it
could be more severe than either of the
last two. That's because the financial
headwinds facing the economy are
without precedent since the 1930s.

The response by Washington poli-
cymakers, however, has been equally
unprecedented in its magnitude and
willingness to break through old policy
structures. Congress has ventured
outside the free-market mold, com-
mitting $1 trillion this year alone to
shoring up the economy and wobbly
banks. The Federal Reserveis putting
up another 41 trillion to boost credit -
market liquidity via its innovative
lending facilities and other means.

The Fed isn't finished. Its latest
precedent-busting move is to buy
unsecured commercial paper in an ef-
fort to thaw the markets for short-term
lending, which is crucial to day-to-day
business operations. And the Fed's half-
point cut in its target rate on Oct. 8, to
1.5%, is likely not its last. Rate cuts will
lower banks' cost of funds and over
time help torebuild capital.

The improving inflation outlook
gives the Fed leeway to cut further.
Market measures of expected inflation
have plummeted to levels not seen
since the deflation scare earlier this
decade. Oil prices are down some 40%
since July, and inflation outside of
energy and food has declined in every
postwar recession, as labor markets

weaken and wage growth slows. The
average rise during recession in the
unemployment rate, currently at 6.1%,
would put peak joblessness at 7.4%.

Another factor that should soften
the recession’s impact is information
technology, which has greatly damped
downtheinventory cycle. Inthe 10
previous recessions, efforts to cut ex-
cessive inventories have accounted for
about 709, on average, of the dropin
real GDP. But new systems have created
faster adjustments, especially in this
cycle. Sobusinesses already began to
liquidate stockpiles in the third quarter
of last year. Last quarter’s reduction
was the second -largest onrecord.

What may not be so mild about this
recession isits length. All four of the
monthly indicators used by the Na-
tional Bureau of Economic Research
to date the onset of a downturn began
falling between last October and Janu-
ary. Economists are betting the NBER
will deem the start date to have been
December 2007. That would mean the
slump would have to run through April
2000—o0r 16 months—to tie the severe
1973-75 and 1981-82 recessions for
thelongest in postwar history. At this
point many forecasters think that’s
not out of the question.

Beyond the current rough patch,
history shows recoveries are born of a
combination of policy efforts and the
economy’s built-in recuperative pow-
ers. This time should be no different,
but that’s next year's story. 18w |
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WHERE THE PAIN IS DEEPEST

By Tara Kalwarski/Charts by David Foster

The Standard & Poor’s 500-stock index has skidded 23.2% since Sept. 1 amid a continuing housing

bust and a consumer credit contraction.
cluding the coordinated Oct. 8 rate cuts,

And despite emergency actions from global central banks, in-
panicked investors have driven world markets into a nosedive.

The Carnage: The S&P 500's materials and technology sectors Consumers Crunched: Non-mortgage debt
have taken the biggest stock losses since Sept. 1. dropped by a record $7.9 billion in August.
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FANTASY BAILOUT: PICK YOUR TEAM

What do the first U.S. Treasury Secretary and
the author of Charlotte’s Web have in common?
Both would be handy to have around in the cur-
rent financial crisis, according to four experts.
We asked each to assemble an economic dream
team —people from the past or the present who
could help clean up the mess.

JAMES GRANT, editor, Grant's
Interest Rate Observer

A E.B. White (1899-1985), the
great American essayist and
children's book writer, for the
clarity of his prose. The trouble
with high finance is that nobody
speaks English. Jargon defeats
clear thinking.

= Thomson Hankey (1805-
1893), a Bank of England gover-
nor who would drop dead all over
again if ha could see what the Fed
is doing. Hankey opposed the
idea that a central bank should
lend unstintingly in a crisis. Lel
every bank lock out for itself.

m George Gilbert Williams
(1826-1903), longtime president
of the old Chemical Bank of

New York, where Hetty Green,
America's first female tycoon, was
a depositor. Asked the secret of
his success, Williams replied:
“The fear of God” lust the nght
approach to risk management.

RICHARD SYLLA, economist
and business historian, NYU

m Alexander Hamilton, the first
U.S. Treasury Secretary, who
used modern central banking
techniques to stem the country's
earliest financial crisis in 1792,

m J. Pierpont Morgan, who
stepped up to end the Panic of
1907 by buying distressed assels
and persuading other bankers to
do likewise.

4 Franklin D. Roosevelt, for the
New Deal financial reforms that
made Wall Street mora transpar-
ent and accountable,

m Former Fed chairman Paul
Volcker and current chairman
Ben Bernanke, the foramost aca-
demic authority on the breakdown
of our financial system in the
Great Deprassion.

m Warren Buffett, whose recent
investments in iconic companies
are helping to restore confidence.
As did Morgan, he demonstrates
a self-interest that is consislent
with financial statesmanship.

FRANK PARTNOY, corporate
faw professor, University of San
Diego; former Morgan Stanley
invesimeant banker

m lvar Kreuger (1880-1932), the
Swedish-born global financier

and industrialist (the “match
king™) who operated at the center
of the 1920s boom and bust.

4 John Kenneth Galbraith
(1908-2006), because he wrote
the book on the 1929 crash.

m Jim Grant of Grant's Interest
Rate Observer, because he's
fearless and understands the
dangers of financial complexity.

m Anyone who worked in Morgan
Stanley's derivatives group in
the 1990s—because wea saw it
coming.

ALICE RIVLIN, semnior fellow,

Brookings Institution; first Con-
gressfonal Budget Office director

m Paul Volcker, because he is so
sensible and has such credibility.

m Lyndon Johnson, because

he could make Congress do
anything he wanted.

A Alexander Hamilten, because
he would bring on board the
people Johnson might fail to
persuade.
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AHEAD BY A GULP

Since Oct. 1 customers at
7-Eleven have been able to
choose cup colors for their 20-
ounce hot drinks—Democratic
blue or Republican red. The convenience
store’s previous Presidential cup polls, in 2000 and 20 04,
accurately predicted the winners within a few percentage
points, says spokesperson Margaret Chabris. As of Oct. 7
the running tally from 5,375 participating stores (posted at
7-election.com) shows Obama ahead, 58% to 42%. He's

A CLUTCH OF CRISIS BOOKS

In a flurry of deals, publishers have signed at least
three journalists to write about the financial crisis
and its aftermath, adding to the works in progress
by analyst Barry Ritholtz and writer William Co-

han. According to Publishers Weekly, advances for g

the recent deals are rumored to range from the high E

six figures to over $1 million. Due dates aren’t yet @

set in some cases, but most of the books should hit 8

stores by 2010. —Ben Levisohn i et wok :

: maxed out? You el

WRITING THE WRONGS el | still may be a ;

AUTHOR TITLE PUBLISHER/DATE ' ' L binge buyer 3

[=]

i O el WHEN IT'S MORE THAN A SPREE :

Corrupted Wall o

Street and Times are tough, but shop they feeling emotionally bankrupt.” @

g:gﬁ;::;? xvond must. Almost 9% of U.S. adults The revised test has six ques- 5

may be compulsive buyers, say tions—three that tap into obses- 5

WILLIAM House of Cards: Doubleday researchers at the University of sive-compulsive behavior (“My 2

COHAN A Tale of Hubris  Apr. 21, 2009 Richmond in Virginia. Market- closet has unopened shopping 3

ggeﬁiﬁ”ﬂ il ing professor Nancy Ridgway bags init”) and three relating =

Street and her team have developeda to poor impulse control (“I buy 3

new questionnaire to screen for things I don't need"”). g

ROGER Six Days That Penguin Press the disorder, previously thought The researchers developed g

N ATE ook eV S No e et to affect just 5% of thepopula- | and validated the scale using i

JOE NOCERA No title yet Portfolio tion. The new scale eliminates 1,212 partin:ipaptwin some ' ‘E-'

and BETHANY No date set questions about maxed-out cases, comparing responses with &

McLEAN credit and other financial conse- | actual purchase data. While the 8

ANDREW Too BigloFal®  Viking quences of binge buying. “Many | current credit crunchisunlikely 3

ROSS SORKIN No date set people can afford their habit” to “cure” the ailment, Ridgway "
says Ridgway. “But spendingso | notes, it could lead more people

“Working title Data: BusinessWeek | much on themselves leavesthem | to seek treatment. -Ellen Gibson §

also on top (55% to 45%) at BuyCostumes.com, which
sells paper Halloween masks of the candidates. Palin,
though, is outselling Biden more than 3to 1. -Aili McConnon
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changing the way we work, live, and play.

T h e At work, Fusion Is changing the data center forever.

Setting new performance records on benchmarks for

key workloads such as web services, database, and
virtualization. Setting the standard in high-performance
with low power requirements. And deploying special

ized cores to bring parallel processing performance to

0 r innovation mainstream business applications.

At home, Fusion is bringing Hollywood to your family.

Harnessing the samea AMD multi-core technology that

There's a new energy coming from the people of AMD. enabled special effects wizards to render complex
It's tha power of Fusion animation in minutes instead of days. Enabling

innovations lke AMD LIVEL ™ to help people share
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many of today's most stunning PC
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i = LHe proces szabln gaming experiences. Applying our
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S8 = 2 SWERR xbox 360 and the Nintendo Wi
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What makes them different
from all others?

Bose® patented noise
. reduction dramatically
fades distractions.

Bose patented TriPort®
_- acoustic design delivers
lifelike audio.

Bose patented ear
cushions maximize
comfortable fit.

Bose QuietComfort®2 Acoustic Noise Cancelling” headphones

QuietComfort 2 headphones deliver an unmatched combination of
noise reduction, lifelike audio performance and comfort. This is a
result of our continuous research, over a period of 30 years since our
a'_\' original invention in 1978, to steadily improve the

b performance and comfort of our noise reducing
headphones. They have now become the most
highly acclaimed headphones worldwide.

Reduce unwanted noise. Bose patented noise
reduction technology fades irritating distractions
with the simple flick of a switch. With less noise, your world becomes
peaceful. You'll find flying more relaxing, in-flight entertainment
clearer and more satisfying. TechnologyReview.com says, “It's as if
someone. . .found the volume control for the world, and turned it
way, way, down.”

Enjoy music more. Even when you listen to music at home or in the
office, Bose noise reduction lets you hear more of the subtle details

that make it so enjoyable. And our patented TriPort acoustic design
enables a level of lifelike performance that has made Bose the most
respected name in sound. Travel + Leisure Golf explains, " Forget ‘con-
certlike” comparisons; you'll think you're onstage with the band.” Or just
unplug the audio cord and relax as Bose noise reduction envelops you
in tranquility.

Experience a uniquely comfortable fit. Bose patented ear cush-

ions, our choice of lightweight materials, minimal clamping force — these
all add up to a fit that stays comfortable for hours. And that's a real
difference you won't find in conventional headphones. Rich Warren of
the News-Gazette reports, “It's easy to forget they are on your head.”

Yours for a month, risk free, To fully appreciate the
difference, we invite you to try Bose QuietComfort 2
headphones for a full 30 days — when you fly, when you
work, when you relax at home, The more time you spend
with them, the more you'll appreciate how different they really are.

Use your own major credit card for low monthly payments with no interest charges from Bose.

To order or learn more:

1-800-725-2073, ext.q6738 www.Bose.com/QC

 _BSE
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FAGETIME ™

BLAEKHDGK’S As the struggle to contain the

worst Wall Street wildfirein

PETEH Fls H EH decades continues, nonfinan-
ON WHEN THE cial companies are showing the

strains of a constricted credit
PAIN W|L|_ E ND market. For example, on Oct. 1

billionaire investor Warren
Buffett pumped $3 billion into GE, giving the company a
liquidity cushion aslending dries up. And on Oct. 7the
Federal Reserve announced its intention to buy short-term
debt issued by corporations after top-rated AT&T was
unable to raise money in the commercial paper market. To
make sense of what feelslike endless economic turmoil, I
talked with Peter Fisher, co-head of portfolio management
at the investment firm BlackRock, which seems to be sailing
through the crisis. Fisher is also a former Treasury Under
Secretary for domestic finance and spent 15 years at the
Federal Reserve Bank of New York.

MARIA BARTIROMO

THE BUSINESS WEEK

How would you describe where we are today?

PETER FISHER

The fourth quarter jumped off with both AT&T and GE not
being able to roll over their commercial paper, telling us that
two premier names of Corporate America couldn't get the
short -term financing they were looking for. That's the most
extreme expression of the unwillingness of the financial
community to lend. If GE has to sell a piece of itself toroll
its short -term credit, other companies are going to find the
cost of short-term financing prohibitive.

How long will it take to loosen credit markets up and get

stability back?

This fourth quarter is going to be very hard. We just got off
to a painful start. It's going to be several quarters fromnow,

the middle of next year.

OCTOEER 20, 2008 | BUSINESSWEEK
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Are the Fed, the Treasury, and the

THE BUSINESS WEEK

“THE AUTHORITIES HAVE GOT TO CLOSE THOSE

global central banks headed down
the right road, or are they perhaps
creating new problems in the rush to

FIRMS THAT ARE NOT GOING TO BE SURVIVORS....

shore up world credit markets?
1 think there's a dilemma. It’s important

WE CAN'T WAIT AROUND FOR CONSOLIDATION”

forthem to stepin, but it's also impor-

tant for them to do this in a way that

instills confidence in other financial institutions. Andthat's
what we're still struggling with: Where do we start to find

a bottom? The Citi-Wachovia, then Wells Fargo-Wachovia
deal, that may be a kind of turning point, where Wells Fargo
is prepared to step up and say they don’t need any govern-
ment support. We need a few more episodes like that.

Do yvouworry that as this landscape continues to evolve
there’s too much concentration of capital?

Fuld in D.C.: He
told Congress he
was baffled why
the feds didn't
bail out Lehman

I hope when we come out of this, we don't end up with just
a handful of big institutions. I don’t think that’s actu-

ally a likely outcome even though that's what it looks like
while we’re in the midst of this turmoil. There really are
only six businesses in finance: You can write loans, under-
write loans, distribute assets, hold assets on behalf of retail
investors or institutional investors, or hold assets on your
own balance sheet. It's unlikely that someone really is an
efficient competitor in all six businesses. So there's going to
be areorganization. Ithink we're going to see the industry
breaking into these different units. And I think that will be
part of what comes about as Washington looks at the ques-
tion of regulation.

You were an Under Secretary of the Treasury. What
should the feds be doing that they're aren’t doing, and
what are they doing that they shouldn’t be doing?

Both the Federal Reserve and the Treasury have got to focus
on investor confidence. But they’ve got to be careful not
toroll everything up on the taxpayer and guarantee every
investor out there.

What can they be doing to make people feel confident?
They've got to help sort out the institutions that are goingto
be survivors and those that aren't. One of the problems has
been that when you give a speech or announce that all the
banks in America have got toraise capital, you're pre-an-
nouncing dilution, and that doesn’t do much for the existing
equity owner’s confidence. It makes them run for the exits.
So Ithinkif banks are going to raise capital, you've got to do
it really quickly. Goldman Sachs raised capital in a heartbeat.
Youdon't threaten dilution and therefore upset your
shareholders. The other thing is that the authori-
ties have got to close those firms that are not going

to be survivors as quickly as possible. We can’t wait
around for consolidation.

Do you think we will see more bank failures?

I think we're likely to see some banks being closed.
It's not just about commercial banks. There are other
kinds of lenders that overextended themselves, and
they're probably going to be reduced in number, too.

Lehman CEO Dick Fuld said in congressional
hearings on Oct. 6 that he would go to his death
wondering why the feds did not bail out Lehman.
Was letting it go under a mistake?

It was probably a mistake to wind it up the way they
did—by announcing it was going into Chapter 11 and
then keeping the broker-dealer business open for
another week here in the U.S5. That may have helped
facilitate a winding up of its affairs, but it created more chaos.

By all accounts, New York Fed President Tim Geithner
refused to let Lehman recast itself as a commercial bank.
But days later, Goldman and Morgan Stanley were al -
lowed to transform themselves. What was his rationale?
I don't know.

How could all of these institutions, run by very smart
people, get caught in the same trap?

In the middle years of this decade, we had negative real
short-term interest rates. And that really means free money,
which really distorts the system. Capitalism is premised on
the idea that capital is a scarce commodity rationed with a
price mechanism. It wasn’t just a handful of clever guyson
Wall Street who figured out what to do with the free money.
People all over the housing and financial services industries
figured out ways to lever themselves up way too far. That's
the engine that led us this far astray. 1BW/

Maria Bartiromois the anchor of CNBC's Closing Bell.
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m ;ogmﬂ;s% small businesses than any other carrier.
U Call today and find out how we can help you.
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Healing health care. Together.”

More small businesses nationwide turn to UnitedHealthcare than any other carrier to support
their unique health coverage needs. A range of solutions, including PPO, HMO, HRA, HSA and
FSA, means we've got you covered in a variety of ways. Find these acronyms confusing? Talk to
one of our dedicated Small Business Advisors — they'll help you find a solution. It only takes a
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THE CREDIT-GARD

BLOWUP AHEAD

A payload of troubled debt is about to explode,
hurting banks such as BofA and JPMorgan that
have largely dodged the mortgage mess

By Jessica Silver-Greenberg
The troubles sound familiar, Borrow-
ers falling behind on their payments.
Defaults rising. Huge swaths of loans
souring. Investors getting burned.
But forget the now-familiar tales of
mortgages gone bad. The next hor-
ror for beaten-down financial firms is
the $950 billion worth of outstanding
credit -card debt —much of it toxic.
That’s bad news for players like
JPMorgan Chase and Bank of America

that have largely sidestepped —and even
benefited from—the mortgage mess

but have major credit-card operations.
They're hardly alone. The consumer
debt bombis already beginning to

spray shrapnel throughout the financial
markets, further weakening the U.S.
economy. “The next meltdown will be
in credit cards,” says Gregory Larkin,
senior analyst at research firm Innovest
Strategic Value Advisors. Adds William
Black, senior vice-president of Moody's
Investors Service's struc-
tured finance team: “We still
haven't hit the post-reces-
sionary peaks [in credit-card
losses], sothings will get

worse before they get bet-
é:gg#ﬁ';u EEEEEEE E'Eou ter)” What’s more, the U.S.
DEBT ($BILLION) CREDIT CARDS* Treasury Dept!s $700 bil-

Bank of America 153.3

678

Capital One

47.0

Discover

*L.S. credit cards only
Dana: Innevest
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lion mortgage bailout won't
be a lifeline for credit-card
issuers.

The big firms say they're
prepared for the storm. Ear-
lylast year JPMorgan started
reaching out to troubled
borrowers, setting up pay-
ment programs and making
other adjustments to ac-

counts. “We have seen higher credit-
card losses," acknowledges JPMorgan
spokeswoman Tanya M. Madison. “We
are concerned about [it] but believe we
are taking the right steps to help our
customers and manage our risk.”

But some banks and credit-card
companies may be exacerbating their
problems. To boost profits and get
ahead of coming regulation, they're
hiking interest rates. But that's mak-
ing it harder for consumers to keep
up. That'll only make tomorrow’s
pain worse. Innovest estimates that
credit-card issuers will take a $41 bil -
lion hit from rotten debt this yearand a
$06 billion blowin 2009.

Those losses, in turn, will wend their
way through the $365 billion market
for securities backed by credit-card
debt. As with mortgages, banks bundle
groups of so-called credit-card receiv-
ables, essentially consumers’ out-
standing balances, and sell them to big
investors such as hedge funds and pen-
sion funds. Big issuers offload roughly
70% of their credit-card debt.

But it’s getting harder for banks to
find buyers for that debt. Interest rates
have been rising on credit - card securi-

=
g
=3
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;
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ties, a sign that investor appetite is
waning. To help entice buyers, credit -
card companies are having to put up
more money as collateral, a guarantee
in case something goes wrong with the
securities. Mortgage lenders, in sharp
contrast, typically aren't asked to do
this—at least not yet. With consumers
so shaky, nowisn’t a good time to put
more skin in the game. “Costs will go
up for issuers,” warns Dennis Moroney
of the consultancy Tower Group.

Sure, the credit -card market is just
afraction of the $11.9 trillion mortgage
market. But sometimes the losses can

s -

be more painful. That’s because most
credit-card debt is unsecured, mean-
ing consumers don’t have to make
down payments when opening up their
accounts. If they stop making monthly
payments and the account goes bad,
there are no underlying assets for
credit-card companies to recoup. With
mortgages, in contrast, some banks are
protected both by down payments and
by the ability to recover at least some

of the money by selling the property.

THE BIG BOYS' BURDEN

Making matters worse, the subprime
threat is also greater in credit-card
land. Risky borrowers with low credit
scores account for roughly 30% of out-
standing credit -card debt, compared
with 11% of mortgage debt. More than
45% of Washington Mutual’s credit -
card portfolio is subprime, accord-

NEWS

BAD DEBT

The pile of rotten credit-card debt
is mounting

oo BILLIONS OF DOLLARS

AMOUNT OF BAD CREDIT-CARD
DEBT CHARGED OFF

o
‘e M2 3 4 05 e 07 oA 09

Data: Innoviast

ing to Innovest. That could become a
headache for JPMorgan Chase, which
agreed on Sept. 25 to buy the troubled
thrift’s credit -card business and other
assets for $1.9 billion. Says a JPMorgan
spokeswoman: “We are aware of the
credit quality of [WaMu's] portfolios
and will manage risk appropriately”
Credit-card losses are already taking
a bite out of lenders’ balance sheets.
Bank of America, the nation’s second -
largest issuer behind JPMorgan, re-
vealed on Oct. 6 that roughly $3 billion
of its $184 billion credit - card portfolio
has soured, a 509 increase from a year
ago. At the same time the bank, which
is also dealing with the broader finan-
cial tumult, said it would have to cut its
dividend by 50% and raise $10 billion in
fresh capital. The stock stumbled more
than 25% the next day wheninves-
tors largely scoffed at the new shares
BofA was offering. “The good news
for usis that we have the strength to
get through this, but the bad news is
that the earnings recovery does take
a while,” says BofA spokesman Bob
Stickler. “We are prudently adjusting
our underwriting standards to adapt to
changing economic conditions.”
Likewise, American Express, which
caters to wealthier borrowers, upped
its provisions for credit-card losses
from $810 million to $1.5 billion in the
latest quarter, a sign that even upscale
consumers are having trouble. “We
have enhanced our credit models and
continue to prudently manage our
risk by scaling back some card ac-
quisition efforts and reducing credit
lines where appropriate,’ says an

OCTOBER 20,2008 | BUSINESSWEEK
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AmEx spokeswoman.

The industry's practices
during the lending boom are
coming back tohaunt many
credit-card lenders now. Cate
Colombo, a former call center
staffer at MBNA, the big issuer
bought by Bank of Americain
2005, says her job was to devel -
op arapport with credit-card
customers and advise them
to use more of their available
credit. Colleagues would often
gather around her chair when
she was on the phone with a
consumer and chant: “Sell,
sell.” “It was like Boiler Room,”
says Colombo, referring to the
2000 movie about unscru-
pulous stock brokers. “Iknew
that they would probably be in
debt for the rest of their lives”
Unless, of course they default.
Responds BofA spokeswoman Betty
Riess: “The allegations donot reflect
our practices. The bank has nothing to
gain by extending credit to people who
do not have the ability to pay us back.”

Now regulators and politicians are
trying to curb some of the industry’s
abusive practices by limiting interest
rate hikes, abolishing certain fees, and

[T Exchange

Read, save, and add content on BW's
new Web 2.0 topic network

Emerging Markets

Gorge on Plastic

Consumers in Latin America, South
America, and Eastern Europe are
filling their wallets with credit cards.
The number of cardholders in
Brazil and Mexico has more than
doubled in the past three years.

But rapidly rising credit-card debt
can wreak havoc on emerging-
market economies, according to
Oxford Analytica. Take South
Korea. Consumers there went
overboard on credit in 2003 and
defaulted on a large percentage of
those loans—which seriously
crimped the country's growth.

To read the Oxford Analytica article,
go to http://bx.businessweek.
com/credit-card-industry
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cracking down on questionable billing
practices. Under rules proposed by the
Federal Reserve, a borrower would have
a 21-day grace period before being hit
with a late fee, instead of the few days
offered by some firms now. A similar
plan working its way through Congress
would allow banks toincrease rates only
on consumers’ future purchases—not
existing balances. And under both pro-
posals, credit - card companies would
have to allocate account holders’ pay-
ments equally to balances with different
interest rates. Currently, firms first
apply payments to the debt with the
lowest rate, which means it takes longer
and makes it costlier for consumers to
pay off their debt.

LAST HURRAH

The Senate isn't expected to vote on
the matter until early next year. The
Fed's rules, currently being reviewed by
the industry, could take effect around
that same time. But lenders seem to be
preparing for the worst-case scenario:
an outright ban on some practices.

To get ahead of rules that would
hamper their ability to reprice accounts,
for example, many firms are jacking up
interest rates. A survey of major issuers
by consumer advocacy group Con-
sumer Action found that 37% of firms
have raised rates across the board, even
for borrowers with relatively pristine

NEWS

Polemeni's
interest rate
jumped to 30%
after a missad
payment

credit records. “In anticipationof a
federal crackdown, card companies are
scouring their portfolios and tightening
credit,” says Tower Group’s Moroney.

Even consumers like Michael Pole-
meni, who miss only a single payment,
can find themselves in the crosshairs of
credit-card companies. The indepen-
dent computer specialist relied heavily
on his credit cards for child support
payments and business expenses.
Polemeni generally made more than
the minimum payment each month,
carrying a $2,000-or-so balance. But
in July he missed a payment, and Pro-
vidian, owned by Washington Mutual,
jacked up his rate from 9% to 30%. “I
was shocked because I am a very good
customer,” say Polemeni, who paid off
the full balance immediately. WaMu
didn’t return calls for comment.

Not everyone will be able to pay
down their debts like Polemeni. And
that could make for a vicious cycle: As
credit-card companies raise rates, more
consumers fall behind on their pay-
ments, which then hurts the issuers.
Says Innovest’s Larkin: “We are going
to see the banks massively hit" 18w

For a look at the
best and worst

BUSINESSWEEK TV

credit cards, watch BusinessWeek TV, To see
video clips or find your local station and airtime
by Zip Code go to businessweekiv.com
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Panasonic recommends Windows Vista® Business.

Gobi &

Global Mobile Internel
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* HOW T0 STOP

THE PANIC

It is possible to calm the waters, but it’ll mean
unlearning our post-Depression lessons

By Peter Coy and Stanley Reed

The world’s governments are shocked
and dismayed by their inability to
stop the increasingly grave financial
crisis. Nothing they have attempted
has gotten lending flowing normally.
Profitable companies are cut off

from borrowing. Confidence is shot.
Through Oct. 7 the U.S. stock market
had its worst five-day performance
since 1032 on fears of a severe eco-
nomic downturn. Says Stephen Jen,
currency economist at Morgan Stanley
in London: “The choices for thereal
economy are between a recession and
a depression.”

Can anything be done to halt this
panic? As a matter of fact, yes. It won't
be quick or easy. But the prerequisite
for a new approach is unlearning doc-
trines that were developedin the after-
math of the Great Depression, the last
time financial conditions were worse
than this. The world has changed in the
intervening seven decades, and what
worked to quell the financial crisis then
may not work now—as anyone trying
to borrow money can see.

So far, crisis managers in the U.S.
and abroad have relied mostly on
using “helicopter money” —that is,
dropping dollars across the financial
landscape in hopes of reviving lending

PULLING OUT
THE STOPS

The government has steadily broadened

itsrole to safeguard the economy
from the credit crisis. Here are some
important milestones:

Daia: BusinessWeak
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and spending. Generations
of mainstream economists
around the world learned this
approachat the feet of the
late Nobel laureate economist
Milton Friedman, who coined
the helicopter metaphor.
Federal Reserve Chairman
Ben Bernanke, while part-
ing from Friedman in some
particulars, shares his general
approach—and in fact earned
the moniker “Helicopter Ben”
after citing Friedman's coin-
ageinaz2002 speech.
Following this logic, the
Federal Reserve is aggres-
sively lending money to all comers.
The synchronized international rate
cuts on Oct. 8—which lowered the
U.S. federal funds rate to just 1.5%—is
another example of helicopter money.
Central banks figure that by flood-
ing the banking system withreserves,
they can get banks torelend the
money to the rest of the economy.
But while lowering interest rates and
providing liquidity is essential, it'sno
longer enough, says Paul ].]. Welfens,
president of the European Institute for
International Economic Relations in
Wuppertal, Germany. Says Welfens:
“It’s very dangerous if you don't have

a strategy. The situation is worsen-
ing because no oneis doing a [basic]
program to restore confidence.”

An alternate approach that’s gain-
ing favor in many quartersis to place
money strategically where it can do the
most good, even if that means picking
winners and losers and allowing some
channels of credit to dry up for the
time being. One tactic: direct govern-
ment investments in selected banks
on alarge scale. The theory behind
this approach is that the banks are so
wounded that simply lending them
more money won't solve anything. To
restore their positive net worth so they

HEMRIK. DRESCHER

GOVERNMENT
DID

begins lending to
banks for longer than

on Fed life support.

overnight. By October
2008, many banks are

starts lending money

to Wall Street firms that
are primary dealers in
Treasuries.

Fannie Mae and
Freddie Mac into
conservatorship.

DATE DEC. 11, 2007 MAR. 16, 2008 SEPT. 7, 2008

TARGET COMMERCIAL WALL MORTGAGE
BANKS STREET FINANCE

WHAT The Federal Reserve The Federal Reserve The Federal Housing

Finance Agency puts




can lend freely, banks need fresh eq-
uity, and government is the only party
that’s capable of providing it in these
extreme conditions. Sweden used this
strategy to end a banking crisis inthe
early 1090s. And on Oct. 8, Britain
took a giant step in the same direc-
tion, announcing an offer to buy up to
$88 billion worth of preferred shares in
Britain's biggest banks. The govern-
ment also said it would guarantee up to
$437 billion of the banks' debt. “This

is beginning a process of [undoing] a
big problem where banks won't lend to
each other for long periods,” Chancel-
lor Alistair Darling told Sky News.

On Oct. 8, U.S. Treasury Secretary
Henry Paulson broadly hinted that
Washington is likely to use a targeted
approach with at least some of the
$700 billion authorized by Congress
to deal with toxic mortgage-backed
securities and other assets—including
buying equity shares in some financial
institutions.

A targeted approach doesn’t waste
money on weak banks that deserveto
disappear. “You are going to see signif-
icant consolidation in banking across
Europe. As the tide goes out, the weak
models and weak managements are
revealed,” says Robert E. Diamond Jr.,

SEPT. 17, 2008 SEPT. 19, 2008 SEPT. 30, 2008 OCT. 7, 2008
INSURANCE MONEY MARKET FINANCIAL ALL
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The Fed makes an Treasury offers insur- Congress passes The Fed says it will
$85 billion, two-year | ance to money market | the bailout bill, which buy commercial paper
loan to American mutual funds, which authorizes Treasury from issuers, thus
International Group | help corporations and | to buy up mortgage- providing direct

and gets warrants local governments by backed securities financing to banks

for a majority stake. | buying their debt. from banks. and corporations.

president of Barclays, the British
banking company. More policymakers
and economists are coming around to
approaches such as Britain's because of
the manifest failure of loans, guaran-
tees, and asset purchases to get the job
done. In fact, an unhealthy dynamic
has developed. The Fed and other cen-
tral banks have steadily expanded the
portions of the economy to which they
are lending freely—in effect, declaring
them to be protected within the walls
of the fortress. But it's having unin-
tended consequences.

Central bankers' desperate exten-
sion of credit to new kinds of borrow-
ers simply worsens the condition of
solvent institutions left outside the
walls, because investors and lenders
pull money out of them. That ex-
plains the wild swings in stock prices
and credit spreads. For example, the
branches of British-owned banks in
Ireland lost money to locally owned
rivals after Dublin offered blanket pro-
tection on all deposits of Irish-owned
banks there. And in the U.S., corpora-
tions that borrow in the commercial

OCTOBER 20,2008 | BUSINESSWEEK
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paper market were cut off from fund-
ing because investors moved to safer
Treasuries—forcing the Fed to say on
QOct. 7 that it would step in to buy the
commercial paper itself. The logical
endpoint of this game is for govern-
ments to protect all financial assets.
That's an awfully Big Government
outcome for an approach that started
out with a small-government thrust.

MORAL HAZARD

U.S. policymakers have sometimes
departed from the helicopter-money
approach, asin the rescues of Fan-

nie Mae, Freddie Mac, and American
International Group, which gave the
government big equity holdings.

They may need to jettison another bit
of orthodo vy, which is that it's danger-
oustomakee plicit promisesofta -
payer support for fear it will encourage
risky behaviors. Economists have long
been taught to avoid creating “moral
hazard" —giving people an incentive to
take big risks. Letting Lehman Broth-
ers fail was intended to send a warning
torisk-takers. But by trying so hard to

THE FED CUTS

all of the rate hikes it made since 2004
g PERCENT

The Federal Reserve has had to retract almost

NEWS

says Edward Liebert, who
is treasurer of Philadel -
phia-based chemical maker
Rohm & Haas aswell as
chairman of the National

FEDERAL FUNDS RATE

Association of Corporate
Treasurers. Policymakers

are getting the message.
“Generally speaking, cen-
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tral banks and governments
are just beginning toun-
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on their economies,” says
Donald Moore, chairman of
Morgan Stanley in Europe.

OCT.e

avoid moral hazard, governments aren't
giving markets the confidence they
need, says Richard Portes, anecono-
mist at the London Business School,
adding: “In circumstances like this, the
last thing you want is ambiguity.”

The longer the banks are incapaci-
tated, the worse the damage to the real
economy. “Banking institutions are
really the rock foundation of all of
the economic activity that occurs,”

“My view is we are going
to take another three tosi months to
sort this.” It may take that long for the
generals to learn how to fight this war,
not the last one. 18w
~With Jack Ewing in Frankfurt

BUSINESSWEEK.COM For a discussion
on what it's going
to take to stop the panic in the credit markets,

watch a Wdeo report at www.businessweek.
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