


With no compelling alternative, many 
Italians may vote for Berlusconi again if 
his legal troubles lead to elections before 
his term expires in 2013. He has a core 
following among voters who share his 
conviction that the Democratic Party is 
riddled with communists, or who admire 
him as Italy's ultimate self-made man 
and model of virility. 

Berlusconi also has a secret weapon: 
Giulio Tremonti, his Finance Minister. 
While Tremonti has not reversed the 
widening economic divide between Italy 
and its main European Union partners, 
he has averted the kind of catastrophe 
that dragged down Ireland and Greece. 
That's an achievement, given that the 
International Monetary Fund last May 
described Italy's economic performance 
as "dismal." Among the failings cited 
were low productivity, a rigid labor 
market, and a bloated private sector. 
Italy's gross domestic product grew an 
average of 1.5 percent a year from 1999 
to 2007, compared with 2.2 percent for 
the EU. Last year growth was a meager 
1.1 percent, following a 2009 contrac
tion in GDP of 5 percent. 

A tax lawyer by training, Tremonti 
has kept the public accounts in order. 

He has tempered Berlusconi's popu
list instincts by playing bad cop to his 
boss's good cop. That meant block
ing the kind of stimulus spending that 
helped turn Spain's 2007 budget sur
plus into a deficit of 9.3 percent of GDP 
by last year. "He is seen as the guaran
tor of fiscal discipline during a period 
when other governments were much 
more relaxed on the fiscal front," says 
Chiara Corsa, an economist at Uni-
Credit Bank in Milan. As a result, Ita
ly's budget shortfall was a manageable 
5 percent of GDP last year. 

Overall debt, though, remains almost 
120 percent of GDP, vs. 76 percent for 
Germany. The yield premium that in
vestors demand to hold Italian 10-year 
bonds over German debt has roughly 
doubled since early 2010. That is still 
less than half the gap between yields on 
German debt and the sky-high yields on 
Portuguese, Irish, and Greek bonds. 

Tremonti, a northern Italian who first 
ran for Parliament as a Socialist and who 
regularly rails against the ills of globaliza
tion, is known for using creative methods 
to keep Italy's deficit in check. He has 
fashioned a series of amnesties for tax 
dodgers that pardoned their transgres
sions for a fee that was lower than the 
maximum penalties. In the most recent 
amnesty, Italians paid the government 
5 billion euros to have 100 billion euros 
of undeclared funds regularized. 

Both Berlusconi and Tremonti have 
gotten an assist from high household 
savings, which helped ordinary Italians 
weather the depths of the recent reces
sion fairly intact, despite an 8.6 percent 
jobless rate. Private debt in Italy is only 
42 percent of GDP, vs. 118 percent for 
Ireland. Tremonti has told EU authori
ties they should take this low private 
debt level into account when figuring 
out how to improve Europe's finances. 
EU authorities want mandatory debt 
reduction targets for the union's most 
leveraged states. Tremonti argues that 
Europe's debt crisis was caused by reck
less banks and hedge funds, not public 
spending. "Public debt isn't the cause of 
the crisis. It's the medicine," he says. 

Tremonti, 63, could end up suc
ceeding the 74-year-old Berlusconi if his 
boss's position weakens dramatically 
and his party starts to disintegrate. For 
now, Berlusconi's supporters are de
fending their man and accusing the ju
diciary of trying to override the will of 

voters, who re-elected Berlusconi by a 
landslide in 2008. 

Berlusconi's opponents, meanwhile, 
wonder if Italy can ever move beyond 
its fascination with the man. "We think 
the evil of Italy is Berlusconi," says Luigi 
Zingales, professor of finance at the Uni
versity of Chicago Booth School of Busi
ness and a graduate of Milan's Bocconi 
University. "I think the evil of Italy is a 
culture that makes Berlusconi a normal 
politician. That is much more difficult to 
change." —Andrew Davis 

The Egyptian military played a crucial 
role in the ouster of President Hosni 
Mubarak and has promised to steer the 
nation toward democracy. What's little 
known outside Egypt is that the army 
plays a crucial role in the economy as 
well. That raises the question: Will the 
military back reformers if they threaten 
to dismantle its business interests? 

The armed forces have a substan
tial stake in Egypt's civilian economy 
through a host of government-owned 
service and manufacturing companies, 
at least 14 of them under the auspic
es of the Military Production Ministry. 
Military-run companies are in such busi
nesses as janitorial services, household 
appliances, pest control, and catering. 
El Nasr Co. for Services and Mainte
nance, for instance, has 7,750 employ
ees in such sectors as child care, auto
mobile repair, and hotel administration, 
according to its website. Other military 
companies produce small arms, tank 
shells, and explosives-as well as exer
cise equipment and fire engines. 

These companies add up to "a very 
large, unaccountable, nontransparent 
Military Inc.," says Robert Springborg, a 
professor in the department of national 



security affairs at the Naval Postgraduate 
School in Monterey, Calif., and author 
of Mubarak's Egypt: Fragmentation of the 
Political Order. The generals "will try to 
massage the new order so that it does 
not seek to impose civilian control on 
the armed forces," he says. "It's not just 
a question of preserving the institution 
of the army. It's a question of preserving 
the financial base of its members." 

As much as one-third of Egypt's 
economy is under military control, 
says Joshua Stacher, an Egyptian-mili
tary expert and assistant professor at 
Kent State University in Ohio. Revenues 
from military companies are a state 
secret, along with the armed forces 
budget, he says. 

It isn't uncommon for governments 
and militaries to own or run their own 
defense-related industries and arms 
makers. In Singapore and Israel, for 
example, nationalized production of 
fighting hardware is seen as a way to 
protect national security by avoiding 
dependence on foreign arms contrac-

tors. What sets apart the Egyptian mili
tary, the Arab world's largest, is that 
its companies also offer an array of 
products or services in the domestic 
consumer economy-and without any 
civilian oversight. 

The latest assessment of defense 
production and military companies in 
Egypt from defense information firm 

IHS Jane's in London, and a 1998 report 
produced by the American Embassy's 
commercial affairs section in Cairo, list 
three military-owned businesses that 
sell to both the armed forces and the 
public. One is El Nasr, which operates 
under the brand Queen Service. It has 
at least 18 service businesses, according 
to its website. 

General Ahmed El-Banna, general 
manager of El Nasr, says the military 
owns 75 percent of the company while 
the rest is held by retired officers. Two 
other consumer companies were named 
by the reports: El Nasr Co. for Interme
diate Chemicals, whose website says it 
produces chemicals, fertilizers, indus
trial and medical gases, and household 
pesticides; and Arab International Op
tronics, a maker of lenses and advanced 
optical equipment. No one answered 
the phone at Arab International Optron
ics, which doesn't have a website, and 
the number given by telephone informa
tion for El Nasr Co. for Intermedi
ate Chemicals didn't answer. 



The Ministry for Military Production 
lists on its website more than a dozen 
"military production companies," in
cluding Abu Zaabal Co. for Engineering 
Industries, Benha Co. for Electronic In
dustries, and Maadi Co. for Engineering 
Industries. Abu Zaabal was established to 
secure the armed forces' artillery needs, 
according to the website. It also produc
es water and fuel tanks. 

Maadi makes parts for medical and 
agricultural equipment as well as home 
appliances, radiators, and exercise 
equipment. Benha owns factories and 
produces telecommunication equip
ment, microwaves, and personal com
puters. The Egyptian Tank Plant makes 
red firefighting vehicles. 

In a secret cable signed by U.S. Am
bassador to Egypt Margaret Scobey, 
the embassy in Cairo told Washington 
that the Egyptian military was "becom
ing a 'quasi-commercial' enterprise 
itself." The secret cable was dated Sep
tember 2008 and was released last De
cember by WikiLeaks. Although the 
cable didn't detail individual firms, it 
said the embassy's sources "told us 
that military-owned companies, often 
run by retired generals, are particular
ly active in the water, olive oil, cement, 
construction, hotel and gasoline indus
tries." It also offered this view from em
bassy staff: "We see the military's role 
in the economy as a force that general
ly stifles free market reform by increas
ing direct government involvement in 
the markets." 

The armed forces' business interests 
would be at risk if demands for open
ing up the economy ran too deep, said 
Samer Shehata, an assistant professor 
at the Edmund A. Walsh School of For-

eign Service at Georgetown University 
in Washington, before Mubarak stepped 
down. "If the military was completely 
removed from politics, then there is no 
question that these interests would be 
put in jeopardy." 

Military companies also play a signifi
cant role in consumer food production, 
says Springborg, the Naval Postgradu
ate School professor. The military runs 
"chicken farms, dairy farms, horticul
tural operations. And it of course has its 
own bakeries," he says. 

The military's "business interests are 
very large," says Bassma Kodmani, ex
ecutive director of the Paris-based Arab 
Reform Initiative and a senior adviser at 
the French National Research Council. 
Those businesses, though, help build the 
nation and keep capital within its bor
ders. "The army is not seen as corrupt," 
she told a group of reporters in Paris last 
week. "It might seem strange to people 
in the West, but in Egypt it's not consid
ered shocking that the army builds high
ways or new housing projects." 
—Cam Simpson and Mariam Fam 

Some of the biggest banks in America, 
such as JPMorgan Chase and PNC 
Financial Services, want to increase 
dividends over the next few quarters. 
When those dividends do go up, it will 
look like a vote of confidence by bank 
boards on the sustainability of eco
nomic growth and profits. The pay
outs will also be one of the most care
fully screened moves by regulators in 
modern financial history. 

The behind-the-scenes guiding hand 
of these bank board actions is a little-
noticed team of economists, payment 
systems experts, bank examiners, and 
quantitative analysts at the Federal Re

serve. The group was formed in early 
2010 by Chairman Ben Bernanke and 
Governor Daniel Tarullo to hunt down 
risks in the financial system before they 
trigger another crisis. 

Almost a year ago, the new Fed 
team, known as the Large Institution 
Supervision Coordinating Committee 
(LlSCC)-which staffers pronounce "Iis-
sick"-helped Bernanke identify and 
respond to an emerging threat to the 
global banking system when U.S. money 
market funds began dumping European 
bank debt out of fear of a Greek default. 

Now, the unit has given the directors 
of 19 banks, including JPMorgan Chase, 
PNC, Citigroup, and Goldman Sachs, 
a challenge: Before you hand out cash 
to shareholders, think about what might 
happen to you over the next nine quar
ters if unemployment rises and the econ
omy falters. "The current review of firms' 
capital plans is another step forward in 
our approach to supervision of the largest 
banking organizations," says Tarullo. 

If the bankers don't come up with 
a plan to have enough capital to with
stand economic, regulatory, and lend
ing risks, then the regulator is likely to 
challenge the dividend increases and 
ask for revisions, according to a set of 
guidelines issued by the Fed in Novem
ber. "We came about as close as you 
can to the Great Depression. Regulators 
are going to err on the side of caution," 
says Joel Conn, president of money 
managers Lakeshore Capital in Bir
mingham, Ala. The pressure from the 
Fed may be working. At a Feb. 15 pre
sentation, JPMorgan Chief Financial Of
ficer Douglas Braunstein revealed that 
the bank's stress scenario for the econ
omy was more severe than the Fed's. 

LISCC also wants banks to plan for 
an array of new regulations that could 
lower profits. Another LISCC focus is 
the likelihood that investors in faulty 
mortgages may force the banks to take 
them back. Standard & Poor's estimates 
such a maneuver could cost the indus
try $60 billion. 

Before LISCC's creation, the Fed's 
12 reserve banks handled much of the 
day-to-day supervision of big banks 
and reported back to the Board of Gov
ernors in Washington, which sets the 
rules for bank holding companies. With 
LISCC, the Fed can tap its deep bench 
of more than 200 PhDs to figure 
out how a particular risk might 



affect the entire financial system or just 
a single bank. 

The intense scrutiny of everything 
from compensation to stock buybacks 
shows the depth of the regulatory incur
sion into tasks normally handled by bank 
directors. E-mails revealed by the Finan
cial Crisis Inquiry Commission showed 
the Fed even considered ousting Lehman 
Brothers Chief Executive Officer Richard 
Fuld and exercising "influence" over his 
successor. It's too much, says Wayne Ab-
ernathy, executive vice-president of the 
American Bankers Assn. and former staff 
director of the Senate Banking Commit
tee under former Senator Phil Gramm (R-
Tex.). "What do these guys really bring 
to the table that the leaders of business
es don't already know or have?" he says. 
"The answer is: the wrong set of incen
tives. Their incentive is to take no risk." 

On the other side, financial regula
tors don't have high confidence in bank 
boards after the crisis revealed they 
didn't fully plan for events such as the 
fall in housing prices, says Alan Blind
er, a Princeton University professor and 
former Fed vice-chairman. Regulators 

"would have loved 
to have left these 
issues, especially 
compensation, to 
boards if they exer
cised their responsi
bility," he says. Bank 
boards "blew it, big, 
big-time" during the 
financial meltdown. 

To figure out if 
banks have enough 
capital, the Fed has 

asked the 19 largest banks to come up 
with at least two scenarios: a "baseline" 
on how the economy will probably per
form and an adverse scenario. The LISCC 
has deployed Fed economists to come 
up with its own adverse scenario, laying 
down an official standard for what could 
go wrong. The Fed's worst case calls for 
a 1.5 percent decline in gross domestic 
product through the end of 2011, ac
cording to people familiar with the cen
tral bank's thinking. 

The unit has also made one of the 
largest data requests in Fed history 
outside of normal regulatory report
ing, asking for information in a range 
of areas, including loans and securities 
portfolios. This will allow the Fed to test 
any one bank's assumptions about the 

soundness of its portfolio against analy
sis of its own. Says Kevin Petrasic, an at
torney at the law firm of Paul Hastings in 
Washington and a former special coun
sel at the Office of Thrift Supervision: 
"You have an entire industry that is now 
on parole." —Craig Torres 

The bottom line The Federal Reserve's specially 
assembled team of risk detectives will pressure the 
nation's largest banks to raise capital if needed. 

Over its 126 years, the Hong Kong 
Jockey Club has survived equine flu, 
the Japanese occupation, bribery scan
dals, and the end of British colonial rule. 
Now the club is looking to cope with 
its biggest challenge yet: the Internet. 
Though members still flock to the club's 
two tracks to sip Chateau Margaux and 
take in the races, a growing share of the 
money wagered is bypassing the club in 
favor of unauthorized betting websites. 
"Competition is just a mouse click away," 
says Winfried Engelbrecht-Bresges, 56, 
the club's chief executive officer. "Our 
competitiveness is at risk." 

Unauthorized bookmakers-both 
online and offline-take bets on Hong 
Kong horse races equal to somewhere 
between 33 percent and 100 percent 
of the Jockey Club's receipts, the club 
estimates. Given that the club last 
year accounted for some 7 percent 
of Hong Kong's tax revenue, making 
it the city's biggest taxpayer, that 
would mean the government lost out 
on at least HK$2.6 billion 
($334 million), based on the 
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