
AUGUST  2007PHONE: 212.219.9096

®

1

RECENT REPORTS

G7 REPORTS
UPDATED AUGUST 2007

www.MEDLEYADVISORS.com

Medley Global Advisors
Tel.: (212) 219-9096
451 Greenwich Street, 6th Floor, New York, New York 10013



AUGUST  2007PHONE: 212.219.9096

®

2

TABLE OF CONTENTS

G7/Macro Reports

Policy Monitor

• FED: When in Doubt, Wait

• ECB: A Bias Hardens

• BOJ: Walk, Don’t Run

• BOC: What Global Inflation?

• SNB: The Long Game

• Iran: Liar’s Poker

3

6

7

9

11

12

Warning: Significant personal liability and criminal prosecution can result from any copying or unauthorized disclosure
of these materials. Your use of these materials, even if under instruction by your employer, is unlawful unless you are

specifically authorized to do so by name. Copying or unauthorized disclosure by you, or by others with your knowledge
or participation, can subject you to such liability. This material is sent to prospective and existing clients for the

engagement of Medley Global Advisors LLC consulting services.



AUGUST  2007PHONE: 212.219.9096

®

3

MEDLEY GLOBAL ADVISORS
G7 Special Report

Fed: When in Doubt, Wait

June 19, 2007

SUMMARY: Feeling a little more optimistic on inflation and a little less concerned about downside growth risks, the 
FOMC is confident it can afford to watch and wait for now. The puzzles over productivity and employment trends, coupled 
with the lingering uncertainties over the lasting impact of the housing weakness and the recent spike in yields is creating 
the desire for more clarity and granularity in the data before the Federal Open Market Committee can weigh the timing 
and direction of the next rate move. 

It would probably be an overstatement to say that Federal Reserve officials are feeling pretty pleased with themselves, 
but not by much. After enduring nearly a half year of market scepticism and a defiant pricing for rate cuts, the central bank 
witnessed a market capitulation and concession that just maybe the Fed would not be cutting rates any time soon after all. 
It was a vindication of the Fed's trust in its forecast as well as unusually well-disciplined messaging over the period. 

That central tendency forecast will inevitably see some tweaks in the mid-year semi annual report to Congress in mid-
July. But for the most part, both the June communique and the Humphrey-Hawkins forecasts are likely to reflect a 
Federal Open Market Committee feeling a little more optimistic on inflation and a little less concerned about 
downside growth risks. Indeed, the Fed is quietly confident in the story line of a second quarter inventory correction, 
renewed global growth, and a moderate recovery in business investment spending more than offsetting any deceleration 
in consumer spending due to a trifecta of energy costs, housing weakness or higher yields. 

It will be looking past an expected pop in the second quarter growth data just as it did in looking through the first quarter 
weakness to a longer term trendline of an economy levelling out in the second half and gradually climbing back to, or just 
below, trend growth some time early next year. The recent jump in yields, for instance, is likely to be seen less as a 
major negative to the growth story as it is a modest tail wind to the present policy stance leaning against 
inflation as the predominant or primary risk to the economy.

In policy terms, then, the consensus view taking shape as the FOMC approaches the June meeting is that there is plenty 
of time to wait for greater clarity and granularity from the data. Looking down the road -- way down the road in fact  --
no one on the FOMC is making much of a passionate case for the next rate move to be up or down. This is an 
FOMC content to be on hold until there is a break in the data one way or another over the next three to six 
months. 

Narrower tail risks

Since the committee convened May 9, the inflation data has improved while the economic data has strengthened. The tail 
risks on either side of the outlook have subsequently narrowed relative to earlier in the spring (MGA: 5/31/07: Fed: Plus 
Ca Change,) albeit a tad more on the growth side of the equation. And that, in turn, means the predominant concern with 
inflation risk still prevails. 

In Fed thinking, the inflation risk tail has merely diminished as a reflection of more sanguine data. So while actual 
inflation impulses have recently looked benign, a majority of the FOMC continue to highlight it as the real risk, 
whether or not the pace of the moderation will be sufficient, particularly as unemployment seems stuck around 
4.5%. Moreover, a recent uptick in the five year part of the TIPS curve is reinforcing a still solid consensus not to 
prematurely jettison the "predominant" concern over inflation risk. Taken together, it explains why the FOMC is loathe to 
declare victory on inflation just yet.
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When mapping the growth outlook, the Fed is still clearly keeping a watchful eye on the extended housing woes and 
business fixed investment that had been weaker than expected earlier this year. Both had been the key tail risks to growth 
that prodded the committee to carve out greater rhetorical policy flexibility in the March statement by jettisoning the term 
"firming" in favor of the "predominant" policy bias. 

But with confidence still unbroken that the housing correction is unlikely to spill over into a broader consumer 
spending slowdown, coupled with tentative signs in the most recent data that business spending is finally 
pointing in the right direction, the growth risk is looking less ominous.

What's more, underscoring the better outlook, the uptick in global growth is a potentially significant offset to 
slower domestic activity this year. The growth in the export sector is picking up some of the slack created by the 
housing drag while modestly slowing imports and a possible uptick in the savings rate suggests to many inside the Fed 
that the long awaited correction to the imbalanced growth may be underway. 

Two risks, however, are keeping the FOMC from getting too ginned up on the growth picture. The first is the still high 
energy prices, and the second is the recent tightening in financial sector conditions. To some extent, the Fed is building 
into its risk tolerance profile the possible effect from the implied tightening in yields and its potential to squeeze borrowers
who may already be reeling from the housing unwind. 

Recent internal deliberations over the jump in yields and their potential moderating impact on consumer confidence and 
behavior is one reason why the Fed, in the face of a market renewing its focus on upside inflation risk, is looking through 
an expected second quarter growth pop and retains a more modest view on the growth outlook for the remainder of 2007.

The yield run-up also has positive implications for the inflation tail risk. Monetary policy ideally operates with a lag, and so 
the FOMC will want time to assess whether the recent run-up in yields will endure, or perhaps even be extended. If so, 
the Fed would probably regard the market as helping keep conditions a little tighter at precisely the time it 
continues to remain wary of inflation as the slightly predominant risk to the economy. 

Productivity and employment puzzles

A wait-and-see policy stance is also being dictated by the plethora of statistical puzzles surrounding productivity 
and employment trends, none of which are likely to yield any clarity in the near term. A lackluster productivity 
outcome of 1% in the first quarter has some Fed folk scratching their heads over whether data may be suggesting greater 
structural change rather than cyclical. But for now, the consensus seems to remain focused on productivity growth 
tracking back to trend somewhere between 2%-2.5%.

The productivity discussion intersects with ongoing anecdotal reports of labor market tightness, and with another puzzle, 
the discrepancy between the GDI and GDP measures of economic activity, though here this statistical divergence 
appears to have stirred more interest within the private sector than it has within the ranks of the Fed system. 

The two measures of growth historically diverge relatively frequently, and while the more rapid growth as measured in the 
GDI data could be indicating GDP data is not adequately capturing the extent of activity throughout the economy, the Fed 
is just not losing much sleep over the debate. By the time the data sets begin to reconcile they typically already have 
begun to observe the reasons for such divergences.

By far though, occupying the greatest scrutiny inside the Fed, apart from inflation of course, is the labor market. 
While in a trend sense, employment growth is about where the Fed had expected, the payrolls data may be 
overstating the extent of job creation. The BLS' Business Employment Dynamics report generated from the quarterly 
census of employment and wages, appears to be speaking to slower job creation, though it's too soon to say. The August 
benchmark revisions may shed some light on this statistical aberration, though again, no-one is necessarily holding their 
breath.

Indeed, the trend in employment will be a crucial factor in the Fed's view on the inflation outlook going forward. While the 
August BLS benchmark revision may alter the Fed's employment assumptions, the risk point going forward would be 
any persistent looking decline in the 4.5% unemployment rate in the second half of this year. If that were to 
unfold against expectations, it would invariably swing the FOMC round to a more hawkish view, while an 
unemployment rate drifting upward toward 5% would be taken as evidence inflationary pressures are moderating to the 
degree forecast.
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What these discrepancies and uncertainties amount to, from a policy standpoint, is a continuing dispersion of views within 
a very patient committee -- a committee far more patient than the average bond trader -- and an agreement among its 
members that they have plenty of time and every reason to wait anywhere from three to six months before having to make 
any hard choices over the rate stance.



AUGUST  2007PHONE: 212.219.9096

®

6

MEDLEY GLOBAL ADVISORS
G7 Special Report

ECB: A Bias Hardens

June 14, 2007

SUMMARY: ECB policy is now broadly neutral but, with capacity constraints emerging and the jury still out on how much 
of the Eurozone's productivity performance is structural, the onus is now on the ECB's doves to make the case against 
going restrictive in the fall. What happens after that will, however, still depend on benign behavior in the services sector 
and news from the investment front. 

The European Central Bank will raise the refi rate to 4.25% in the fall if its central economic scenario is borne out. Of this, 
there is now little doubt. What had been a tightening bias to lean against upside risk has hardened into an 
expectation as Germany continues to outperform and rising raw-material prices run into capacity constraints.

Last week's Governing Council meeting bore, nevertheless, all the hallmarks of a compromise between those who want to 
keep the maximum upward pressure on market rates in the face of this threat and those who want to see eight interest-
rate increases at work on the real economy first. Once again, the word "accommodative," whose removal from the 
statement has twice been sought by the latter lobby, remained in the post-meeting statement, but its 
accompanying keywords were modified to signal greater openness to an eventual pause. 

In case they hadn't been spotted, President Jean-Claude Trichet was keen to highlight the changes: policy was "still" on 
the "accommodative side" rather than "continues to be" and, instead of interest rates being "moderate," it turned out that 
"financing conditions [were] favorable." The decision no longer to describe rates as low or moderate implies policy is 
deemed to be around what the ECB won't dare to describe publicly as "neutral."

With these linguistic adjustments and a "multidimensional" redefinition of the word "accommodation" to mean any 
policy stance that risks allowing inflationary pressures to augment, Trichet has provided the greatest policymaking 
latitude yet to the Council during this tightening cycle.

What will members do with this leeway? The absence of a physical August meeting makes it more awkward, 
according to the ECB's modus operandi, to tee-up a September move, in effect, a gift to "doves" who want the 
utmost policy discretion with rates at 4%. On the other hand, if September remains fully priced and there is any 
danger to inflationary expectations, the Council will not wait until October just to make a point. Bundesbank
President Axel Weber's conversion to losing the "vigilant" keyword is a sure sign that he for one doesn't need an August 
pre-announcement. This is the kind of open-meeting policy sought by all sides except the president since last fall.

The extra nuance injected into last week's statement on money and credit as well as investment were designed 
to show the consensus opinion of the Council remains on balance less hawkish (or "less optimistic" as officials 
would put it) than the current market. The tiny revisions to the GDP forecasts this and next year explain why, although 
they mask the stronger-than-expected dynamic coming from Germany and its knock-on effect on Italy. Without the recent 
revival in German construction and real-estate prices, the obvious effect of rising interest rates on the Spanish property 
market would be causing greater concern.

The Council will never ignore the old monetary pillar, but it is certainly taking a back seat in the current debate 
over policy. The clear deceleration in mortgage borrowing, money's most liquid components, and the first signs of a 
slowdown in corporate borrowing are providing sufficient comfort for the ECB to focus its attention on real-economic 
factors. The main drivers to policy now will be service-sector wage bargaining, more evidence that current productivity 
gains are structural in nature, and the ability of the investment boom to see-off capacity constraints as activity in the 
aggregate plateaus. 
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MEDLEY GLOBAL ADVISORS
G7 Special Report

BOJ: Walk, Don’t Run

May 29, 2007

SUMMARY: Despite speculation of an early hike, the BOJ appears in no great hurry to move. Instead, the central bank 
wants to spend some time ascertaining that the indexes it cares about the most -- inflation, consumption and capex -- are 
indeed on track.

Recent hawkish talk by some Policy Board members, including Governor Toshihiko Fukui himself, has kept the possibility 
open of an early Bank of Japan rate hike among market participants. But the consensus within the BOJ as a whole is 
not there for such an early move, and there is no great hurry to raise rates. Instead, the central bank is 
comfortable with the market's dominant expectation of the next hike coming in August or September, not earlier.

The BOJ in fact intimates the market was right not to be overly influenced by the recent hawkish talk, while internally, it 
prefers some more time to see the data that it believes will bolster its confidence that not just core CPI but private 
consumption and especially capex, about which there are new concerns, are indeed on track to ensure sustained growth 
with price stability. 

July unlikely without a positive surprise

Fukui famously suggested in a post-meeting press conference in mid-May that a rate hike is possible even if core CPI is 
negative. In a less widely noticed comment, Fukui also explained the BOJ's new growth and inflation main scenario for 
FY2007 and FY2008 contained in the April Outlook Report, saying the base case inflation scenario in part already reflects 
market expectations of further rate hikes. The implication is that unless the BOJ raises rates as the market expects, 
the economy and prices will diverge to the upside from the BOJ's main scenario for sustained growth under 
stable prices.

Then, several days later, Fukui said that it would not be long before core CPI becomes positive again, giving rise to a 
debate inside and outside the BOJ as to how long was "long." At around the same time, the hawkish board member 
Atsushi Mizuno made the comment that the review of the current forecasts at the July meeting would be one opportunity 
for a rate hike.  

Before Fukui's and Mizuno's comments, all of which were taken to be hawkish, market participants were by and large 
expecting the next hike around August or September. After the comments some priced in an earlier hike, either in July or 
even June. 

But a large part of the Policy Board would not go for a July hike without a crop of extraordinarily strong date 
coming out between now and July 11-12. There appears to be a sense of relief at the BOJ that market participants did 
not shift their bets from around August or September (with which some officials are not uncomfortable) to July or June in 
large numbers. 

Core inflation path clearer by August or September

Low inflation now and in the foreseeable future gives the BOJ time, and the central bank wants to use it to be as 
certain as possible that three economic magnitudes are on track. The first of these is core CPI. 

The May national core CPI, at minus 0.1%, was as the market had expected. The BOJ had placed hope on increases in 
service prices that tend to be concentrated at the beginning of the fiscal year, but on the whole, service price hikes were
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disappointing. To highlight the bright side, though, some at the BOJ stress that the index recovered from minus 0.3% in 
April. 

Some service fees, including tuition for various lessons and cram schools -- a big business in Japan -- are paid only at the 
end of the month so increases in these may first be reflected in the May core CPI. Taxi fare hikes that might have come in 
April or so have generally been delayed; though hikes have now been approved in some prefectures, those in Tokyo have 
been pushed back, probably to August. 

Although core CPI could hit positive in June or July (assuming no major changes in oil prices), it is expected to 
drop to negative again around August and September, thereafter showing a clear upward trend, according to the 
BOJ. Officials point out that although core CPI was minus 0.1% in both April 2006 and April 2007, the number of items 
among the 584 items in the CPI basket experiencing a year-on-year price increase has increased around 15% while items 
experiencing a price decline has been reduced by about the same percentage -- which is taken as a positive sign. The 
BOJ believes that by August or September it should have a better sense as to whether the index as a whole is 
going to rise. 

Confident but still concerned over capex

The second magnitude to watch is private consumption, or indexes related to it. Average wages have been 
stagnating in part because of structural problems such as the mass retirement of well-paid baby boomers. But 
employment is on the rise and the wage bill, or average wage multiplied by the number of employees, has been rising at a 
reasonable pace. The latest surprisingly low jobless rate is but one more indication of an active and tightening 
job market. 

On the consumption side, personal consumption was up 3.5% on an annualized basis in the first quarter, although the 
warm winter was a net positive for the index, giving it an extra push. Whether consumption will continue to be strong in 
the second quarter is a crucial question and one of the major numbers to help determine this would be the Q2 GDP out in 
August. 

The third magnitude to watch is capex about which there is new concern. Q1 industrial production was down 1.3% 
QoQ and Q1 machinery orders (excluding electric power and ships), an index which is widely used as anticipating future 
capex, was down 0.7% QoQ. 

More seriously, a Cabinet Office forecast based on industry submissions shows a capex decline of 11.8% in the second 
quarter.  The BOJ is more bullish about capex than private sector analysts and has doubt about the Cabinet 
Office number. But the central bank wants to make sure it is right and believes the next Tankan survey of business 
sentiment, out July 2 before the July meeting, will vindicate its position. 
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MEDLEY GLOBAL ADVISORS
G7 Special Report

BOC: What Global Inflation?

June 13, 2007

SUMMARY: Rates are almost certainly going up again in Canada, yet there is little sense of active worry about 
inflationary pressures, and there is outright skepticism in Canadian policy circles about talk of growing world inflation 
risks. There remains a strong intention to hike by 25 bp on July 10, absent any radical change in the data, and a fair 
chance of a rate hike in September or October as well. There is no automatic trigger level for the loonie that would deter a 
rate hike. That would depend on how much a rising currency translates into an actual drag from net exports. 

Bond markets may be sensing a whiff of global inflation in the air, but it hasn't carried as far as Ottawa.  Rates are almost 
certainly going up in Canada, Yet there is little sense of active worry about inflationary pressures, and there is 
outright skepticism in Canadian policy circles about the talk of growing world inflation risks.

There is little sense of being "behind the curve" or even serious concern about inflation risks in policy circles in the 
Canadian capital. Sure enough, recent core CPI data is running higher than the bank had expected, but some of that is 
likely to be transient. GDP was stronger than expected in the first quarter, and seems likely to be buoyant in the second 
quarter as well. There is clearly continuing momentum in domestic economic growth, likely reflecting a strong labor 
market and positive terms of trade shocks, so the bank can be confident that there is excess demand in the economy. 

It is a situation which requires recallibration for the rate stance, rather than slamming on the brakes, however. The mood 
is more one of adjustment to keep inflation on track two years out. That means there remains a strong intention to 
hike by 25 bp on July 10, absent any radical change in the data, and a fair chance of a rate hike in September or 
October as well. Decision-makers can afford to monitor the data over the summer, and assess whether their projection of 
net exports is turning out as they expect in response to the strong loonie, among other factors. .

If there's any hesitation, it is that Canadians believe that surprises are normal. The last year or two has been 
unusually calm in terms of economic shocks, but there have been occasions in the last ten years when Canadian officials 
strongly believed they would be hiking six weeks later at the next announcement, then the situation changed and they did 
not. As a small open economy with significant commodity exports, Canadian policymakers believe their economy is more 
likely to get bounced around by shocks than massive economies like the US or the Eurozone. 

That means there is some residual conditionality in the May statement, on principle, and there is no sense in Ottawa that 
decision-makers are "locked in." Officials do not have to react instantaneously to each piece of data, as the markets do. 
The decision-makers don't have to review all the evidence as a whole until the fixed announcement date itself.

The currency is a drag

The biggest qualifier remains the potential for more significant changes in the loonie. The bank specifically acknowledged 
in its May statement that the currency had risen "appreciably" higher than it had expected in the April Monetary Policy 
Report. And while there are no particular trigger levels on the currency that would automatically change the 
bank's stance, the question is how much the rise of the currency will translate into a drag on Canadian aggregate 
demand. So officials will focus on the reasons for currency movements and the likely effect on exports and imports. 

It can be hard to project how the currency will impact exports and imports, because that also depends on sectoral trends 
and demand in foreign markets. Canadian exporters seem to have coped reasonably well with the rise in the loonie from 
around 62 cents in mid-2002 to 93 cents today, but if US or world demand slowed it could be much more painful. It is 
possible that the drag from net exports could flow through quicker and more intensely than policymakers expect, which 
would reduce the likelihood of fall rate hikes.
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If the loonie rose from its current level of 94 cents to the US dollar to 97 cents or beyond, the July decision could 
be much more finely balanced, but still likely a hike. For one thing, the bank always asks how persistent a move in the
currency is likely to be, so if the loonie appeared to settle into a new trading range near parity that would count much 
more than a brief spike immediately before the decision in July.

More generally, Canadian officials generally believe they have limited influence on the currency. They cannot choose how 
tightening monetary policy breaks down between interest rate rises and a strengthening in the currency. Moreover, it is a 
condition of running an independent monetary policy that the exchange rate finds its own market level. 

So policymakers will respond to the economic consequences of changes in the currency, rather than trying to 
actively influence it in their language or policy decisions. If the currency moved in a disorderly or erratic way, 
policymakers might protest, but as a rule officials in Ottawa would prefer to leave the currency to its own devices as much 
as possible. 

Skepticism about global inflation

That also means there is little sense of worry about wider global inflation north of the border. In a world of mostly 
flexible exchange rates, it is much more difficult to export inflation across national frontiers. The world looks 
nothing like the Bretton Woods era, when growing inflation pressures in the US contributed to the break-up of the 
international financial system. Canadians tend to have particular faith in flexible exchange rates. The loonie floated 
through most of the Bretton Woods era, so Canada has longer experience with floating rates than the other major 
countries. There may be specific issues with countries that peg to the US dollar, but that should not translate into 
inflationary pressures in the system as a whole.  

Nor is there much acceptance of a "global output gap," or capacity strains in the world economy as a whole. It may make 
sense to talk about global aggregate demand and supply in the context of some commodities, particularly when supply 
can be slow to adjust. It can take five to ten years to open up new mines for many metals, for example. When Canadians 
look out at the world, they do not see a major outbreak of inflation as likely. 

Confidence about labor market

For all the signs of slight excess demand in the economy, Canadian decision-makers remain fundamentally 
optimistic about the behavior of the labor market. Unemployment may be at a 30-year low, participation rates are 
high, and the economy is likely at or even below  NAIRU. Estimates of Canadian NAIRU tend to center roughly around 
6.0%. 

But unemployment has been under 6.75% for some considerable time now, and there has been no sign of significant 
wage pressure or problems in the labor market. The bank also has a symmetric inflation target, so it also has to weigh the 
risks of overtightening in response to exaggerated perceptions of labor market pressures. . 

Productivity remains the biggest challenge for the economy, despite slightly better productivity data yesterday. The bank 
is also increasingly focusing on demographic trends and labor supply (including the speech scheduled later today by 
Governor Dodge) because the demographic constraints on labor supply start to become more significant in 2009, and that 
is now coming within the two-year policy horizon.

The bank will probably do a full review of productivity trends in the work for the October Monetary Policy Report, as they 
did in last October's report. Putting the two together, estimating trend growth could be one of the biggest questions 
confronting policymakers this fall.  
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MEDLEY GLOBAL ADVISORS
G7 Special Report

SNB: The Long Game

May 29, 2007

As UBS' consumption indicator hits a six-year high, the weak franc starts to import inflation and Swiss National Bank 
officials step up their warnings to the market, it's easy to forget the country's underlying monetary-policy context.

Real short-term interest rates are already close to 2%, above-trend growth is still expected to decelerate slightly in 2008, 
and inflation is expected to remain under 2% even at the tail-end of 2009. Since the SNB's March meeting, risks have 
undoubtedly increased -- largely due to the 2.5% appreciation in EUR-CHF -- but, given the context, the bank's likeliest 
response is another 25-basis-point tightening and a clearer-than-ever signal that it could pursue a restrictive 
policy. The first signs that the franc's new lows are translating into rising wholesale import prices is a concern 
but not yet enough to justify the jolt a 50-basis-point hike would cause.

In the run-up to the March meeting with EUR-CHF around 1.61, the bank was already flagging heightened risk from the 
exchange rate. It was becoming concerned that firms, which had previously assumed these levels to be temporary and 
anomalous, would start to embed a 1.60-plus rate into their expectations and use this to meet higher wage demands and 
raise domestic prices. 

Yet, even then, the March statement was remarkably dovish in overall tone and concluded that the bank would only 
"probably have to continue its policy of interest-rate normalization." The margin for tightening-up this language, that on the 
franc -- "so far, the exchange rate has had no notable effect on inflation" -- and slightly raising the growth and inflation 
forecasts should be enough to justify a threat to take policy into restrictive territory.

The danger in using a 50-basis-point sledgehammer is that the markets' expected rate peak could remain the 
same -- just over 3% -- and the franc could fail to respond. Although markets have priced-in only a small risk of a 
larger-than-usual rate increase, they have bought the message that, as growth continues to exceed trend, unemployment 
dips below 3% and the consumer revives, the risks have risen that the tightening cycle will go on for longer. 

There are still no signs that inflation is being imported into consumer prices, wage settlements have been benign and 
Switzerland continues to be an absentee from the Europe-wide real-estate boom. Unless import prices become more 
threatening, the SNB looks more comfortable with a prolonged tightening cycle than with a risky message to the 
carry trade.
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MEDLEY GLOBAL ADVISORS
Geopolitics Special Report

Iran: Liar’s Poker

May 18, 2007

SUMMARY: Iran's certain failure to comply with the approaching UN deadline to suspend its nuclear programs will be 
followed by further moves to tighten sanctions and yet another deadline. The US and EU believe that despite IAEA 
assertions Iran's nuclear know-how is a fait accompli, they still see time to work the current strategy of ever-tighter 
sanctions with an open door to a negotiated climbdown. US officials believe that if Iran stays on its current path, the 
approach will at least show all options have been exhausted before a possible shift in strategy.  

Next week brings yet another UN Security Council deadline for Iran to suspend its nuclear programs, and it will pass with 
Iranian technicians still bolting new centrifuges to the floor of the Natanz enrichment plant. The deadline will be followed 
by yet another round of talks between EU foreign policy chief Javier Solana and Iran's chief nuclear negotiator, Ali 
Larijani, in a meeting Western officials say is as much about the optics of being seen going the extra mile to find a 
diplomatic breakthrough as it is a good faith effort to create conditions for a real negotiation.

Should the talks fail, as expected, the Security Council will reconvene to consider yet another resolution 
tightening sanctions on Iran, setting yet another 60-day deadline for Tehran to comply or face yet another round 
of sanctions. This pattern resembles the serial resolutions passed against Iraq in the 1990s, whose end point was both a 
glaring failure for UN collective security when the US opted to go it alone with the "coalition of the willing" and a roaring 
success: in hindsight, UN weapons inspectors did a fairly thorough job in clearing out Saddam's WMD long before the US 
military arrived on the scene.

The latter experience is why the UN's nuclear watchdog, IAEA chief Mohamed ElBaradei, this week threw a grenade at 
the West's diplomatic strategy by declaring that Iran's technical know-how was now a fait accompli, so continuing to 
demand a full enrichment freeze would pointlessly stand in the way of a deal to keep Iran from crossing a new red line: 
ramping up its centrifuge program to an industrial-scale operation.

Diplomats say ElBaradei, citing the IAEA's 1990s successes in Iraq, wants maximum tools and scope to inspect and 
monitor Iranian sites, and believes further sanctions and pressure will only reduce visibility into Tehran's activities. 
Western diplomats are scathing, saying El Baradei is being "disingenuous" because Iran has not yet crossed the critical 
technical threshold, and "unhelpful" to boot because by aiding Iran's strategy to make the world accept it should keep at 
least a pilot program, it in fact will allow Iran to further perfect fuel cycle technologies that could possibly be then 
transferred to covert sites.

A senior Bush Administration official admits that while the current sanctions strategy has not succeeded, he argues it is 
starting to work by increasing discord within the Iranian regime. There is a solid consensus that there remains a 
window to stick with the current path of adopting ever-tighter sanctions, while keeping the door open for Iran to 
work toward a negotiated climbdown. 

While there is clear-eyed realism that this approach may fail, US officials believe the current path, combined with a 
willingness to directly engage Iran over stabilizing Iraq, at least demonstrates in as clear a way as possible that 
all diplomatic and economic means are being doggedly pursued before contemplating any "shift" in approach. 

An Iranian bomb by 2009?

How long incremental diplomacy can be pursued is partly driven by technical timeline. There is no question, 
nonproliferation sources say, that Iran knows how to assemble and operate small cascades of centrifuges, and has some
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1,600 machines in place in Natanz. But ElBaradei's assertions aside, sources say Iran has not yet demonstrated it can 
link together large cascades into single units of over 1,000 centrifuges, and run them in a continuous fashion while feeding 
uranium hexafluoride (UF6) gas.

While that technical "point of no return" has not yet been reached, it is in some ways quibbling over details. Few doubt 
that Iran, left unchecked, will likely reach it toward the end of 2007 or in 2008. After that point is reached, Iran 
would need to operate a cascade of 3,000 centrifuges for an additional nine months to a year to produce enough 
fissile material for a single nuclear weapon, placing current worst-case estimates for potential production of a first 
warhead into 2009. 

That does not mean that Iran will greet Bush's successor with a Kim Jong-il style bang. Many intelligence officials believe 
Iran's strategy will not be to crash for a single bomb as soon as it has a few thousand working centrifuges, but to first 
vastly expand its enrichment operations under the guise of a low-enrichment civilian program. This would give Iran the 
"breakout" capacity to churn out multiple warheads in one swoop. Iran's ability to mount a nuclear device on a missile is a 
technical challenge that is seen as still years away.

What this all means, well-placed Bush Administration sources say, is the current path can be followed in coming months, 
and there will be an opportunity to reassess, perhaps by later this year or in early 2008, if this approach is 
causing enough internal dissent in Iran to bring Tehran to the table and to put in place a verifiable nuclear freeze. 

The raging debate inside Washington

This default strategy is in some ways a holding pattern as a broader debate plays out in Washington over the 
bad alternatives of settling into a Cold War-style policy to deter and contain a nuclear-capable Iran, or of taking 
pre-emptive military action. (While the US is opening a direct channel with Iran over Iraq, administration officials feel a 
third option, a broader course engagement with Iran, would be a mistake at this point of relative US weakness.)

The risks of pre-emptive strikes are clear: the best case outcome would be to delay Iran's programs for an indeterminate 
period of time with bands of uncertainty over the quality of intelligence into covert nuclear sites. Such an uncertain payoff 
would bring significant risks of a disruption in oil supplies, broader regional conflagrations and retaliation against US and 
allied interests, most likely by proxy or through terrorism.

The politics of military strikes are daunting: senior US commanders do not want to become embroiled in a wider 
war -- particularly not given the current balance of forces in Iraq -- and would challenge the hawkish elements 
within the Bush Administration far more robustly than in the run-up to the Iraq war. The Democratic-controlled 
Congress could hardly be expected to give a green light to a pre-emptive war without any clear and present  danger. 

With such constraints on US action, advocates of containment argue for a policy to block Iranian power by building up 
GCC Arab states as a counterweight, coupled with crippling economic isolation that, over time, cause an unpopular 
regime to collapse from within, just like the Soviet Union. (Elements of this strategy are already being put into place, but 
deterrent steps do not mean that a military option has been ruled out.) 

While deterring and containing a nuclear Iran is in some ways the path of least resistance in Bush's waning time in office, 
it is hardly an attractive alternative: some hawkish administration officials are questioning whether a Cold War 
strategy that worked against the Soviet Union could work against a revolutionary theocracy. While adopting a 
containment policy might avoid the risks of military strikes, failed containment could trigger a wave of WMD proliferation in 
an unstable Middle East. 

Containment leakage and Israeli anxieties

The advocates of a more forceful strategy against Iran note that virtually every major nuclear program in the world has 
leaked: the original US program aided the British and French program, which, via espionage, assisted the Soviet program. 
France aided Israel, while China aided Pakistan, whose black market assisted North Korea, Libya and Iran. In a region 
with martyrdom-seeking jihadis, the risk of WMD technology leakage may simply be too risky to contemplate.

As this debate rages on with no clear conclusion, pulses are quickening in some Israeli strategic circles that an 
overstretched US may be paralyzed into inaction. Israeli sources note that three weeks from now is the 40th
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anniversary of the 1967 Middle East war, and see a number of parallels between now and then. In 1967, an unpopular US 
president (Johnson) embroiled in an unpopular war (Vietnam) appeared unable to meet what Israel thought to be strategic 
red lines (Egyptian President Gamal Abdul Nasser's closure of the Straits of Tiran). 

As Egyptian, Syrian and Jordanian armies gathered, Israel struck first against what it perceived as an existential threat. 
Today, Israel's political and military leadership is looking to the US to confront Iranian power, and in no 
uncertain terms does it want to be left to face Tehran alone.Israeli Prime Minister Ehud Olmert is fighting to save his 
job as renewed conflict is erupting in Gaza, and his failures in last summer's Lebanon war will mean more thorough 
assessment of risks before contemplating any highly dangerous actions. But Israeli strategic sources continue to say that 
a nuclear Iran is a game changer, and the game is changing.
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