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'Moral suasion' call
suggests the crisis
is far from over

By Carter Dougherty
FRANKFURT: In a clear sign that top
economic policy makers believe the
summer financial crisis is far from
over, the coming Group of 7 meeting in-

tends to apply "moral suasion" to get
banks to reveal more about their expo-

sure to shaky mortgage lending in the
United States, according to a senior
European central banker.

Lorenzo Bini Smaghi, the executive
board member of the European Central
Bank responsible for international af-

fairs, said that credit markets would
not regain the footing they lost more
than two months ago until banks could
lend to one another without fear of un-
pleasant new disclosures.

"The basic problem in the money
market remains a lack of trust amongbanks," Bini Smaghi said during an in-
terview this week.

Battered shares of financial compa-
nies including Deutsche Bank, UBS
and Citigroup have climbed out of their
troughs recently following earnings re-

ports for the third quarter. That partly
reflected a hunger for bargains during
tough times —as well as a belief among
analysts that big write-offs they an-

nounced with their earnings signaled a

move toward openness.
But more telling data from credit

markets suggests that bankers them-

selves do not apparently share the opti-
mism of traders who are bidding up
their stock prices.

Interest rates for the euros that
banks lend to one another for three
months are hovering around 4.75 per-

cent in Europe — the highest level in
six years — creating a major drag on
money flows that are vital for the fi
nancial system's day-to-day operations.
The longer they stay high, the greater
the risk that growth will slow as the
price of credit for manufacturers and
service providers throughout the Euro
pean economy rises.

Bini Smaghi said that at the G-7

meeting, which begins Oct. 19 in Wash-

ington, finance ministers and central
bankers will discuss the need for banks
to reveal their potential losses in a "fair

G-7 seen

pressing
banks on
openness

and transparent way" — suggesting
central bankers remain dissatisfied by
the process to date. In particular, he
said banks need to adopt a common
methodology for putting a number on
potential losses.

. "That way we can see as soon as pos-

sible whether there are problems or
not," Bini Smaghi said.

Higher rates are a lender's hedge
against the possibility that some banks
might have undiscovered losses hidden

away in their balance sheets related to
the distressed U.S. mortgage market.
Lowering the rates would require more
reliable information about potential
losses, Bini Smaghi said.

Bini Smaghi said the group, compris-

ing the United States, Britain, France,
Italy, Germany, Canada and Japan,
would use its bully pulpit to apply
"moral suasion" on banks.

He raised the possibility that a com-

plete picture would not take shape until
early next year, when banks reveal their
earnings for 2007. Unlike quarterly re-

ports, full-year balance sheets must be
certified by company accountants, re-

ducing the scope to play down losses
that originated in the U.S. "subprime"

market for mortgages given to borrow-

ers with thin credit histories.
Bini Smaghi acknowledged that tur-

bulence on financial markets had
scrambled previous assessments that
Europe would safely

"decouple" from
the United States — that is, avoid an
economic slowdown because of slower
growth across the Atlantic. European
growth stayed strong early in the year
despite a weaker U.S. economy, but
since then the financial crisis has be-

come a new unknown. "With the finan
cial turmoil, decoupling has become
more complicated," he said. "It's harder
to decouple from financial turmoil than
from the real economy."

Still, Bini Smaghi, whose career in-

cluded stints at the Bank of Italy and the
Italian Ministry of the Economy and Fi
nance, stressed that the global economy
"is probably still growing at a relatively
high rate." He said the International
Monetary Fund would forecast growth

of around 4.5 percent for 2008, with the
United States slightly below 2 percent,
and Europe slightly above. Growth rates
in China and India would likely be re-

vised upward, he said.
On other topics related to the G-7

meeting, Bini Smaghi gave the impres-

sion that policy makers would steer a

steady course on the sensitive question
of foreign exchange rates — avoiding
undue intervention, verbal or other-

wise, in currency markets.
At its meeting in Essen, Germany,

earlier this year, the G-7 emphasized the
U.S. policy of encouraging a strong dol-

lar, and cautioned against excessive risk
taking vis-à-vis the Japanese yen.

Bini Smaghi echoed both policies in
greater detail. He played down the no-

tion that the euro, which has reached a

record high of more than $1.40, has be
come unduly strong. He highlighted
statements by the IMF in late July that
the euro was fairly valued, and said it
was "very important to make a judgment
on the real effective exchange rate."

By that gauge, which measures the

euro's strength not only against the dol-

lar but against a range of currencies
weighted by trade flows, the euro has

hardly budged since the IMF spoke out
in July. "Since then, things have
changed slightly," Bini Smaghi said.

That stance may ruffle the feathers of
some European politicians — notably
in France —who have complained that
the strong euro was hurting exports.
But Bini Smaghi did endorse the view, a

deeply held one in Europe, that the
United States had to act to reduce an
enormous current account deficit that
puts constant pressure on the dollar in
global foreign exchange trading.

At $850 billion last year, this imbal-
ance is one of the crucial distortions in
the world economy, due to Americans
spending more than they produce. Bini
Smaghi said action to reduce that gap
would be a welcome step.

"Most of the adjustment has to take
place through increased savings in the
United States," he said. "That is the keyaspect."

By contrast, he made it clear that
European officials would argue that

they have contributed to global prosper-

ity with fiscal consolidation and labor
market changes.

"Europe has reformed," he said. "You
can say it was not enough if you want,
but we did it."

Bini • Smaghi called aspects of yen
trading

"disturbing,"
noting that the

currency remained weak despite five
years of economic growth in Japan.

Most currency economists believe
the yen is weak because many Japanese
investors are putting money into for-
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eign assets, a strategy that pays divi-
dends. But in early August, financial
turmoil drove the yen higher, turning
many gains into losses.

"Japanese investors want to diversify
and they are taking

risks,"
Bini Smaghi

said. "But the yen has shown that it can
move very

rapidly."

Martin Leissl/Bloomberg

Lorenzo Bini Smaghi, a member of the
European Ccntral Bank's executive board.
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