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Foreign Exchange by pavid Goldman

Europeans issue storm warnings

A new interest-rate war would unsettle the currency markets
and once again, the cause would be Volcker.

The threat of a long-term renewed
rise in U.S. and international inter-
est rates and the instability this will
cause in international lending mar-
kets will probably mean turmoil in
world currency rates, European fi-
nancial circles warned this week.
Fritz Leutwiler, president of the
Swiss National Bank, told the Alp-
bach European Forum at Alpbach,
Austria Sept. 1 that while growth of
the Eurocurrency markets will in-
crease through 1980 in all curren-
cies, ‘“‘susceptibility to crisis will
also increase.”

The U.S. dollar has already felt
this susceptibility, falling from its
summer-long range of DM 1.80 to
almost DM 1.77 before a slight re-
covery during the post-Labor Day
market reopening. The pound ster-
ling meanwhile topped its pre-1967
devaluation high of $2.40, reaching
to levels of $2.42.

Fundamentally, the market is
concerned that interest rates must
rise because, not in spite of, the
deepening world recession. “The
quality of borrowers is deteriorat-
ing,” as Leutwiler expressed it. In-
creasing numbers of LDC debtors
are demanding large-scale debt re-
financing, just as industrial coun-
tries and industrial corporations
are also being forced back onto the
capital markets to cover cash flow
depressed by the prolonged down-
turn in world business.

The acute competition for funds
could lead to a fresh world interest
rate competition in which no cur-

rency can be sure of maintaining
any stability for long, the Swiss
banker indicated.

Even the proverbially stable
Swiss franc is not safe, in Leutwil-
er’s opinion. The Swiss bank offi-
cial announced that measures an-
nounced to liberalize the Swiss cap-
ital markets in August were actual-
ly designed to gain further control
over Euro-Swiss francs now outside
the bank’s watchful eye. Current
strategy, he said, is to “attract di-
rectly to Swiss banks some of the
Swiss-franc financing that had
moved out to the Euromarkets.”
The new measures boiled down to
Swiss bank payment for the first
time of interest to foreign deposi-
tors, which Crédit Suisse reports is
already pulling “significant” funds
out of Euro-Swiss francs into Zu-
rich.

An interest-rate differential is
slowly developing, with Euromar-
ket banks forced to quote three-
month Euro-Swiss rates of 57 and
more this week compared to the
domestic Swiss rate for foreigners
of 5 3 percent.

Political instability around the
world also took its toll on the dollar
this week. The dollar was artificial-
ly strengthened specifically against
the deutschemark by the Polish cri-
sis, as international ‘“hot” money
fled Frankfurt when the Bonn gov-
ernment seemed threatened by the
collapse of its East Bloc détente
policy.

As quickly as these political is-

sues cooled after Labor Day, there
was a reflow out of the dollar again.
Even the Italian lira, which has
been rumored ripe for devaluation,
is now given a new lease on current
rates because of dollar weakness.
Forward discounts on the lira rela-
tive to the dollar fell as investors
rushed to cover their long-dollar
positions against the lira.

In a world where the U.S. gov-
ernment has neither foreign diplo-
macy nor competent monetary pol-
icy, this see-saw could be repeated
many times during the fourth
quarter. In a highly unusual com-
mentary on European frustration
at continued high U.S. interest
rates in the teeth of the world reces-
sion, the West German financial
daily Handelsblatt Sept. 2 hit the
“monetarists” of the Fed. Attack-
ing U.S. Federal Reserve Chairman
Volcker by name, the journal edi-
torialized that Volcker is fixating
on monetary aggregates to the
complete disregard of the ravages
of his policy on the real world of the
market.

“For monetarists, interest rates
jump around in the markets joyful-
ly, like a young filly in the mead-
ow. ... The monetarists accom-
plish a stability which is a fiction
. . . by abandoning the stability of a
real economic factor,” the editorial
said. “A crucial example of this is
the United States. . . . Just as eco-
nomic growth was already down to
zero, the eminent Mr. Volcker
forced interest rates up into the sky.
A little later, he relaxed. ... Such
interest rate ‘exercises’ have consid-
erable impact on Europe, particu-
larly Germany,” the paper protest-
ed, pointing to renewed fears of an
interest rate contest between the
United States and West Germany.
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