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Finance & Economics

Financial markets

Playing with fire

May 18th 2006
From The Economist print edition

Macroeconomic fears have afflicted the world's financial markets
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PRUDENTBEAR.COM, a website that attracts the Jeremiahs of financial markets, carried a bleak commentary on the dollar on May 11th, laced with foreboding about American trade data, due the next day. “Can there be any doubt that the nation's record current-account and trade deficits have begun to take a serious and growing toll on the dollar? I think not.”

The writer, an American financial consultant named Douglas Gillespie, went on: “I remind readers that the stockmarket crash in October 1987 began months earlier as a dollar problem, that then became an interest-rate problem, that then became a stockmarket problem—a very, very big stockmarket problem!”

As it happened, the next day, May 12th, the dollar's broad trade-weighted index plunged to its lowest level since 1997. In the next few days, the dollar was followed downwards by the prices of all sorts of assets, including shares, bonds, gold, industrial metals and oil.

After a steadier couple of days, more trouble landed on May 17th in the shape of poor inflation data. America's “core” consumer-price index, which excludes food and energy prices, rose by 0.3% in April. Bond yields rose a bit, as you might expect, but the stockmarket took a pasting: down went the S&P 500, by 1.7% (see chart 1). In Europe, where the euro area's core inflation rate (defined slightly differently) also rose, share prices tumbled too. All this has left investors questioning whether the combination of rising inflation and inflationary expectations with worries about a weakening dollar and uncertainty over the global economic outlook is spelling the end of a bull run that has driven many asset prices to, or close to, records.
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Worse still, some (and not just bears such as Mr Gillespie) saw what Richard Cookson, of HSBC, a big bank, who is a former Economist journalist, called “echoes of 1987”. So far, as Mr Cookson pointed out, it is hard to argue that financial conditions are anything like as severe as those leading up to that year's stockmarket crash. But just as it did then, much depends on how policymakers handle the slippery dollar and jumpy inflation. Leading that effort is Ben Bernanke, chairman of America's Federal Reserve, who is as untested in coping with macroeconomic disturbances as Alan Greenspan was when he took over the central bank two months before the stockmarket crash in October 1987.

It is on Mr Bernanke's shoulders that investors believe some of the responsibility for the recent bout of market instability lies—though not all of it, by any means. He has yet to establish his credibility with Wall Street: since he took office in February, yields on ten-year bonds, which had been remarkably stable, have climbed by more than half a percentage point. Partly, this has reflected a pick-up in global growth, which tends to push yields up. But recently, it is the component of bond yields that measures inflationary expectations that has increased most sharply. According to Francesco Garzarelli, chief interest-rate strategist at Goldman Sachs, the expected inflation rate implied by the prices of indexed Treasury bonds has risen almost to the same level, around 2.75%, as it was before the Fed began tightening monetary policy in mid-2004. 

It has risen particularly steeply since Mr Bernanke's congressional testimony last month hinted that the Fed might pause after raising rates to 5% (a level they reached, as expected, on May 10th). Since that speech, the decline in the dollar has accelerated. And now Wall Street has this week's inflation data to worry about. “The markets are unambiguously signalling unease about the inflation-fighting credentials of the Federal Reserve,” wrote Tim Bond, of Barclays Capital, even before the latest turbulence.

A survey of fund managers by Merrill Lynch, published on May 16th but conducted a few days before the markets screeched into reverse, bore out the impression of an inflation scare. The balance of those believing the global economy was operating above a sustainable long-term trend, which would be inflationary, turned positive during the past quarter. Meanwhile, almost two-thirds of fund managers expected core inflation to be higher in a year's time, compared with less than half in February.

How much higher inflationary expectations—and to quell them, interest rates—will go is the question. In the months ahead, any hint of a surge will be likely to send markets into spasms, bringing to an end an unusually long placid period that had encouraged investors to embrace the riskiest of asset classes.

Such unsteadiness, like the swaying of an overcrowded train, caused a minor crush in commodities and emerging markets, two of the most overheated asset classes, early this week. The price of gold, which had risen by almost 70% in a year to $720 an ounce, its highest for many years, fell to $689. On May 15th the price of copper dropped from a record near $8,800 a tonne to $8,400. Emerging markets, especially hotspots such as Turkey and India, also tumbled.

All these markets still look unsettled, even though gold recovered as the dollar weakened and the steep falls in other commodity prices have not continued. The price of copper, for instance, has jumped around at levels a few hundred dollars below its peak.

Meanwhile, believers in the bull market in global equities have suffered a nasty graze, though not yet a full goring, from the past week's activity. HSBC notes that company profits are showing no signs of weakening, despite higher raw-material prices: those of firms in the S&P 500 index were up by 14% in the first quarter. Strong earnings mean that shares do not look overvalued. Despite the S&P 500's strength since the start of the year, the price/earnings ratio is barely higher than it was in 1995 (see chart 2). Optimists would say that shares now look even better value. Although the stockmarkets' cheerleaders expect American growth to ebb in the second half of the year, they hope that Japan and Europe will take up the slack. There has also been a resurgence of mergers and acquisitions for which companies are raising debt and equity. Unless the merger activity becomes manic, it may also help stockmarkets along.
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But even those who have profited from the long bull market acknowledge that there are risks. The research director of one of the world's largest hedge funds talks of a “happy-chappy” environment in which mainstream investment funds and hedge funds have pursued the same strategies recently, jumping from bonds to equities and then to currencies and on to emerging markets. For too long, they have ignored inflation despite high commodity prices, he says.

There are other risks beyond the immediate concern with inflation. If policymakers do respond to rising inflationary expectations by raising interest rates further than they would otherwise have done, the deeply indebted consumers of many English-speaking economies will be hurt. So will the still-giddy housing markets of several countries.

The skill with which policymakers handle a declining dollar is another cause for concern. The currency has fallen sharply since April 21st, when the G7's finance ministers appeared to endorse a weakening of the dollar by calling on China to let its currency rise. The sense that there may be a concerted effort to weaken the American currency has been nicknamed “Plaza-lite”, after the “Plaza Accord” in 1985 which did just that—with disastrous consequences for stockmarket investors two years later.

Mr Bernanke told Congress last month that because of the size of America's current-account deficit, there was “a small risk of a sudden shift in sentiment that could lead to disruptive changes in the value of the dollar and other asset prices.” He knows that markets are now playing with fire. More bad news on inflation, or any false moves on his part, will heat up inflationary expectations and cause more trouble for the prices of shares, bonds and other assets. What the markets do not yet know—partly because he has not had time to prove himself—is how good Mr Bernanke is with a fire extinguisher. 

