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Fed Chairman Alan Greenspan's Feb. 4 decision to raise interest rates one- quarter of a point prompted a 96-point stock market sell-off, a forewarning of bigger downturns to come.

Bowing to conservative critics, the Fed chairman acknowledged the annual rate of inflation now is higher than short-term interest rates and that ''high-powered" money is growing at a double-digit pace. Yet privately Mr. Greenspan is most concerned not about inflation but about speculative excesses in financial markets.While for now inflation remains relatively low for consumers, the torrent of new dollars flowing into world markets has prompted Fed governors such as Lawrence Lindsey and the departing Wayne Angell to worry aloud about a dangerous "bubble" developing in financial markets.

In fact, before the Federal Open Market Committee decided to raise interest rates in early February, Mr. Greenspan reportedly urged officials in the Chicago futures market to raise margin requirements on certain heavily traded futures contracts to cool speculative activity. The Chicago Board of Trade complied, boosting margin requirements on the heavily traded S&P 500 stock index contract by 25 percent.

The S&P 500 futures contract and related instruments are highly leveraged, allowing investors to control huge positions with only a small fraction of the cash value. Higher margin force speculators to commit more cash to use futures contracts. Index contracts like the S&P 500 often move cash stock prices and are used by banks and investors to hedge their positions.

Significantly, Fed officials have turned up the volume recently on familiar comments about the "danger" posed to the stability of international

financial markets by so-called "derivative" securities, hybrid financial contracts used to buy and sell the "synthetic" equivalent of actual stocks and bonds. Mr. Greenspan recently said derivative securities increase the interdependence of financial markets and individual banks, making it more likely an isolated event will affect all markets.

Like his predecessor, Paul Volcker, the Fed chairman has inherited a global market whose stability is dependent on a continued inflow of new fiat dollars into a fundamentally unregulated financial system. In a sense, derivatives are the most worrisome manifestation of the ill-effects of Fed "fine-tuning" of the money supply, the up-and-down roller coaster of interest rates that increasingly coincides with the federal deficit and political cycles.

Consider the extraordinary growth in the derivative securities market, which is doubling every 18 months and has a nominal valuation of around $15 trillion. In this unregulated financial casino, traders exchange everything

from annual interest payments on bonds to oil shipments to foreign currencies. There is no limit on the possible permutations of different products save the imagination of participants.

The market in swaps and other derivative instruments is just barely understood by the directors and senior management of most banks and companies involved, much less hapless federal regulators. Once an exotic but very useful financing technique used by multinational companies to balance far-flung commitments, today the derivatives market is increasingly dominated by speculators. As in any game of chance, there are always losers as well as winners.

Recent examples of the dangers posed by gambling in the financial markets are easy to find: Companies such as American International Group, J.P. Morgan and Merrill Lynch have taken big losses on derivative securities. The sudden failure of Spain's second largest bank, Banesto, reportedly because of billions of dollars in losses from bad loans and speculative derivatives trading, badly shook markets just before Christmas.

In a challenge to congressional critics who want to scale back the Fed's authority to regulate banks and other institutions, Mr. Greenspan says that central banks have a responsibility to protect the integrity of the financial system "whether written in law or not." Yet he knows that large deficits and a rapidly expanding money supply are the real cause of market instability.

But Mr. Greenspan also knows that critics in Congress will blame the Fed and market participants - rather than their own fiscal excesses - for many market disruptions.

Mr. Greenspan and the anti-inflation hawks on the Federal Open Market Committee face two problems, one immediate and one future. For now, he and other Republican-appointed FOMC members want to slow down the hectic pace on Wall Street before a major market crisis occurs. Over the longer term, by allowing short-term interest rates to rise now, they hope to slow the rate of money supply growth before inflation becomes a problem.

Faced with the prospect of two new Clinton-appointed governors joining the FOMC, including a new vice chairman to replace the retiring David Mullins, Mr. Greenspan is preparing for an extended rearguard action. For example, the nomination of Brookings Institution scholar George Perry to replace Wayne Angell is hardly likely to calm investor fears about inflation. The prospective nomination of Alan Blinder to the Fed is unlikely to calm inflationary fears, either.

As Mr. Greenspan's strategy of cooling market speculation and raising interest rates to kill off future inflation becomes more evident, he and his fellow Republicans on the FOMC may come under fire from the White House and perhaps their new Clinton-appointed colleagues. But with 21 of the 34 Senate seats up for grabs this year held by Democrats, he may be saved by the next swing of the political pendulum.

Mr. Greenspan's hope is to tough it out between now and November, and pray that a post-1995 Republican majority in the Senate may give him the political cover to keep fighting inflation in the face of demands for easy money from the White House. He might even seek reappointment to another four-year term as chairman, providing of course that overheated financial markets don't melt down in the meantime.
