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Financial markets are braced for a shock when, as now expected, the United States imposes trade sanctions on Japan at the end of September. For the past nine months investors have been preoccupied with the bilateral talks between Washington and Tokyo, and for good reason. Investors who bet on a last-minute trade deal earlier this year were badly burned when the dollar fell instead of rising against the yen.

Now, however, the emphasis on Wall Street is moving away from external factors and toward a growing concern over home-grown inflation. The American auto industry is running at full-tilt, and many other parts of the economy are likewise at or near true capacity. Job markets are tight in cities like Richmond, Atlanta and Cleveland. Martin Zweig, the perennial bear, warns that inflation is going to be a problem next year. Many analysts on and off Wall Street agree.And yet even with the specter of inflation looming over the U.S. stock and bond markets, there remains an overall calm among most investors, mostly

because they believe that Federal Reserve Chairman Alan Greenspan will do the right thing. Specifically, they believe the Republican-appointed majority on the Federal Open Market Committee will head off inflation before it becomes a serious problem.

Now, Wall Street has always given Fed chairmen more credit than they deserve when it comes to fighting inflation. Chairmen from Arthur Burns in the 1970s to Alan Greenspan today have always put on a good show in public, waving the bloody shirt of inflation before hostile members of Congress. In fact, they accommodated the administration and erred on the side of ease, especially before elections. Yet of the five Fed chairmen, only Paul Volcker was willing to risk outright confrontation in the battle over inflation and fiscal excess.

Because of Mr. Volcker's strong stance against rising prices in the 1980s, today most observers believe the Fed is resolutely fighting inflation, a viewpoint that seems hard to dispute since the U.S. central bank has increased interest rates five times since February. Yet the interest rate hikes by the Fed have been relatively small - a quarter to one-half percentage point each time. Fed insiders say the purpose of these incremental increases is to avoid increasing market volatility.

In recent weeks, though, it has become clear the markets are spooked by the growing perception the Fed may not be moving fast enough to really head off another surge in inflation in 1995.

A strong economy, rising prices for many key commodities and a weak dollar all contribute to the belief that the inflation genie may be out of the bottle. This perception will be given hard substance when the minutes of the August FOMC meeting are released this Friday.

Sources inside the Board of Governors say the minutes of the August meeting will show the board's staff recommended a full percentage point increase in interest rates, but the Greenspan-led FOMC decided to increase rates only half this amount.

By refusing to take the advice of the Fed's Washington staff, which ironically has usually tilted in the direction of easy money over the past decade, the largely Republican FOMC not only is taking a chance with inflation but seems to be pandering to the weakest White House since World War II.

"We have a situation now whereby the FOMC's failure to act could actually lead to greater market instability," says a source close to the preparation for this week's FOMC meeting. "Internal estimates prepared by the staff in Washington show inflation rising and the dollar dramatically weaker unless the Fed moves quickly to raise interest rates by about 100 to 150 basis points

from current levels.

"Yet the FOMC is refusing to take such action. When the minutes from the last meeting are released, markets may react very badly to the evidence that the Fed is dragging its feet when it comes to moving interest rate policy back to a neutral stance."

This source also reveals that the Fed's internal estimates for inflation and the dollar largely match those coming from Columbia University, which shows inflation rising to 5 percent by year-end. "We are looking at serious market intervention over the next several months to prop up the dollar unless the Fed can move interest rates up very quickly," the same source predicts.

"The United States has $20 billion to $25 billion available for a dollar support operation. The Japanese and the Germans will be invited to join the effort, but Bonn may demand a quid pro quo for its support: either higher interest rates or a new deficit reduction package, or both."

Will the Fed actually become a source of market instability? The answer to that question may lie in how the markets react to the FOMC meeting minutes on Friday. If over the next few weeks the markets interpret Mr. Greenspan's reluctance to increase rates as a sign of weakness and political subservience, then the dollar and stock prices could be headed south and yields on Treasury paper could rise sharply.

With business leaders and Democrats in Congress warning the Fed not to raise interest rates further this year, Mr. Greenspan is caught between market realities and political expediency. Unless the Fed acts decisively to squelch market fears of inflation, the vast sea of paper money created by the central bank over the past five years could literally push the Fed and other major monetary authorities aside and create the dangerous type of sudden, profound market break that Mr. Greenspan has sought to avoid since the October 1987 market meltdown.
