Bull market despite credit crisis – 7 Oct 07

The summer was a time of awful news in the financial markets – bad US economic data, the credit crunch, the near collapse of banks in Europe.  Banks such as UBS and Citigroup have announced massive debts.  Despite this, stock markets have rallied up, as if nothing had happened.  The Dow Jones reached a record high and markets in the emerging economies also rocketed.

Investors seem to think that the bad news is over.  Their fears have subsided and much of it has been down to the actions of the Fed.  Since cutting the discount rate on 17th August and its rate cut in mid-September, equities have rallied.  Its past actions over the crisis in 1998 also reassure investors that the Fed will come to the rescue.

Evens structured products such as collateralised debt obligations (CDOs) have got moving again with over $6.2bn worth of CDOs issued in the last week of September.

‘Carry trade’ has picked up too, which is the borrowing of low-yielding currencies such as the Yen to buy high-yielding currencies.  The Australian dollar has recently reached record highs as a result of this.

There seems to be a good few reasons why investors are feeling bullish – corporate profits seem to be holding up.  There were only 71 profit warnings in Q3 compared to 114 warnings at the same time in 2005.

However, there is still some reason to be concerned despite the rallying market.  The underlying fundaments point to a different story.  The spread of high yield bonds over Treasury bonds has fallen, but is still very high, which indicates that investors are still nervous.

Data from the US housing market is not positive either.  Goldman Sachs places a 40% chance that the US economy will fall into a recession.

Nevertheless, investors seem to be unaffected by this.  It will be interesting to see where the bulls run in the coming weeks.
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