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No Longer Betting With House Money, Global Investors Re-Discover The Virtues Of Risk Aversion 
• It is a risky world out there after all.  That seems to be the conclusion reached in recent weeks by investors around the globe, who 

for a prolonged period seemed oblivious to the financial and economic risks inherent in: 1) growing global imbalances, 2) rapidly 
rising levels of household debt, and 3) soaring asset and commodity prices threatening to lose touch with the economic 
fundamentals.  Global investors, operating in the environment of solid global economic growth, low and stable inflation, and 
readily available credit that had prevailed since the end of the 2001 recession, perhaps could be forgiven for having lost sight of 
risks pertaining to default, liquidity, and exchange rates that often come with investing in emerging markets. In recent weeks, 
however, the prospects of rising inflation and slowing economic growth around the globe have gone a long way towards helping 
investors regain their focus.  

• One can argue that what we are now seeing is merely in keeping with historical patterns in which long periods of calm have given 
way to increased volatility and sharp swings in asset prices.  It is during these long periods of calm that investors have tended to 
take on increasing amounts of risk as they seek out higher returns on assets. The latest period of calm was marked by highly 
accommodative monetary policies in the U.S., Euro Zone, and Japan coupled with low returns on equities and government debt in 
those nations. In an increasingly globalized system of financial markets, it was rather simple for investors to borrow at low rates in 
these mature economies, particularly in Japan where short-term interest rates have hovered near zero, and seek out higher returns 
in emerging markets and other risky assets. In order to “super size” these returns, investors often utilized a great deal of leverage.  

• The extent to which investors have taken advantage of such “carry trades” can be seen by comparing yields on emerging market 
and high yield (i.e., junk bonds) debt securities with those on U.S. Treasury securities.  The degree to which yields on these riskier 
notes/bonds exceed yields on U.S. Treasury securities, which are considered to be “risk free”, can be taken as a measure of the 
risk associated with investing in these alternative debt securities.  As yields on longer term U.S. Treasury securities remained 
unusually low (recall former Fed Chairman Greenspan’s “conundrum”), investors were willing to take on increased risk in order to 
obtain greater return.  Rising demand pushed yields on these risky securities lower, narrowing interest rate spreads against U.S. 
Treasury securities and effectively lowering the “price” of risk (see Chart 1).  

• As these spreads on debt securities became narrower and narrower, investors began to seek out alternatives offering higher returns 
and quickly became enamored with equity markets in the emerging economies.  One can easily make a case that these emerging 
equity markets are inherently more risky than mature equity markets, given the disparities in factors such as accounting and 
reporting standards and breadth of trading, but global investors were undeterred, particularly as returns on equities in the mature 
markets could not keep pace with the emerging markets (see Chart 2).  

• Since the beginning of 2006, global investors have turned their attention to industrial commodities, helping spark a broad-based 
rally in their prices (see Chart 3).  While it is true that rapid global economic growth, particularly in the U.S., China, and India, 
has fueled the demand for industrial commodities, this year’s run-up in prices cannot be accounted for by economic growth alone.  
According to IMF data, 2006 is on course to be the third consecutive year in which global economic growth will come within a 
rounding error of 5.0 percent, thus marking the strongest three-year period since the early 1970s.  If driven by global economic 
growth alone, commodity prices would have been rising at a faster rate prior to 2006.  Instead, we have little doubt that an inflow 
of speculative money is behind the recent spikes in commodity prices.   

When Something Cannot Go On Forever, It Generally Won’t 
• Looking at the clear under-pricing of risk and the run-ups in emerging market valuations and commodity prices, it seemed a matter 

of not if, but when a correction would take place and what the catalyst would be. A sudden outflow of foreign capital from Iceland 
in early 2006 provided the first rumblings that something was amiss. It was not until May, however, that these rumblings turned 
into somewhat of a roar, with the catalyst being a more hawkish than expected statement by the FOMC following their May 10 
meeting. The FOMC’s statement, while opening the door for a June pause in the current string of Fed funds rate hikes, by no 
means made it certain that they would go through this door.  

• By highlighting the need to “address inflation risks”, the FOMC raised the possibility that U.S. interest rates might be raised higher 
than had been anticipated, which in turn raised concerns that the FOMC may go “too far” and thus help choke off economic 
growth.  Combined with aggressive talk from the European Central Bank ahead of further rate hikes and a growing expectation 

Stuart G. Hoffman 
Senior Vice President & Chief Economist 
The PNC Financial Services Group 
One PNC Plaza, 249 Fifth Avenue 
Pittsburgh, PA 15222-2707 



that the Bank of Japan will begin raising interest rates as early as this summer, the FOMC’s seemingly more hawkish stance 
definitely got the attention of global investors.  This can be seen in the recent widening in the risk premiums on debt securities and 
the sharp sell-offs in emerging market equities (see Charts 1 and 2).  

• As if overnight, the markets went from a state of bliss to a state of despair, and the ghosts of 1987, 1997-1998, 2000, and even 
1929 were conjured up to help explain the turnabout in emerging markets.  As far as commodity prices, there has even been 
market talk of bubbles, a label that of late has almost exclusively been reserved for housing markets.  After years of ignoring risk, 
global investors are again making risk aversion fashionable.  We see it as no small irony that, in a post 9-11 world which to us has 
become structurally more risky--manifest in factors such as fears of further terrorist attacks, wars, political instability in resource-
rich nations, and the potential threat from a nuclear Iran--global investors became so passé about assuming greater degrees of 
financial risk.  

• It may also seem somewhat ironic that, at a time when central bankers around the globe are not only talking tough but also 
acting, in the form of interest rate hikes, against inflation, it is the fear of faster inflation that is largely behind the recent volatility 
in global financial markets.  The danger, however, is that central bankers have fallen behind the curve and could lose control of 
inflation expectations, a control that was very costly and difficult to obtain. Both surveys of consumers and yields on inflation-
indexed government bonds around the globe point to increased inflationary expectations.  In addition to elevated energy prices, 
labor costs are rising as labor markets continue to tighten, and a prolonged period of solid growth has left the world with less 
spare productive capacity.  Under these conditions, producers are successfully passing higher costs along to their customers in the 
form of higher prices.    

• This helps explain the high degree of speculation as to whether the “data driven” FOMC will hold the Fed funds rate steady at 
5.00 percent or push it higher when they meet later this month (see below).  While we do not yet know the answer to that 
question, there are two things of which we are certain.  First, Alan Greenspan certainly picked a good time to retire.  Second, the 
level of the funds rate at which the FOMC stops raising rates is almost a trivial point in comparison to the question of whether or 
not the financial markets are confident that the FOMC has truly contained inflationary pressures.  

• Traditionally, periods of reduced liquidity have led to instability in the emerging markets, as capital is repatriated to the mature 
economies offering more attractive yields.  As such, the higher interest rates in the U.S., Europe, and Japan go, the bigger the 
potential impact on the emerging markets.  Emerging markets would also suffer from the precipitous drop in the U.S. dollar feared 
by some analysts, as this would result in sharply higher U.S. interest rates.  In our view, recent weeks represent a much-needed 
correction--and recognition of the risks--in the emerging markets. We do not, however, agree with those analysts attempting to 
draw parallels to the financial meltdown experienced in the late 1990s.  

• If there were vulnerability in the emerging markets, we would argue it is in the equity markets as opposed to the markets for debt 
securities. Since the financial crisis of the late 1990s, many developing countries have built up cushions of foreign exchange 
reserves, have tended to avoid running up large trade deficits, and have adopted flexible currency regimes.  These have led to 
roughly half of all emerging market debt to be rated as investment grade, justifying at least some of the narrower risk premium.  It 
is harder, however, to justify what are still-elevated stock prices in many emerging markets.  Still, to the extent that emerging 
equity markets have become overvalued, the costs of any subsequent corrections will be borne by private investors, as opposed to 
governments or taxpayers.  

• Thus, at least in theory, the emerging markets are better situated to avoid the disruptive effects of significant withdrawals of 
foreign capital.  This could be put to the test should we see the (unwelcome) combination of unexpectedly aggressive tightening 
measures by central banks in the U.S., Euro Zone, and Japan, a sharp and significant fall in prices for commodities and natural 
resources, and a marked deceleration in the pace of global economic growth.  While such a scenario is unlikely, we do anticipate a 
high degree of volatility in financial markets, in both emerging and mature economies, until the global monetary policy tightening 
cycle runs its course once the inflation threat has been subdued.  

Is There Just Cause For The FOMC To Pause With Market Applause? 
• The May jobs report was uniformly weak.  Payroll jobs rose by only 75,000 in May and the previously reported job gains for 

March and April were revised down by 37,000 jobs.  The length of the average workweek fell back to 33.8 hours, and workers' 
average hourly earnings rose by a paltry 0.1 percent, much less than the rise in consumer prices last month.  The only morsel of 
good news was that the unemployment rate fell to 4.6 percent in May.  

• For a “data driven” FOMC, the May employment report added to a growing body of evidence showing that the rate of growth of 
the U.S. economy is clearly slowing this spring in response to higher energy prices and interest rates. This supports the case for a 
pause at the June 28-29 FOMC meeting, but does not seal the deal, given that there will still be another round of inflation data 
reported prior to this meeting.  If the May core CPI report (released on June 14) is up 0.1 percent or less, then the FOMC will 
have just cause to pause with financial market applause.  

• If the May core CPI is up 0.2 percent or more, as we expect, then the FOMC will likely raise the Fed funds rate by 25 basis points 
to 5.25 percent on June 29 to "address inflation risks".  The Fed funds futures market is putting even odds on the chances of a 
25-basis point funds rate hike reflecting how difficult a decision this will be for Chairman Bernanke and his colleagues.
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1Q'05a 2Q'05a 3Q'05a 4Q'05a 1Q'06p 2Q'06f 3Q'06f 4Q'06f    Economic Indicators 2003a 2004a 2005a 2006f

OUTPUT
12199 12378 12606 12766 13037 13222 13385 13543 Nominal GDP (Billions $) 10971 11734 12487 13297

7.0 6.0 7.6 5.2 8.8 5.8 5.0 4.8    Percent Change Annualized 4.8 7.0 6.4 6.5
10999 11089 11202 11248 11395 11470 11564 11645 Real GDP (Chained 2000 Billions $) 10321 10756 11135 11519

3.8 3.3 4.1 1.7 5.3 2.7 3.3 2.8    Percent Change Annualized 2.7 4.2 3.5 3.4
107.2 107.6 108.0 109.4 110.9 112.4 113.2 113.9 Industrial Production (2002=100) 100.6 104.7 108.1 112.6

3.8 1.6 1.4 5.3 5.6 5.5 2.9 2.5    Percent Change Annualized 0.6 4.0 3.2 4.2
79.9 79.9 79.8 80.5 81.2 81.9 82.1 82.2 Capacity Utilization (Percent) 75.7 78.6 80.0 81.9
2.09 2.04 2.10 2.06 2.13 1.83 1.78 1.73 Housing Starts (Millions) 1.84 1.95 2.07 1.87
16.4 17.2 17.9 15.8 16.9 16.5 16.7 16.5 Auto & Light Truck Sales (Millions) 16.6 16.8 16.8 16.7

INCOME & EMPLOYMENT
8098 8103 8074 8176 8219 8250 8315 8365 Real DPI (Chained 2000 Billions $) 7742 8004 8113 8287
-3.4 0.2 -1.4 5.1 2.1 1.5 3.2 2.4    Percent Change Annualized 2.4 3.4 1.4 2.2
5.3 5.1 5.0 5.0 4.7 4.7 4.6 4.6 Unemployment Rate (Percent) 6.0 5.5 5.1 4.7
926 975 933 1062 1155 1090 1110 1125 After-Tax Corporate Profits (Bil. $) 800 890 974 1120
4.1 9.9 8.7 14.6 24.8 11.8 19.0 6.0    4 Quarter Percent Change 15.3 11.3 9.4 15.0

494.9 506.3 520.1 535.4 548.8 562.5 575.5 590.0 Dividends (Billions $) 423.2 493.0 514.2 569.2

INFLATION
192.2 194.1 196.6 198.1 199.3 201.5 202.5 203.7 CPI (1982-1984=100) 184.0 188.9 195.3 201.8

2.4 4.1 5.1 3.2 2.4 4.5 2.0 2.4    Percent Change Annualized 2.3 2.7 3.4 3.3
111.0 111.7 112.6 113.5 114.5 115.3 115.8 116.3 GDP Price Index (Chain-type 2000=100) 106.3 109.1 112.2 115.5

3.1 2.6 3.3 3.5 3.3 3.0 1.6 1.9    Percent Change Annualized 2.0 2.6 2.8 2.9

INTEREST RATES (percent)
5.4 5.9 6.4 7.0 7.4 7.9 8.3 8.4 Prime Rate 4.1 4.3 6.2 8.0
2.4 2.9 3.4 4.0 4.4 4.9 5.3 5.4 Federal Funds 1.1 1.3 3.2 5.0
2.6 2.9 3.5 3.9 4.5 4.8 5.2 5.3 Treasury Bill,  3-month 1.0 1.4 3.2 5.0
2.8 3.2 3.7 4.3 4.8 5.2 5.4 5.5 Libor,  3-month 1.2 1.6 3.5 5.2
4.3 4.2 4.3 4.5 4.6 5.1 5.3 5.4 Treasury Note,  10-year 4.0 4.3 4.3 5.1
4.5 4.4 4.4 4.6 4.4 4.6 4.7 4.8 Municipal Bond, 20-year 4.7 4.7 4.5 4.6
4.7 4.5 4.5 4.7 4.6 5.2 5.4 5.5 Treasury Bond, 30-year 5.0 5.1 4.6 5.2
5.8 5.8 5.9 6.2 6.3 6.6 6.8 6.9 Mortgage Rate,  30-year 5.8 5.9 5.9 6.7

Quarterly Performance Annual Performance

 a = actual     f = forecast    p = preliminary
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Philadelphia’s economy remains in 
the midst of an expansion that has 
become increasingly broad-based. Data 
from the payroll employment survey 
show 2005’s job growth was the best in 
the metro area since 2000 (see Chart 1).  
Job growth has continued thus far in 
2006, with the exception of 
manufacturing, where payrolls continue 
to contract.  Philadelphia’s jobless rate 
has continued to drift lower in 2006; a 
tighter labor market along with lower 
inflation are setting the stage for a 
pickup in the rate of real personal 
income growth in 2006. 
 
Perhaps even more significant than the 
growth in the top-line employment 
number is the breadth of Philadelphia’s 
job growth.  Private sector job growth is 
being driven by the service producing 
industries (see Chart 2), with each of 
these industries adding jobs to this point 
in 2006.  By contrast, manufacturing 
continues to stand out as the one 
industry in which payrolls continue to 
decline and will likely continue to do so, 
albeit at a slower rate than has been the 
case in recent years.  Philadelphia’s 
broad-based job growth is a key to 
sustaining long-term economic growth, 
and further job gains in industry groups 
such as business services, health care, 
finance, and education will generate a 
faster trend rate of personal income 
growth in the metro area over time.   
 
The metro area office market stands to 
benefit from Philadelphia’s continued 
broad-based job growth. Office-based 
employment has grown at an 
accelerating pace since 2005, and this 
growth will continue over the coming 
quarters.  Still, given the starting point, 
in terms of vacancy rates and rents (see 

Chart 3), the improvement in the office 
market will be gradual.  Rents have 
begun to edge higher, but tenants still 
have room to bargain, as evidenced by 
firms moving “up” to top-tier space at 
bargain rates.  These conditions will of 
course not persist as further job growth 
fuels rising demand for space, and both 
asking and effective rents will ultimately 
begin to post healthier increases, but at 
least for 2006, the rebound in the metro 
area office market will proceed at a 
gradual pace.   
 
The metro area housing market will 
cool during 2006. Higher mortgage 
rates and the rapid growth in house 
prices experienced in recent years will 
lessen the affordability of homes in the 
metro area, helping curb the demand 
for single family housing.  Moreover, 
with the pace of new residential 
construction having picked up in recent 
years, the metro area’s relatively weak 
rate of household formation makes it 
unlikely that the overall demand for 
housing has kept pace with supply (see 
Chart 4).  This imbalance will help lead 
to a slower pace of not only new 
construction but also house price 
growth. Obviously housing will fare 
better in some parts of the vast metro 
area than in others, but in the aggregate 
the housing market has become 
unbalanced. 
 
A second half spike timed to beat the 
new and more stringent filing laws led 
to an increase in personal bankruptcies 
in the metro area in 2005 (see Chart 5).  
Improving labor market conditions 
have led to a rebound in the growth of 
wage and salary income and, in turn, 
total personal income.  This has helped 
ease the burden of rising interest rates 

and elevated energy prices. As the 
Philadelphia metro area enjoys 
continued job and income growth in 
2006, personal bankruptcies will resume 
their downward drift.  Still, there will be 
those households, particularly those 
exposed to interest sensitive debt, for 
whom higher interest rates and 
stubbornly high energy prices continue 
to act as a source of financial stress. 
 
Below-average rates of population 
growth and household formation have 
long plagued Philadelphia’s economy.  
This has led to a slower pace of job 
growth, as well as impacting growth in 
housing, trade, and personal services.  
What had been an improvement in 
these trends suffered a setback in 2005.  
A spike in domestic out-migration more 
than offset a still healthy pace of foreign 
in-migration, leading to a net out-
migration from the metro area (see 
Chart 6).  We do expect the modest 
improvement to resume as the economy 
strengthens.  On net, however, 
demographics will remain a drag on the 
metro area economy, albeit to a lesser 
extent than in the past.    
 
Philadelphia’s economy will see 
growth continue at a healthy rate 
through 2006, with broad-based 
job growth led by services and 
health care.  Construction activity 
will remain at a high level.  Over 
the longer term, Philadelphia’s 
concentration of top quality 
research institutions and highly 
skilled labor force will support 
further growth in its knowledge-
based industries.  However, weak 
demographic trends and high 
business costs will constrain 
overall growth. 

June 2006             Continued

Annual Data Philadelphia Metro Area Percentage Change 
2004  2005  2006f   2004 2005   2006f  

2,400.5 2,426.1 2,468.4 Payroll Employment (000) 0.5 1.1 1.7 
210.6 206.0 202.1 Manufacturing Employment (000) -3.5 -2.2 -1.9 

1,084.9 1,109.3 1,138.2 Services Employment (000) 2.2 2.3 2.6 
2,561.2 2,582.9 2,611.3 Civilian Labor Force (000) 0.6 0.9 1.1 
2,426.3 2,459.5 2,493.8 Resident Employment (000) 0.9 1.4 1.4 

5.3 4.8 4.5 Unemployment Rate (percent) ---- ---- ---- 
$165,092 $168,020f $172,893 Total Personal Income ($1996 millions) 2.4 1.8f 2.9 

17,662 17,404 16,300 Housing Permits (total units) 2.2 -1.5 -6.3 
12,510 12,559 11,800 Single Family Permits (total units) 0.6 0.4 -6.0 
173.7 199.9 213.5 House Price Index1 (1995 Q1 = 100) 14.6 15.1 6.8 

26,420 28,968 23,600 Personal Bankruptcies -6.9 9.6 -18.5 
196.5 204.2 211.6 Consumer Price Index2 (1982-84 = 100) 4.1 3.9 3.6 

 
f = forecast; p = preliminary 
Notes: 1 Office of Federal Housing Enterprise Oversight 
            2 CPI data is for the Philadelphia-Wilmington-Atlantic City area 
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The Philadelphia metro area consists of the Philadelphia, PA Metro 
Division: Bucks, Chester, Delaware, Montgomery, and Philadelphia 
Counties, PA; and the Camden, NJ Metro Division: Burlington, 
Camden, and Gloucester Counties, NJ. 
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Chart 1
Philadelphia’s Expansion Continues . . . 
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Chart 6
Demographic Trends Still Below Par 

-35

-30

-25

-20

-15

-10

-5

0

5

10

91 92 93 94 95 96 97 98 99 00 01 02 03 04 05
0

0.1

0.2

0.3

0.4

0.5

0.6
Net migration, ths (L)

Total population,
% change (R)

Chart 3
Office Market Will Show Gradual Improvement
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Chart 2
. . . With Services Driving Job Growth

2,000

2,025

2,050

2,075

2,100

2,125

2,150

2,175

00 01 02 03 04 05 06
280

300

320

340

360

380

Goods producing (R)

Private sector employment, ths

Services producing (L)

Chart 4
Residential Construction, House Price Growth Will Slow
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Chart 5
Underlying Trend Improving For Household Finances
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