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s this really the worst financial
crisis in decades? The answer
may be delivered this week,
when we learn whether Eric
Dinallo, the New York State
Insurance Superintendent, has
managed to organise a rescue of the
monoline bond insurers, the
relatively small and previously
obscure husinesses that lend their
top-notch credit ratings o several
frillion dollars of financial obligations
issued not only by American
municipalities, but also by
infrastructure projects across Europe
and many of the public-private
partnerships that are building
hospitals, schools and railways across
Britain.
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1990s. The bears can respond, of
course, that the present level of bank
shares merely proves that
shareholders are still in denial about
the damage that is being done and
far worse losses are still to come. For

example, Meredith Whitney, of
Oppenheimer, who made a name for
herself in the autumn by being the
first to predict the demise of Citicorp,
argued last week that the stock could
fall by a further 15 per cent to 50 per
cent because the bank would have to
cut its dividend yet again. But there
is a different way of looking at such
dire predictions.

If the worst that the most bearish
of analysts on Wall Street can say
about the world’s poorest-performing
big bank is that it will have to cut, or
even eliminate, its dividend to
rebuild capital ratios, this amounts to
a rather moderate sort of crisis in
comparison with what happened to
the Japanese and Asian banks in the
1990s or to the US and European
banks in the Latin American debt
crisis. In those cases, it was not only
a few mismanaged banks rebuilding
their capital by cutting dividends. In
1982, when Mexico and Brazil
defaulted, every leading American,
British and European bank
effectively became insolvent, with
non-performing loans worth more
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“Such extreme reactions might, of
course, have been justified. Maybe
each successive crisis really was
worse than the one before — in
which case, this crescendo of chaos
may, indeed, be approaching its
apocalyptic climax. On reflection,
however, two less sinister
explanations for the mounting sense
of panic seem more likely. The first is
that 25 or 30 years, the typical career
for even the most experienced
investors and bankers, mark a fairly
brief period in economic history,
covering only two-or, at most, three
economic cycles. It is hardly
surprising, therefore, that people are
constantly amazed by each new cycle
that comes along — and find it
difficult to see it'in historic
proportion.
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“BT although worldly-wise
commentators 5<m:mz< ridicule all
suggestions that structural conditions
in a bull market are healthier than in
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Srock markets don’t seem to think so
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previous cycles, they often fall for the
belief that structural conditionsin'a
cyclical downswing are worse than
ever before. Such structural
deterioration may actually be true in
certain periods. It happened, for
example, in Japan in the 1990s. In
general, however, the fear of
exceptionally deep and prolonged
bear markets is less rational, and
more emotional, than the hope that
bull-market trends will persist.

Periods of fear are more
susceptible to irrationality than
periods of hope — and not just
because of the obvious psychological
link between fear and panic.
Experience and economic theory
show quite clearly that
profit-motivated individuals tend to
keep capitalist economies expanding,
while nobody (apart from

unreformed Marxists or al-Qaeda
terrorists) has comparable incentives
to push the economy into a
prolonged slump. Moreover,
governments and central banks in
modern mixed economies with a°
decent understanding of demand
management and collective-action
problems also have clear incentives
to promote growth rather than cause
depressions. This does not mean that
depressions never happen, because
market incentives can temporarily
break down and policymakers can
make big mistakes.

On balance, however, to bet on a
prolonged slump is to bet against
economic theory and human nature.
“This time is different” is much more
likely to be true on the way up than
on the way down.
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