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“Stock Market Cheers. Market Index Drops 5 Percent” 

The financial press often cites the “mood” of 
the stock market. When stock prices are moving 
up, the market is described as being cheerful. 
When stocks prices decline, we hear stories of 
market sadness. This has always struck me as 
rather odd. They assume, I suppose, that 
investors are always and everywhere long the 
stock market. 

From a theoretical angle, I would argue that 
given the right circumstances, a stock market 
rout can be at least as happy as a rally. It all 
depends on what the level of stock prices is and 
what it should be. 

Let us imagine an abstract entity, unobservable 
in practice but easily imaginable in theory. I call 
this entity the theoretically correct price of a stock. 
The stock could be Microsoft for instance. 
Nobody will ever know the intrinsically correct 
price for a share of Microsoft in real time, of 
course. But in theory, you could travel forward 
in time and take note of every dividend, stock 
split, merger, demerger and everything else that 
today’s stock price is a supposed forecast of. 
Assume you found out with absolute certainty 
that MSFT would continue as an independent 
company for 50 years, paying a $1 dividend 
every year, until finally being acquired by 
Samsung at $200/share in the year 2064. By 
discounting all relevant cash flows back to the 
year 2014 you would know pretty accurately 
what MSFT is really worth today. 

So here is my proposition: A joyful day on the 
stock market is a day when stock prices move 
closer to their theoretically correct levels, be that 
up or down. A sad day is when they move away 
from this anchor. If stock prices are already too 

high, tumbling prices are a reason to cheer. A 
continued increase would on the other hand be 
gloomy news, as it would imply a further 
widening of the mispricing already in place. 

Now, why should anyone care whether stock 
prices coincide with their hypothetical correct 
values or not? Don’t we all want as high stock 
prices as possible? No. Wishing for elevated 
stock prices only makes sense for those about to 
disinvest. Just like any other market good, high 
prices are a benefit to the sellers only. To those 
who envisage more buying than selling of stocks 
in the future, expensive stocks are bad news. 
Many of us fall in this category, not least those 
us who work and put away a little money in 
retirement savings every month. What we should 
hope for is a real stock market crash. That way 
our retirement plan could swoop up equities at a 
deep discount. 

The most joyous thing would be if stock prices 
were roughly right most of the time. Both buyers 
and sellers would get a fair deal. Plus, as a society 
we would benefit by getting largely reliable price 
data for our investment decisions. Just think 
back to the last two decades of the twentieth 
century. During that 20-year period, the S&P500 
index rose on average 14 percent per year, 
creating the impression that this was a 
sustainable pace. No wonder we went mad in 
herds and put way too much money in the 
market. But of course, the intrinsic value of 
stocks did not rise by 14 percent per year, only 
their prices. And precisely because the disparity 
between prices and values grew so long and so 
wide, did the subsequent stock crash turn out so 
severe. 
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