Monday and Tuesday (9/23-24) have been uncomfortable--very uncomfortable. To see the three major indices drop more than 3%, after last week's approximately 5% declines, is hard. Moreover, the reality of multi-year lows is harsh. 

The Dow is back to where it was in the fall of 1998 (4 years), the S&P is back to its 1997 level (5 years), and the NASDAQ is where it was in the fall of 1996 (6 years). The latter, a 77% decline, is a vivid and unprecedented decline--after an unprecedented rise--for a composite index. (A decade back, the NASDAQ was not important enough to be quoted in the nightly news. Its dramatic growth and reversal reflects the bubblish equity atmosphere we have been experiencing.)

Interestingly and importantly, it was six years ago-- the fall of 1996--when Fed chairman Greenspan characterized the market as "irrationally exuberant."  Given that the market went on to show only more exuberance, and that this exuberance has proven unfounded, the Fed chairman was right. The question now is: Are we at stock market levels that qualify as rational or irrational?

One thing is for sure, we are not "joyously unrestrained"--the Merriam/Webster definition for 'exuberance.'  However, I believe the "unrestrained" part of this definition does apply, when preceded with antonym "sorrowful."  In the past two days, Microsoft dropped 5.2%, in part, because a tech research group lowered earnings estimates for other tech companies. Wal-Mart declined 4.9%, in part, because its same-store September sales will be "only" 4% to 6%, the lower end of their prior forecast. Does Wall Street think Microsoft will not continue to be as important as it is to most computers? Do investors see that Wal-Mart sales are growing?  

I don't think Microsoft or Wal-Mart rationally warrant declines of this magnitude in a two-day period, especially when both companies’ fundamental health is sound. Microsoft is a free cash flow generator to the point of having $46 billion in cash and current assets on its balance sheet. Wal-Mart has not saturated the USA, and only begun to expand abroad. Monday and Tuesday’s declines in these companies, and others like them, reflect the market’s irrational melancholy. 

As mentioned, the exuberance continued and intensified after Greenspan's prophetic words. Similarly, the market's melancholy will not reverse and dissipate overnight. However, with the 10-year Treasury yielding 3.6% as of  yesterday's close; comparatively, I believe equities will return more than 3.6% over the next ten years. (Two-year notes yield less than 2%; a return that, I think, equities will have bested by 2004.)  Yet, the most important point I am making is: given human nature's tendency towards extreme (even exuberant) behavior, once the equity market realizes it isn't as bad Monday, Tuesday, and last week's mood portrayed, the move higher could occur quickly and be significant. 

At this time last year, the NASDAQ was on its way to gaining 40% by the year-end, with the Dow 30 returning 14%, and the S&P 500 strengthening 11%. This is a sad paradox: valid melancholy was warranted last September and at the time, the economy was not growing as it is today (albeit slower than forecasted). In my humble opinion, this fall's melancholy, despite the uncertainty around Iraq, is over done. 

Consider this week's 9/23 BARRONS' interview with Jeff Neff, the retired portfolio manager of the Windsor and Wellington Fund, with some forty years of investing experience. (Many of you know, I look for gray hair when choosing money managers, and if it is white, all the better.) The article is entitled 'John Neff's History Class.' 

Says Neff: " It is not always easy to do what's not popular; but that's where you make your money…In '73-74, we had a pervasive, two-year depression, but I never got depressed."  Like today's market, the S&P 500 was off 45% from its high, and Neff's funds were further in the red. Coke, P&G, the old AT&T, CVS, GE, Gillette--these supposedly defensive stocks did not "play" defense. This is today's case as well. However, as BARRONS explains, Neff bought 'growth stocks that were getting creamed' and his Windsor Fund was up 54.5% in 1975 and 46.4% in 1976, respectively. Given human nature, this kind of fast and dramatic rebound is equally probable today. And, as for the war effect: our last conflict with Iraq triggered a prewar drop of 18%; within 6 weeks, that decline had been reversed. 

Yet, rebounds akin to '75-76, will only return the markets to a rationale, fair value. What then? That is when today's pain will truly be rewarded. Cleaned up company balance sheets, combined with low interest rates and global demographics/globalization, bode well for equities, in aggregate, to return to their more normal, historically proven double-digit returns. Certain industries and companies will do better than the composites, others will not. Extremes in human behavior, and thus markets, will not end. But, I believe that after what investors have experienced, it may be another generation before irrationally--in both directions--overrides rationality.
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