Canceling the Armageddon Trade
and
Beginning the New Mega-Cycle Bull Market
If this is not the most bullish piece you have read in some time, we need to go back to writing school.  We think we have begun a multi-decade bull market.
Getting the big picture right is the key to good long-term performance.  To keep it simple, in the last 67 years we have had two major bull markets (1942–1969 and 1982–1999) and two major bear markets (1969–1982 and 1999–2009).  The average length of the bull markets was 22 years and the bear markets persisted on average for 11 years.  Lest anyone think that we have not endured enough pain, unless the Dow closes above 10,025 the current decade will be the worst decade in modern investing history – yes, 2000-09 will be worse than the thirties.

Within these long-term market cycles, there are several medium-term market cycles.  As any faithful reader knows, we believe these medium-term cycles go through five stages: The Base, Explosive Growth, Celebration, The Stall, and Look-out Below.  In a medium-term cycle, the Look-Out Below stage is typically caused by Excessive Valuation.

But for a mega cycle, the end of the Look-out Below Stage contains an Armageddon scenario.  The beginning of the new bull market occurs when the Armageddon trade is taken off the table.  In 1942, it became clear that we would prevail against our enemies and our normal way of life would return.  In 1982, it became clear that President Reagan and Fed Chairman Volcker would defeat the double-digit inflation and our normal way of life would return. 

Last fall, the Armageddon scenario was a credit freeze and a total worldwide banking collapse.  In an Armageddon scenario, valuation means nothing because everything will eventually go to Hell.  We will leave the details of the causes and the solutions of the banking crisis to market historians.  However, it is abundantly clear that the major banks have written off the bad debt, raised equity and successfully reliquified their balance sheets.  

All of this is true, but we also need some upside to start a new bull market.  As always, long-term wealth in the economy and the stock market is driven by productivity.  In our opinion, due to the confluence of ever-increasing computing power and the almost limitless connectivity of the Internet, the outlook for productivity has never been brighter.  

The argument today is that we will have slow or no growth due to excessive consumer leverage.  But think back to the end of World War II when everyone feared we would slip back into a depression or the mid-eighties when the only new jobs would be ‘hamburger flippers.’   The naysayers were wrong both times.  The job of a Bear Market is to punish the excesses; the job of a Bull Market is to solve the problems and move to new highs.

We adamantly believe we have begun a major, multi-decade Bull Market.  But let’s try to answer the Bear’s objections.  They center around the impact of the deficits, the manner of their financing and their impact on inflation.  For the following reasons, we think the impact of the deficits will either be manageable or give ample warning:

· Like every president, President Obama cares very much about his position in history.  We believe his number one goal is to deliver universal health care.  But the buyers of Treasury bonds whether they are the Chinese or any other buyer do not care about health care or any other social program, they only care about whether they will be paid back.  The free market will tell the administration in no uncertain terms how much debt it can float.  If the administration goes beyond this limit, we risk as a nation losing our Reserve Currency status.  This would be stewardship at its worst.

· Everybody who hears 100 jokes will typically laugh and then quickly forget them.  But no one ever forgets the time that he was laughed at.  Such an occasion happened recently to Treasury Secretary Geithner.  He was in China delivering a talk to a number of MBA students.  He opined that the United States would never have any trouble issuing debt.  They heartily laughed out loud.  Our bet is that the Secretary will not forget the incident.

· Part of the Bear case today is that all of the deficits at some point will lead to hyper-inflation.  We cannot rule this out.  But we would argue that if we ever reach hyper-inflation, we will by definition first go through a couple of years of moderate inflation that the stock market will find very acceptable.

In its simplest form, the most important investment question is: Are we closer to the beginning or the end of the bull market?  Given that the Armageddon scenario has just been taken off the table, and given that the outlook for productivity has never been brighter, we think we are very close to the beginning of a mega-cycle bull market.  To begin the good times, the upside over the next two-three years is enormous.  Without pressing any valuation measures whatsoever, the S&P could be 1550 or up 80% (a normal multiple of 16.5 times the then earning power of $95). 
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