Keep It Simple Stupid

We are great believers that if can't be said in less than one page, it is probably not important.  To that end, we believe the stock market will set new highs by the end of 2011.  

Our reasoning is straightforward:

· By far, the most fundamental driver for the economy and the stock market is Productivity, and the outlook for Productivity has never been brighter.
· The market valuation does not regress around a mean but rather transgresses (moves beyond normal bounds) from extreme lows to extreme highs and back again.  March 9, 2009 was the extreme low; the stock market is now in an Up-leg of a new Mega-Cycle which should take the valuations to an Extreme High.  An intermediate target is new highs by the end of 2011.

The numbers behind the new highs are simple:

· The Earnings Power of the S&P in 2011 is $93.  The recent strong turn in the actual Operating Earnings gives the market plenty of confidence that the $93 Earnings Power is a very reasonable number.
· The average market multiple is 16.6 times Earnings Power.  This number is higher when inflation is low, and conversely, the valuation is lower when inflation is high.  With the recent inflation numbers (less than 2%) and all of slack in the economy, inflation should be well below normal over the next two years.  Thus, if anything, our assumed multiple of 16.6 could very well be conservative.  As each day passes, the strength of the financial system improves and the overall confidence increases.
· The multiplication becomes easy: 16.6 times $93 generates an S&P of 1550, a 45% gain from here.
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