New Stock Market Highs in 2011 Are Now Much More Likely

The probability of the stock market setting new highs in 2011 just dramatically improved.  The case against the stock market is that with all of the projected deficits and political uncertainty, the economy will roll over into a double dip.  But both Federal Express and UPS have recently reported and they both raised future earning's guidance.  This is not Skip Wells talking to his barber or his favorite bartender; these are two companies with literally hundreds of thousands, if not millions, of sample points.  

If we can eliminate a double-dip recession, then, as the two charts below clearly show, the Operating Earnings and the Earnings Power of the S&P 500 will be near $100 in 2011.  While the Operating Earnings may not quite make $100 in 2011, the Earnings will clearly leave 2011 at a higher than a $100 run rate.

                    
                     



If an average market multiple of 16.6 is placed on these earnings, we will have the S&P at 1660 in late 2011 versus 1100 today.  A 1660 S&P would both take out the old high of 1575 in 2007 and represent a 50% gain from today's prices.

The more difficult of the two pieces of this argument is not the multiple but the earnings.  To quote a famous partner of mine, John Adams, "Any Fool can find a historical chart that supports his case, but how do you know the trend will continue?"  The answer to both the short- and long-term increases in earnings comes from Human Nature and Human Nature does not change.

Over the long-term, increases in earnings come from increases in productivity, which, in turn comes from Man's desire to improve his economic lot in life.  And Human Nature does not change as the fifty-year chart of Operating Earnings testifies.

Over the short-term, Man due to Human Nature has a desire to be either ahead of the pack or at least in step with his fellow competitors.  As long as uncertainty was high and nobody was willing to risk investing in the future, the safe and prudent course was to do nothing and let the cash build.  And the cash did build.  Corporate America now has $1.8 trillion on its balance sheets.

But once the first companies started investing to gain a competitive advantage, the others can no longer sit on their hands.  They had to make their bets and begin spending their cash.  As the gains in earnings and outlook from UPS and FedEx amply demonstrates, this process is well under way.  And this increase in economic activity begets other increases in economic activity which begets....  The turn in earnings is clearly demonstrated in the chart of Operating Earnings on a trailing four-quarter basis from 1990.

In past economic cycles, the economic upturn has been led by either government or consumer spending.  This time we think the corporate sector will be the leader.  This process has begun, feeds on itself, and drives future earnings increases.

We have many times written that March 9th of 2009 marked the beginning of a long up-leg in a new Stock Market Mega Cycle.  Up-legs typically last 20 years or longer.  We have specifically argued that by the end of 2025 the Dow would see 50,000 and that there was a 5X move left in the S&P.  

All of this is exciting, but the thinking is way too long for most people.  To shorten the focus, we believe the most profitable part of this long-term ride may very well be in the next 16 months.

Peace be with you and your portfolio,


Harry E. Wells, III
SkipWells@Verizon.net
WellsAssetMangement.com
July 28, 2010:  S&P 500 1111.
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