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This letter is divided into two parts: A quick review of the recent past and our future stock market outlook.  For those who just want the summary version:
· Given all the problems in the second quarter, we consider a flat quarter a moral victory.
· We remain extremely optimistic on the market's outlook.  Without violating any normal historical valuations, this stock market has room to advance 33%. 

In a forthcoming piece, we are going to discuss in detail the deficit which seems to be the issue that holds most people back from really committing to this market.  Let us be perfectly clear:  If the current deficits were just linearly extrapolated, we would be in trouble.  But we think there is good news on two fronts.
  -- A successful democracy is dependent on the wisdom of the independent voter.  The independent voter by a huge margin thinks that reigning in the deficit is our number one priority.  But it is not just the independent voter, virtually everyone from both sides of the political spectrum concedes that we have a deficit problem.  Different sides may have different plans for lowering the deficit, but we think it is clear that the deficit will come under control.  
  -- Investors use the ratio of the Deficit to the GDP as a measure of the health of the economy.  We think a far more accurate measurement of an economy's health is Productivity.  Productivity measures whether ideas, labor and capital are successfully meshing to produce an improving standard of living and/or an improving ability to pay back debt.  Due to the power of the Internet to generate Innovation, the outlook for Productivity has never been brighter.

Let's return to the two issues in our Mid-year Outlook.

Part I.  Counting dividends, the second quarter for the S&P was flat.  Given the problems in Greece, Libya, the apparent slowing of the economy, and the lack of progress on the deficit accord, we think a flat quarter is a moral victory.  Every quarter has its share of problems, but the second quarter had more than the normal share.

Since we do not think anyone can successfully and continually predict short-term market movements, we are always trying to stretch your investment-time horizon.  The returns for the last quarter, six months, twelve months and last two years were  flat, +5.7%, +30% and +47%.             

Part II.  Our future outlook for the market remains extremely positive.  Without stretching any historical valuations standards, this market could be 35% higher over the next twelve months.  Let's look at the market from three different perspectives: By the Upcoming News; By the Numbers and Psychology; and By the Fundamentals.

By the Upcoming News.
· The earnings reports in the second half of July and early August should continue to make good reading.  Moreover, at the end of the quarter, investors begin to focus on the earnings for next year.
· The government will reach some type of deficit accord in July.  Time will tell whether the spending cuts to tax increases is 3:1 or 5:1, but the deficit will be reduced.
· The short-term patch for Greece should remove the possible European problems from the front page.  The long-term solution is simple: these people need to get back to work and produce goods and services.  Real wealth does not come from short-work weeks, retirement at age fifty or a jiggered-exchange rate.  Rather real wealth comes from the sweat and toil and joy at the end of the day of producing goods and services that the free market demands.
Thus the earnings, deficit and currency news going forward should be positive.

By the Numbers and Psychology.

The S&P's long-term earnings power for 2011by our research is $92-$93.  The actual reported Operating Earnings are likely to be just short of $100.  The average long-term multiple for the market is 16.6; the normal multiple for a market with low inflation is 18-20.  In the most conservative case, our earnings power times an average multiple produces an S&P of 1535 or a 15% gain in the next six months.  But it is not a stretch to use the $100 of earnings and an 18 multiple which would produce a 35% gain.

Equally as important, we think the psychology is slowly but surely improving.  We believe the stock market is a linked series of Mega-cycles that last 30+ years.  Within the Mega-cycles are Major Up-cycles (20+ years) and Major Down-cycles (10+ years).  We think a Major Up-cycle began on March9, 2009.  Within the Major Up-cycle, the psychology progresses from Extreme Fear to Fear to Confidence, to Over-confidence and finally to Extreme Over-confidence.  Clearly we are no longer in the Extreme Fear part of the cycle, but equally clearly we have not yet reached the Confident stage yet.  As the economy and earnings continue to improve, the market psychology and the accompanying multiple valuation will shift upward to reflect Confidence rather than Fear.  

By the Fundamentals.

Due to the power and collaboration opportunities of the Internet, the Internet is the greatest tool ever designed to enhance Innovation and Productivity.  We further know that by definition an increase in Productivity generates either 1) enhanced consumer satisfaction, 2) greater real wages, and/or 3) higher profits.  These three factors are the Mother's Milk of an expanding economy which, in turn, generates higher profits/dividends and a higher stock market.  

No market ever moves either straight up or straight down.  But we think due to the upcoming news, the earnings, the improving psychology, and the long-term outlook for Productivity, the market continues to move decidedly higher.

Peace be with you and your portfolio





