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CROSSING GUARDS

The Dow Jones Industrial Average is a kind of guardian of the U.S. equities market. The crash in the Nasdaq and technology stocks devastated the public whose principal preoccupation had become the new economy growth themes. While consumer spending is quite linked to the health of Joe Public’s finances, it is the Dow that nonethesame represents the American stock market the world over. In Japan, the same can be said of the Nikkei.  Each index represents the relative health of their respective markets.

This week, the market comment will look at both markets simultaneously and within the context of a timely, highly leveraged, low risk investment. 

TOKYO – NEW YORK: In Japan, the public is hardly touched by the Nikkei. Firstly, the vast majority of wealth is directly or indirectly tied up in savings and real estate. Secondly, the index has had 30 of its 225 stocks switched to new economy enterprises. This unweighted index was one that was misrepresentative to begin with due to the small capitalization of some equities versus the large capitalization of others. A stock that required little capital to manipulate it had the same effect on the index as a stock that required more money to move it. All this to say that one can now capitalize on relative statistical meaninglessness to profitably play a “numbers” game.

Strategy: As you know (see November 19 and 24 commentaries), I believe that a plausible scenario for markets is that “the hit” on Oussama bin Laden will soon be executed. This would be in time to bolster a Christmas “feel-good” rally. Simultaneously, due to Western tax loss selling, this time of year brings pressure upon Japanese equities. Let us play with a scenario. For argument’s sake, suppose the Dow were to shoot up to 10,400 (see previous letters) while the Nikkei remained at 10,600.  This would collapse the Nikkei/Dow ratio from a present level of 1.09:1 to 1.02:1 (close approximations). We know the 42-year low of 1:1 was tested during the terrorist attack. Suppose that that low (the ratio, not the individual indices, for now) was tested here. The trade entry would be offered up.  

In any event, consider the historically psychological significance of this ratio’s floor being 1. It seems to me that there is a secular significance that suggests that a minimum relative value of East versus West is guarded and maintained there; that the value of the Nikkei does not cross under the value of the Dow seems to sustain that psychological baseline.

Risk/Reward:  By buying one Nikkei futures contract and shorting a Dow futures contract, based on an entry level of 1.02, suppose, and contract sizes of $500 in Chicago, a futures trade would involve a risk of approximately $1,000, using a weekly close-only stop of 1 on the ratio. I believe that the ratio can easily go to 2, which would yield $34,000, for example, if the Nikkei and Dow were at 14,000 and 7,000, respectively. 

Continuing with the example of a ratio of 2, if that ratio level were achieved at higher levels for each index, then the profit would be greater due to a widening of the spread between the two indices in nominal terms. The spread would be less, if the ratio of 2 were achieved at lower index levels, which would result in a diminished spread (i.e. – 10,000/5,000). However, this would still mean huge profits (realizing 5,000 x 5,000 = $25,000, ex trading costs) and a tremendous hedge for those who would have remained long U.S. securities affected by the level of the Dow.  I won’t even mention where I believe the ratio is ultimately going. First let’s see if it works out. Profits are best counted at the back end. 

For those who don’t trade futures, commission brokers will happily supply the products that track the respective indices. The trade would involve large numbers as opposed to using efficient and quickly closable futures contracts, so commissions would be an issue in that case.  

NOTE:  Detachment and planning are essential, both for entry and exit. The windfall profits contemplated in the paragraph above does not even consider adding to positions with rising stops. First, let’s see if the position is put on and whether it would subsequently go in the desired direction. There is no doubt in my mind, however, that this is the best risk/reward trade of the millennium to date.
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