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SECULAR LOW
March 10, 2002

TOKYO:  In these pages, I have put forth the view that a final low in May - June would probably pertain to the economy, while the stock market would, at that point, form a higher low or, at worst, a final and slight new low. The basis for this was extreme and historical (hysterical?) under-valuation that I wrote was discounting anything short of hell. Getting out in front of a massive secular buying opportunity, traders – and the government - have quickly launched the market upward (please see “NEW YORK” below) ahead of the economy’s coming bottom.

When Sid Klein’s Daily Fax forecast and identified the low in 1998 within a day, the market enjoyed several similarities to today:

· Several bank stocks rally 50% and more within weeks.

· Short selling rules are toughened (they were loosened at the perfect top 12 years ago). 

· Expansion of loan guarantee programmes for small companies (also, respectively, the advent and acceleration of small business creation via venture capital).

· Several proposed reforms that the market does not believe, yet goes on to discount. Such discounting is made possible by government stock price support programmes that only intensifies the mistrust of the politicians who have every intention of following through (i.e. – a Corporate Restructuring Fund is being established that at least sounds, in some measure, like the early ‘90’s’ U.S. Savings & Loan bailout mechanism).

· In 1998, I reported enthusiastically that Big Bang meant, among other things, the advent of venture capital in Japan. Now, look for changes to usher in Western style takeovers to help resolve the corporate debt crisis. This will power the Yen!

· Easy money policy is all but assured, along with an effort to create mild, Yen-favourable anti-deflation/inflation.

Skepticism notwithstanding, the banks will dispose of debt faster with public fund injections. The latter is now possible as the broken public spirit allows for, rather than, resisting it, as was the case only a couple of years ago. Remember: I was once alone in the world in forecasting YEARS of down markets due to bank stock selling, as a result of “forced sales”. I also forecast that government could and would only inject capital when the public mood would allow it. Now, everyone is a Japan maven and has forgotten who was saying what, when. This entire letter may indeed read like a series of realized forecasts. 

Continuing in that light: Japan is buying back its shares from foreigners right at the low. Foreign fund managers, who bought like crazy up to 20,000 in the last cycle, are now more bearish than the Japanese fund managers!!! The “overly-underestimated” Japanese upper political class knows exactly how to play to Western psychology.

Countless buying opportunities can be found in several sectors, including non-Domestic Demand Oriented Value stocks (DDOV’s). Lows have even been seen, or are on the verge of being seen, in many (low valuation) export stocks (i.e. – Pioneer) and crashed OTC high flyers (i.e. – Softbank). For my part, I remain married to DDOV’S, that will not be exposed to the massive unwinding of share cross holdings that will continue for quite some time.

The economy is enjoying several other reversals. The trade balance is building an up-trend off a 5-year cycle (summer 2001) bottom. Corporate sentiment has reversed for the first time in a year and a half and is set to strengthen further. This is equally true - and in grand style - of the Leading Economic Indicators (breakdown of all components available). One may reasonably expect economists’ forecasts to be revised upward through the year. Simultaneously, they’ll be blaming – and they have already started - the government for being the ones who are wrong (in their policies). SOMETIMES, THE ADAGE, “THE MARKET IS ALWAYS RIGHT” DOES NOT SUIT THESE GUYS.

In 13 years, I have never been wrong about any major market trend call in Japan. It has recently “appeared” to be the case for those who follow the market at a distance and who are unrealistic about how things actually trade. Therefore, non-participants were shown that the “orthodox low” was actually in 1998 and that explosive gains easily eclipsed any subsequent profit retreat in this decline (please see previous issues). To illustrate the point, the assumption held was the worst-case scenario, that an investor actually maintained positions throughout. As well, we have had demonstrated the false effect of 30 stocks being changed on the price-weighted Nikkei to technology stocks at the very worst time, while the cap-weighted Topix has fared so relatively well. Finally, and for good measure, DDOV’s generally bottomed 2 years ago.

I will leave you on this note: I BELIEVE THAT WE HAVE INDEED SEEN THE LOW IN THE NIKKEI/DOW RATIO, ONE THAT WILL NOT BE BROKE IN OUR LIFETIMES. The best anecdotal evidence of that is the media’s sudden coverage of the Nikkei falling under the level of the Dow (for the 1st time in nearly a half-century), right at the perfect low!!!   These guys aren’t economists, but…

NEW YORK (Nikkei/Dow Ratio):  By moving through 10,400, albeit only to the 10,600 area, we must assume greater technical strength in the Dow than initially thought.

It changes nothing.

A major, secular bear market began in New York in the 1st quarter of 2000 and the long term positioning ought be out or short, as the (investor’s) case may be. Regarding the shorter term, a low is still expected in early April, so speculators who used puts in the manner discussed in these pages may do well.

Most importantly, the Nikkei has taken off, rallying over 20% in weeks and breaking open the ratio versus the Dow to about 1.1 from a very recent weekly-close low of .99. Long term investors are positioned (1.03) near the lows, while short-term speculators are out-to-50% long, as the case may be. Long term investors include those who used the ratio trade to synthetically switch US equity positions to Japanese portfolios. Longer term, outright switching is recommended for those wishing to be invested in DDOV’s, whose correlation to the Nikkei is questionable to nil. As well, if one accepts that this is a major secular trend change, making a synthetic switch is only a short-to-intermediate term delay, in any event.

There is no change in the views regarding Gold (including gold stocks) or the US Dollar. The former is undervalued, while the latter is overvalued versus the Yen and Euro.

Sid Klein
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