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Apr. 2, 2005

Nikkei:               11,723.63
*April 2003 low:   7,603.76

*- See March 31 & May 3, 2003 reports, along with April 10, 2003 ROBtv interview (5 min.), on homepage.

JAPAN:

A preliminary Bank of Japan report on fund flows indicates that at the end of 2004, Japanese households’ balance of financial assets achieved a record 1,423 trillion Yen. The figure represents a 1.5% increase from the previous year, as well as a new record.  

Still, the majority of Japanese investors’ financial assets are in cash, earning little or no interest. Meanwhile, over the coming quarter, approximately 10 trillion Yen in ten-year deposits will mature. Simultaneously, pent-up Japanese consumer demand represents a related wild card that could and should ultimately send the market flying. 

Page J3 of the Globe and Mail’s Thursday March 31, 2005 edition contains an excellent and critical chart of corporate profits, overlaid onto a chart of the Nikkei. The two indicators (charts) tracked one another beautifully, until 2002. Since then, despite the Nikkei’s sharp 4,000-point rally, that index has clearly lagged Japanese corporate profits, which, according to the graph, has actually exceeded the 1988 peak, a time during which the Nikkei was en route to 39,000!  

It was precisely such an analysis of internal indicators (two of the currency vs. economy) that caused SKC to forecast a 25% Yen rally three years ago. The undervaluation of the Yen was so blatantly underscored by enormous divergences and gaps versus linked economic indicators, that little risk was perceived, at least over any longer term. 
Such gaps have historically disappeared and they did so again, quickly. Now, in equities, this is another such situation. Particularly as the Dow weakens, North American investors will be surprised by Japanese stock power.

One of SKC’s contentions has been that Japanese investors will return to, and focus on, Asia-concentrated domestic securities, as foreign currency holdings chalk up losses. As well, dramatic tax and structural reforms encourage the same tendencies. The effect is the focus on domestic value issues, including those that provide superior dividend yields to bonds.  

Whatever the case, Japanese Asia-focused stocks have easily provided the best risk adjusted total returns of any financial asset class of which I am aware, since this past December’s lows, and since 2000, of course. This past week’s shakeout pulled many stocks back 5% - 9%, after sharp 4-month run-ups. 
This month’s missive extends from March’s report and, as regards intermediate term trading, activity has been well within the ordinary. A correction to 11,500 seemed normal and the Nikkei did indeed rally from there, much as the Dow did from 10,400. 

In fact, though much of March’s gains had been given back during the late- month decline, it took a single-day rally of only .9% to recoup much of the pullback, as many stocks rallied with strong single-digit gains (3% - 6%).

Therefore, it is easy to imagine that, from here, the two markets’ relative performance will part company (see Dow Jones, below). A Nikkei rally from 12,000 to 14,000 could easily see many DDOVS rally 50% and more. Several rallied 50% - 100% since the recent December lows, while more undervalued securities have lagged, in comparative terms, though doing very well over the same time period. 

This is typical of value stocks in any country. When they fully catch up to other domestic issues, they tend do so during a brief period when asset reallocation causes investors to cram through the same door. Typically, this occurs when widely followed index activity forces international money managers to reshuffle country weightings (increase, in Japan’s case). This can result from waning Western equities or a rising Nikkei. From 2000-2002, many DDOVS advanced from lows, even as the Nikkei was crushed, along with Western markets. 

CONCLUSION: A Nikkei rally from 12,000 – 14,000 could have many DDOVS advance 50% - 75%. For risk-averse equity investors seeking superb returns in a broad market that is in the early stages of a major secular (multi-decade) bull market, Japan continues to be the only game in town (apart from precious metals themes). Simply, whatever our market letter expressed at the end of 1989, well, today the story is the opposite.           

NEW YORK:

A short covering rally – if it were to indeed occur from these levels – would be accompanied by the notion that the decline was due to Greenspan’s rate hike and that the week-ending 100-point pullback to test the week’s lows was merely related to an individual stock or two.    For experienced investors, this is all merely noise.  

At the recent peak, an interim commentary to traders expressed the view that the ideal scenario for the final crash-preceding peak would include a decline to Dow 10,400, before rallying to 10,800, or so. Dow 10,400 was not deemed significant due to the 200-day moving average. Rather, it was fractal analysis that had caught my eye. 
Simply, patterns are repeating on smaller and smaller (compressed) scales and there’s no room left for the same patterns to continue to repeat. The Dow stopped at 10,400 at Tuesday’s close and this final rally toward 11,000 should precede a violent smash. The time-compacted move itself will be the first within a devastating period that will make the 2000 – 2002 cyclical bear appear benign. 

Special note: In attempting to identify the final top, I am looking for a particular signal to identify what may approximate top-tick. Consistent with recent activity, the Dow’s peak might not correlate to the attainment of a particular index number but, rather, that point at which another pullback in the Volatility Index causes long term put prices to discount the anticipated Dow target. 
With the attainment of such prices, any further Dow move might not even take place, not to mention the fact that discounted long term put prices would probably not even budge, even if the Dow did move a little higher. Over the past two weeks, this is exactly what we have seen. 

This sophisticated, approach serves both as a Dow indicator, as well as the means by which to possibly target perfect lows in the desired options, for those hedgers and speculators for whom such investment is appropriate. Bear in mind that almost two-year puts recently yielded 50% returns on a mere 550-point Dow move. 

Meanwhile, all this occurred with the Volatility Index rallying back to what can only be referred to as washed-out levels, historically! This is why such very long term puts provide the leverage today that approximates what was available via 9-month put spreads a year ago. The last time I saw such incredible relative risk-averse leverage was in the 2-year European traded Nikkei put warrants in December 1989. 

This is why capital recuperation and profit maximization is so easily achieved in a falling market against such long term puts. Simply, put prices are driven by market levels (the lower the better) and Volatility Index levels (the higher the better). When the Dow declines - and it should again do so speedily, to slam the door shut on the bulls - the Volatility Index spikes up, as we just saw in March. 

The effect is the ability to sell shorter term puts against the outstanding long term puts, thereby recuperating most or all of the initial investment in the longer term options, which are held to take advantage of the time owned, so as to capitalize on a greater crash into 2006. The ability to track option (volatility) prices will figure greatly into the larger performance picture, which SKC believes will exceed 1000% per cent anyway, from desired and recently seen prices, based on the here anticipated move in the Dow……without contemplating time premiums!

In 23 years, I have never seen a greater leveraged long term opportunity and when things are this stretched, it tends to spell violence ahead. One must be positioned in advance, since the nature of such bull moves is to lull everyone to sleep, as hedgers and speculators await a confirmation that would dramatically appreciate very long term puts.

Remember: Leverage is established/achieved on the buy side! 

CONCLUSION: The Dow is in its final rally phase, highly susceptible to a 2000-point drubbing at any time, to get the ball rolling en route to 6,500 in 2006. Multi-year, low risk (for options) puts are here expected to return over 1000%. 

GOLD:

Gold stopped dead in its tracks at SKC’s anticipated worst-case scenario level of $410. From there, the metal’s sharp rally toward $450 ushered in March’s rather understandable pullback. There are stocks that have bottomed and turned up, while others have tested or even made new lows. In fact, favoured stocks behaved well at this past week’s end, supporting the notion that the precious metal stocks are being influenced by general equity activity, as well. Later, these stocks’ activity will be more greatly governed by the action in gold and silver. For this period, exchange-traded funds may have indeed siphoned off some buying power for gold stocks, but this won’t last.

One thing is clear: Many stocks have the capacity to double or triple over the coming year and perform much better than that, over the longer term. A portfolio of hand-picked precious metal stocks makes a lot of sense, to say the least. Readers should not maintain Western non-precious metals equities, so using even a fraction of the liquidity created by the disposition of such stocks, provides fantastic leverage, with a fraction of the capital on the table.

CONCLUSION: Buy!

DOLLAR:
There is no change from recent commentary or asset allocation.

Until next month, 

Sid Klein
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