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TOKYO:

DDOVS:

The Japanese Economy Minister, Heizo Takenaka, recently stated that the economy is not affected by collapsing asset prices in the US. Japan, he said, is affected by the US economy. He is right. In light of those comments, let us consider SKWC’s favourite international investment class (GOLD is a narrow - based theme), Domestic Demand Oriented Value Stocks (DDOVS). 

SKWC defines DDOVS as those companies that benefit from the Japanese and other Asian markets. The best growth this year has indeed come from Asian markets and economies. Japan has enjoyed its best export growth this year with Asia (by a large margin, as compared to the US). The point is that one wishes to be as insulated from the US economy as possible (see NY section below).

Westerners don’t own DDOVS and therefore do not represent potential selling pressure (they teach that in classes for advanced short selling; see NEW YORK section). However, as the search for save havens for capital and wealth-creating opportunities continues, Westerners will have assisted in the drive of DDOVS’ prices to dramatically higher levels. Those who have either side stepped or profited from the bloodbath on the US exchanges will be the clearest-minded and assertive in the process. Those taking major losses from prior years’ gains will enter the DDOVS bull market later on in search of diversification. 

STOCKS: A dramatic resumption in the US bear-market could cause a final minor 5th–wave decline (see last week’s comment) or “squiggle” (as I have been referring to it), in the Nikkei’s 13-year descending pattern (as of January 2003). Reiterating, the decline in the Nikkei to new lows would occur on a major lag to New York and not affect most stocks. DDOVS are performing as the cream of the crop and will continue to as they have from and including the first quarter of 2000. Nikkei 8,000 would create gift, “second-chance”, buying-opportunities in the stronger stocks, if it occurred.

NEW YORK: 

OVERVIEW:

The stock market malaise in New York will continue to be followed by the spreading and worsening of recession-depression conditions in the US economy. SKWC forecast the collapse of that economy 31 months ago and, as there is neither empirical evidence to suggest that the initial views have already been proved wrong in any way, nor contradictive evidence regarding the future of the economy (consistently bullish economic numbers, at least 3 months), unless the Dow can trade over 10,000 for 3-6 months, there is no logical, unemotional (i.e. – not wishing) rationalization for altering the views held since January 2000. With the US elections in 2 ¼ years, and given that the US has a history of shaking out the worst as fast as possible (unlike Japan), the next year may be very painful.

OTC DERIVATIVES - VOLUME/LIQUIDITY: Sid Klein’s Daily Fax (SKDF) used to write about OTC (over-the-counter) derivatives when it was popular for financial writers to warn of the enormous risk posed by that market. We were informed that transactions involving trillions of dollars of underlying securities were held off the books. This could risk the failure of financial institutions, we read. 

At the time, and to quite the contrary analysis and conclusion, SKDF wrote that OTC derivatives would create market support levels all the way down to actually prevent systemic failure. This, I believed, would often occur at breaks of key market levels where panic could otherwise ensue. The unwinding of protective puts has the effect of spiking the market up on huge volume. Institutions who had beta hedges (out-of-the money puts hedging more shares than what are actually held) are unwinding with net gains, despite stock losses, while large speculators seeking anonymity have been well served. 

This is key to understand because there are those who are impressed by this recent volume, leading them to false conclusions. Perma-bulls have no experience with bear markets. They quote theories randomly, as we see in the press that has again been leading the investor with poor timing. The Nikkei bear market of the ‘90’s was a wonderful lesson/experience. 

DAZED and CONFUSED:

Westerners believe that strength after this past week’s news, coupled with the market volume, would represent a buying opportunity that would take the market much higher. Why? Perma-bulls have only one paradigm. Within it, they inform you that if the market falls apart, it is because something bad unexpectedly happened. Maybe the Dow rallies to 12,000, maybe 6,000. They just don’t know what to recommend to people. The idea seems to be to make bullish statements and pray. There is hardly any Western experience out there with bear markets, neither among managers nor within the media.
I conclude this section with what may be many advisors’ best guess. The following is a paraphrase from an email I received that has been getting sent around. Perhaps you’ve seen it:

If an investor had bought $1,000.00 worth of Nortel stock a year ago, it would be worth $49.00 today. 

With Enron, the initial $1,000.00 would be worth $16.50. 

WorldCom’s investment would be worth $5.00. 

By contrast, if one had bought $1,000.00 worth of Molson (the product, not the stock), drank it and then turned in the cans for the 5-cent deposits, the “investment” would yield $107.00. Curiously, then, the latter “p---es away” the least.

Rather than advising getting inebriated and recycling, in the public markets, SKWC has stuck with DDOVS and GOLD. The previous, more alcoholic strategy is fine if the intention is to merely outperform the market.

Thank you to the reader who passed on the above. We see the genius of “buy and hold” as paralleling that of the “new paradigm”. It was a developed slogan for those seeking to rationalize greed and ignorance. The only slogan ever surely worth sharing is: Be positioned with the SECULAR trend!

STOCK MARKET - TIMING: Last week, SKWC wrote that the market had bottomed in the short term for 2 reasons. Firstly, the break below Dow 8,000 was classic in both triggering the stops and suckering in New York’s new-found short selling mavens who have been reading the popular press that has been offering something like beginners instructions for shorting and making money in a bear market. Isn’t taking out the low supposed to be easy money for bears (when will the media realize that Wall Street uses them?)?

The second reason was that no one believed the rally. Paraphrasing last week’s views: “Once the market has caused a reversal in bullish expectations that exceeds what is merited by the stock market’s rally, either in terms of its distance rallied or duration, then this present rally’s peak should be complete. Of course, this precedes the resumption of the bear markets in stocks and the economy”. The rally off the low took the predictable, high-volume, euphoric pattern, causing bear market cliché-like reactions. Its duration would ordinarily have it peak next week, if it has not already done so, churning on heavy volume as bullish sentiment improves in the SKWC fashion we already saw this week. It’s just the hedging game being unwound.

One thing we do know is that, as stated last week, people who are down 40 – 90% tend to freeze and not act. Rallies create hope due to their emotional nature (bear market rallies are violent, as we saw in Japan through the ‘90’s) and, due to their brevity, do not give anyone a chance to get out, even if one possesses the courage to sell for the sake of gaining perspective. That is why we have advised being perfect or early. Dow 6,000, then 4,000, SKWC’s secular support level, dead ahead, will permanently slam the door shut on investors’ capital.

REAL ESTATE and the WEALTH EFFECT:

At the forefront of the SKWC views above was that the collapse in equities would demolish the economy. Well, about $6 trillion of equity value has been lost since 2000, while the increase in the value of homes less mortgages since then has risen about $1.2 trillion. SKWC reiterates that the first major waves of decline in equity prices will have overwhelmed any positive residential real estate story in terms of the effects on consumer spending and the real economy. The next waves of decline will include the bursting of the US residential real estate bubble. This results in depression.

DOLLAR: SKWC has been advising to simply refer to recent letters, as there is no change of which to report. GOLD movements have caused major swings in the GOLD stocks. Therefore, SKWC has found it worthwhile to time the metal and equities given the large swings (some major stocks have pulled back to where they were when bullion was at $280). As SKWC has explained, currency trends are different. They tend to take a direction and maintain it for a long time. 

Use that knowledge to your advantage. As the currency comment is largely in consideration of the aspect of wealth management, SKWC reiterates: Ideally, one may hold one’s domestic currency only to such extent that one’s needs demand. Otherwise, only the Yen and Euro are deemed appropriate fiat currencies. There exist highly rated Yen bonds that offer attractive yields (for that currency) but one must know where to look. The Euro offers higher yields than the US Dollar, while still trading below par, for now.

GOLD: GOLD pulled back to forecasted levels as SKWC continues to offer readers advance notice of the metal’s every move. Very typically, and consistent with the recent weeks’ views, GOLD stocks rallied despite weakness in the metal and STRENGTH in the Dow.

Be wise and treat this as a warning that trouble is brewing in New York as GOLD itself prepares for its next major advance. Please note last week’s comment (as well as the GOLD comment in the Dollar section above) that is as ideal today:

“Still, GOLD is in a massive secular bull market and the next wave up could be really something when it comes. Those stocks that have pulled back to deemed buy points may be purchased at any time. This is the key point this week for GOLD.” 

One may wish to further note that the levels to which many big names have fallen, suggests that margin selling due to losses in other groups (i.e. – techs, ect.) should be utterly complete.

Sid Klein
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