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December 4, 2005

Nikkei:               15,421.60
*April 2003 low:   7,603.76

*- See March 31, May 3, & May 30, 2003 reports linked on homepage.

JAPAN:

The Nikkei has doubled since SKC turned bullish in April 2003, while Japanese Domestic Demand Oriented Value Stocks (DDOVS) are five years into their bull market.

FUNDAMENTALS: The following is true in Japan. What do you notice about these conditions?
The downtrend in interest rates has long since reversed, and this new trend will not change direction for a very long time. Consumer prices will head higher, as will taxes, to resolve the deficit and suppress inflationary pressures. Corporations enjoy high profit margins and cash balances, following a round of share buybacks and increased dividends (remember how the Japanese were a bankrupt gang that didn’t merit investment?). And why not? Stocks were re-purchased at historical lows by the savvy corporate investor, and dividends hadn’t been increased in a very long time. Growth in investment will pick up next year, as per stated intentions and the fact that consumer demand has reversed up nicely.
What do I notice about these conditions? The opposite is true in the US.

Capital investment and private consumption have shown strength, just as exports and manufacturing have weakened. Statistics have clearly shown that SKC’s previous arguments have been proven to be more and more true, with each passing month and quarter. Specifically, the Japanese domestic economy has become insulated against external shocks, such as oil and a Western slowdown. 
This is true of DDOVS, not Nikkei issues, which tend to be cyclical and highly correlated to the Dow on short term bases. Meanwhile, the continued revival of the consumer, along with investment in much needed equipment, will bolster domestic demand and domestic value stocks, even as the Dow crumbles and the Nikkei suffers a strong corrective shock. After rallying from 2000 lows, even as the Dow and Nikkei were both crumbling, the best risk/reward story in the world relaxed this year, until now.

On a point relating to the very long term, SKC reported last month that over-educated women will start to take their more rightful place in the workforce, as Japan deals with full employment, against a backdrop of resistance to loosened immigration standards. This is already starting to happen, as supply and demand outweigh past prejudices and customs (in other words, there’s no choice).
TECHNICAL: Just over a month ago, to reflect the fundamentals above, DDOVS, which had been very quiet compared to the Nikkei this past year, started to kick it into high gear again. The Nikkei was actually only playing some catch-up to my preferred theme, during this period of Yen correction. The Yen is very cheap and since the positive fundamentals that drive that currency are also those that bolster DDOVS, another support for the best asset class in the world is in the horizon for next year. Remember, DDOVS bottomed two years ahead of the Yen’s low. The key is that the bulk of the currency’s move is over, as far as the aspect of the Yen is concerned.
 As for the Nikkei, it is stretched and everybody wants to buy or has bought a Japanese ETF. I would not go near one with a ten-foot pole, now. Meanwhile, some DDOVS are bottoming for yearend with much higher lows (due to this past month’s take-off), while some are simply making seasonal lows that are providing temporary pauses and last chances to get on board. Many such stocks, to summarize, took off 25% – 50% in recent weeks, while others are yet to be picked on. Shortly, both of these examples of DDOVS will offer superb opportunities at preferred prices or time points.
All of this taken together leaves us with last month’s conclusion:

“CONCLUSION: Foreign retail demand for US Dollar-based ETFs is increasing, just as DDOVS are bottoming in cyclical fashion, and the Nikkei/Dow ratio may finally correct after a breakout that should be taken as confirmation of SKC’s 2002 – 2003 market forecast, for a new secular bull market in that inter-market relationship. Therefore, once again, prepare for an explosive year for DDOVS through the major cycle low of 2006, as large cap under-performance resumes.” 
NEW YORK:

FUNDAMENTALS: 

From last month’s report:

“One may say that the confidence figures are in the market. We agree. When markets rise, the focus is solely on the bullish interpretations, and someone is concluding that interest rates will stop going up.” 
The surprise for me has been the extent to which the Dow could rally, based on the evolving smart-money perception that rates have stopped going up (see Dollar section below). The key point to bear in mind about the confidence figures is that a massive bear market has begun in consumer spending.
Stupid or “dishonest”? Last month’s report’s last page displayed a chart on consumer confidence and consumer spending. It clearly showed to things:

Firstly, and most importantly, consumer spending lags consumer confidence, by a month or two. Let’s stay with this first point for now. As you can see (upon request, last month’s report can be re-sent), confidence crashed to a level, that can be said to align with Dow 7500. The collapse to decade-plus lows left room for a sharp bounce, which would mean nothing. Such a bounce occurred this month, but there’s one unmistakable truth. 
As warned last month, even if confidence bounced sharply, as it has, consumer consumption and spending as measured year-over-year on a percent change basis can only face the abyss, as that virtually-coincident-to-confidence indicator only showed a slight rolling over last month, with the worst yet to come. Simply put, even with this month’s bounce in confidence, there is still a terrible divergence between confidence and spending, just in time for the all-important Christmas period. The confidence figure has to be looked at on a two-month net- basis. Smart money in the bond world knew how to read the chart.
Secondly, these indicators peaked with the Dow at the beginning of the decade, while bottoming and peaking in 2002-2004, respectively, with the Dow. Since then, there has been a terrible divergence that speaks of disaster, particularly as divergence has now been coupled with rolling over. The reader is strongly encouraged to look at that indicator again (last month’s last page). These indicators are completely supportive of the conclusion that Dow 8000 next quarter is as likely. as it is entirely consistent with the view that we’re heading to 6,500 next year (as an aside, imagine the left grid of the chart as being the Dow Jones divided by 100). 

Since the last report, some chap was on television, citing this month’s jump in confidence, after last month’s utter crash. This Wall Street tout had the unmitigated gall to suggest that this would be good for consumer spending and the all-important Christmas period. As described above, on a two-month net basis, there’s still a smash that correlates to Dow 8000 and, more simply, reflects a level to which the spending graph has not caught up to on the down side, after having rolled over. For good measure, this peak in these indicators is rather negatively divergent, as compared to the last time the Dow visited 11,000 in 2004.

So, was the Wall Street tout temporarily unaware of what the indicators that he was citing were actually saying (one need only have viewed the last month’s chart), or is this the propaganda machine at work?
Consider: What we have is a market that has rallied, to discount the end of Fed tightening (which is related to bad economic times ahead, taking the principal lead from the indicator here being discussed), while getting retailer investors to buy stocks on the basis of a notion that retail shoppers good economic times at Christmas time (so why is Wal-Mart slashing prices all over the place?).  

The re-print that begins today’s New York section concluded last month, with the cynical view that for bulls what is good is good, while what’s bad is good. Twenty-four years have taught me that when the trends reverse, the low won’t be seen until everything is viewed negatively (i.e. - 2002).
Against a backdrop of falling world liquidity to key levels, a trend that has begun this year and which ordinarily corresponds to serious difficulty for equities at some point, consumer spending will join so many factors, in advancing this era within the Kondratieff cycle to its next phase.

The first phase was the secular peak in stock prices, due to extreme overvaluation and speculation. This occurred in January 2000, just as it had in 1929. Now, the economy’s bear market gets underway, to lead the stock market to a far worsened state, as pain hits the homes and streets. This is what happened in 1931. The third phase is political/military. The Nazis warmed things up in the early 1930’s, before going to war in 1939. The next world war will only follow a serious phase of economic collapse. Again, that phase is only commencing now.
TECHNICAL: I was wrong, as the Dow has been virtually straight up over the past month, based on myths, ranging from GDP to consumer spending. I believed that the Dow could be going into crash mode, based on the belief that the Dow was in a more advanced phase, since a countertrend cycle rally had been presumed to have been completed. In fact, in Elliott Wave terms, as opposed to completing a wave-2 rally within a commenced C-wave, the Dow is only now completing Wave B.
What does this change, from a practical point of view?

Nothing. It meant something from a short term trading point of view only. 
The Dow, again in Elliott Wave terms, appears to have “wave-5 of B” sub-divisions left, to complete the pattern. Meanwhile the Nasdaq’s past year has suffered an advance-decline line pattern that is the mirror image of the price chart. In other words, the breadth indicator has been as bad as the index has been good.

*Mutual fund cash is at historically and dangerously low levels. Consumers and retailers, as shoppers and investors, are on the ropes. While the intermediate term technical market interpretation was wrong, the significance is more academic than practical, in the real world.
Like his predecessor and Mieno in Japan (1989), Greenspan has side-stepped next year’s carnage, as he departs at the end of January, after having presided over and helped print the markets up to their greatest advance ever.
CONCLUSION: As was the case at the end of 1999, by completing some minor pattern sub-divisions that could conclude around 11,200, the Dow is peaking in time for early January, against a backdrop of a number of fundamental and technical divergences. 8000 on the Index is a real possibility for the first quarter, en route to 6500 in 2006.
Last month, the question was posed: “Does the Fed do with stock prices what those terrible Reds sought to do with the prices of basic goods?” Any thoughts?
* - Today is the 18th anniversary of the orthodox low for the Dow Jones’ Crash of 1987. It comes to mind along with where I was at the time and that brokerage firm manager’s opinion that the Dow had just bottomed. Curious about this bit of wisdom shared in the men’s room, I asked why he thought so. Simply, “We just finished selling out our last margin calls.”          Beware the public.
GOLD:

Adding to the “Gold excerpts summary”, which can be found in the “investment opportunities” folder online, SKC forecast and identified yet another key extreme in the metal’s price, as can be noted in the following re-print taken from last month’s conclusion.
“SKC felt that $455 would be the worst case scenario. We’re there now. $445 wouldn’t change a thing. For what it’s worth, since January 2002, SKC has forecast spike corrections that stopped on a dime at those levels, at which points we would also warn of what could be the next and meaningless level – that would almost never materialize anyway.”
Well, gold came within $1.00 from perfectly hitting the $455 target. Then, gold spiked up and closed Friday above $500, an oft-repeated yearend target in these monthly reports. Since January 2002, SKC has continually provided unsurpassed price targeting and timing for the metal, and now believes that an 8% - 12% correction is very possible.
Officially, SKC has only been 50% long the gold and silver stocks, due to a concern that the equities could collapse with the Dow’s initial smash, before resuming their secular bull market, even as the Dow continues to crumble. This would emulate the 1931 experience in New York. Therefore, the extent to which one adjusts positions depends largely on how one’s asset allocation is presently configured.
CONCLUSION: Gold can join a world equity markets’ debacle in the first quarter, by declining to the $440 - $460 zone. Two – three days of closes only 2% higher than here could negate that concern. Still, this analysis must affect have an effect on allocations within the currency complex (see below) and one’s gold equity strategies. 
DOLLAR:

The US deficits were used as sample excuses for the Crash of 1987. Today, the “contrarian” mantra is that deficits are good for the dollar, since foreigners have to invest savings into paper that enjoys the position of being the international currency.
Tax changes and repatriation of US multi-national profits, coupled with hedge fund investment (hot money) that seeks to benefit from such trend enforcing phenomena, may be the kind of thing that investors may wish to look at a bit more. This kind of thing can abruptly end around a New Year’s period, and this New Year’s could be such a surprising turning point. One-time and hot-money events are not long term supporters of trends, though one could not reasonably argue that these were the largest and sole forces at play, of course. 

Another major factor has been the stagnation in Euro and Yen rates, even as the Fed has continued to raise rates. This is ending. The Japanese will see higher rates in the future, while the unfolding and deep bear market in the US consumer’s capacity to assist the economy is getting under way for real now.

At 105, or so, SKC looked for the Yen to decline to 114-116. Once in that range, the view was to return to 100% long the Yen. The weighting of gold in the foreign currency mix was never touched (see below).

The Yen’s continued weakness to below 120 has been a mild surprise, though the currencies have always been notorious for being great “trenders”. Once they take a direction, that’s it. It’s a virtual one-way ticket until it’s over. In any event, the Yen is the currency that provides the greatest long term upside potential. The recommendations in the Dollar section, however, relate to asset allocation planning for this dangerous phase of the Kondratieff cycle, as opposed to portfolio investment profits, per se. For this reason, a 50% position was still maintained in our foreign currency complex, even during the period for which a correction was anticipated.

CONCLUSION: That said, our model of 50% gold, 25% Swiss Franc and 25% Yen is altered to reflect the comments made in the gold section above. Gold’s weighting is decreased to 25%, while that weighting temporarily rests in USD, to provide a good total mix, until returning to 100% long gold. Remember, rates are in a bull trend everywhere, except that Japan and the East will continue to raise rates as a result of economic strength, not weakness.

Sid Klein

________________________________________________________________
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