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SPECIAL NOTE: 

SKWC has been published monthly since November in order to facilitate ongoing special projects. The successful resolution of these same projects will necessitate SKWC becoming a monthly publication, on a permanent basis, being transmitted the first weekend of each month. 

As is widely the case, market letters tend to be monthly affairs, except for those reports of more abbreviated nature. SKWC has often been 5 - 7 page missives that have covered the Japanese, US, gold and currency markets in extensive detail. Quality notwithstanding, the sheer volume has been out of the ordinary for such a frequently published letter. 

The change in periodicity will not, however, affect quality. This, above all, is the aim, as it is quality that engenders success. 
NB con’t: To avoid repetitiveness, the comments that follow should be viewed as a continuation from previous letters. Their review is possible in the previous comments folder of the SKWC website.

JAPAN: 
BANKING:

The Bank of Japan (BoJ) has only purchased about 15% of the equities that it has thus far allocated to purchase (2 trillion Yen) by September 2004, by which time banks’ shareholdings may not exceed Tier-1 capital. It should be noted that SKWC firmly believes that this figure will be expanded. It should also be noted that, according to law, shares purchased by the BoJ may not be sold back into the market before September 2008, at the earliest.

Citing abuse that may mask capital shortfalls, the authorities are also considering limiting the use of deferred tax assets (DTA’s) in banks’ core capital. This would 

force banks to receive capital injections from the BoJ in order to remain above 

the Bank for International Settlement’s (BIS) 8% capital threshold. The effect of this would be stronger bank balance sheets. The bank inspections that will determine whether or not this measure will be introduced are presently underway.

Separately, in December, the value of liabilities declined 50% (16% for 2002) year-over-year (y/y), the 3rd decline in 4 months. 

ECONOMY: 

To fully appreciate the significance of Japan to investors, GDP in 2000 was almost double that of the rest of Asia, including China! Having said that…

The November Leading Economic Indicators (LEI) report was positive, supported by 6/10 indicators. The latter included new job offers and floor area of housing starts. These two pertain to those indicators that SKWC has forecast to turn positive in 2003, joining the other economic indicators that turned positive in 2002 (3 indicators did not turn up last year). Consumer durable shipments were also positive, favouring DDOVS to the extent that such shipments were to the rest of Asia. 

The trade surplus in December rose for the 10th time in a row, with exports increasing strongly. As well, the current account surplus posted its 14th y/y increase. Despite China, the y/y trade surplus with the rest of Asia increased in December by 64%.

Koizumi introduced an economic package that is analyzed to have a value of adding .7% to GDP next year. However, the package is deemed to contain negatives that fully offset the positives. Is the analysis truly obvious? 

On the positive side are tax cuts and subsidies for unemployed and small firms. Tax cuts and subsidies for the unemployed stimulate the economy, while the effect of assistance for small firms is dependant upon how the money is spent. The negative side includes cuts in public works and hikes in social security fees. Public works were usually wastes of money spent throughout the strongly deflationary nineties. Such programmes are unnecessary when coming out of bad times (deflation). Therefore, such cutbacks were predictable. 

There are those who have recommended augmenting the consumption tax from its present 5% level by 1% per year for 11 years, thus ultimately increasing the tax rate to 16%. This is not considered a high probability but it merits discussion, as there are those who fret about the possibility. SKWC’s position is that this would be fantastic news, as it is further assumed, quite logically, that it would be part of the bank bailout scheme. If this package actually did ever occur, the combination would drive consumers to spend, not the opposite! The reason for this is that consumers’ principal financial concern in Japan is the banks. This must borne in mind, along with the fact of Japan’s enormous pent up demand (to spend).

VALUATION (STRATEGY):
At present levels, Japan’s evaluation indicators are at their lowest ever recorded levels. Reasonable approximations suggest a price-to-book ratio (PBR) for the stock market of 1.3, along with a dividend yield of 1.1%. To appreciate the latter figure as a potential strong catalyst for Japanese investors to spend some of their overwhelming cash hoard into their own stock market, consider that Japan’s real (inflation adjusted) dividend yield is at 2%, while Europe’s return is 1.3%, compared further to the US’ -.4% yield. Japan’s PBR (of 1.3), it should be further noted, is one-half that of the US’ stock market. As for price-to-cash flow, Japan’s stock market is in line with Europe but much lower than that of the US.

While the preceding makes for a powerful case in favour of asset allocation to Japanese securities, DDOVS further filters the field to a still more conservative, yet lucrative (price leveraged), universe of shares. The value of this is clearly evidenced, both by the recent strong activity in the DDOVS and the weakness of the general stock market (regardless the reasons), which has seen the Nikkei quadruple-bottom since October. Since that time, DDOVS have performed exceedingly well. Still, it is true that a powerful index performance as of February (see STOCKS) would benefit DDOVS but why would this be an argument for taking on greater risk in today’s global market anyway (index investment, etc.)?

STOCKS: 

To dispel certain myths or wrong impressions, while underscoring the critical, let us note some basic facts.

Japan is the world’s 3rd largest stock market (was the largest 13 years ago) and represents about two-thirds of Asia’s market capitalization. Japan’s stock market greatly outperformed the world market last year and has out-shone the rest of Asia since the late ‘90’s. 

2002 witnessed a spectacular proliferation of exchange-traded funds, which insurance companies and large banks utilize to unwind crossholdings. Notwithstanding this and all other measures that favour and address Japan’s liquidity and bad-debt concerns, as one might expect after a 13-year bear market, when polled in early January, 42% of Japanese investors said that they were underweight Japanese shares, while only 18% expressed that they were overweight. 

Such psychology, in the face of such overwhelming valuation statistics and scenarios for dramatic economic and stock market turnarounds, is the stuff of which spectacular bottoms, from which spectacular returns are generated, are made.

NEW YORK:

SKWC’s last missive forecast 7,800 in January (which saw the Dow decline into the 7,800’s) off of the Dow 9,000 peak area, before any cyclical bull market take-off could ensue:

“The forecast December low has been seen. However, the year’s first week’s excitement notwithstanding, 7,800 remains very possible (this month) before the real cyclical bull countertrend rally gets underway. As for an invasion of Iraq, just remember how the commencement of shooting was greeted last time with an immediate and stunning rally. The powers that be will be no less impressive in having lined up a scenario for market eruption that sends all the desired signals to the market with respect to the effect and role of the war on the stock and commodity marketplaces.” 

As for the conclusion of the latter paragraph, this edition of SKWC will not be as obvious as to the choice of title and merely leave the reader to the pleasure of renting the ever-prescient film of same title, which was popularized by Faye Dunaway’s character retorting to Robert Redford’s, “…the night is young”.

As for whether or not 7,800 is the final low remains to be seen, but February lows we did forecast, and February lows remain forever logical. Still, Europe’s dramatic underperformance and the fact that New York is in a secular bear market, suggest caution and a non-investment stance toward Western markets, notwithstanding SKWC’s view that the Dow may be commencing a cyclical 15-month bull market. 

The reason to focus squarely on the secular trend is that the 18-year bull market did not follow any of the “rules” of history. Therefore, it would be quite normal (in the grandest possible sense) that no cycle rules be followed on the way down. This would result in a virtual one-way ticket down. In the final analysis, nothing that may happen matters, as regards SKWC’s oft-reiterated investment stance. 

For 3 years the recipe has remained and remains the same: DDOVS, gold/gold equities and selected foreign currencies (see “Dollar”).

NIKKEI/DOW RATIO - DDOVS: 

Japan’s popular indices decline begrudgingly and only when New York truly suffers. Rallies in New York, meanwhile, instantly engender strong performances from Japanese equities. The greatest proof is in the DDOVS pudding, where we find total returns of 50% and more since the calendar 4th quarter (October 1st onward), even as popular indices languish. 

Remember, the Nikkei is a price-weighted index (like the Dow Jones), unlike the Topix and S&P, which are capitalization-weighted indices. Therefore, the Nikkei is practically a mirror of the Japanese banking index chart, rather than being reflective of what is actually going on in Japan. Finally, let us again recall that 30 technology stocks were substituted for then Nikkei issues, practically at the peak of the technology boom in 2000.
Should a February low in US equities indeed occur, it would certainly set the stage for the seasonal yearend eruption in Japanese stocks. Either way, Japan outperforms - stocks, currency, bonds, real estate, you name it.

DOLLAR: 
As with gold, there can be little to add to previous comments and recommended strategies, save to report on recent activity. 

From bottom to top, since identifying the October lows in those currencies covered by SKWC, the Euro has seen a rally of 12½ %, while the Yen’s performance has been half that. SKWC’s favourite currency, the Swiss Franc, yielded about 11¼ % returns. Here (the Dollar), too, SKWC has long since identified, and remained glue to, a secular trend. 

GOLD: 

SKWC’s view held that gold would erupt over $333 to conclude an A-B-C-D-E contracting triangle (expression of Elliott Wave technical analysis). The upshot of that analysis was that a dramatic spike up would ensue that would then be corrected back to the point from which it commenced ($333). 

Despite this letter’s stance that gold is in a major secular bull market, the 10% run-up in the metal has actually been a bit surprising, even to SKWC. This further evidences why SKWC has always advised remaining invested with the secular trend, including in the gold market, while making adjustments only at cyclical turning points and only with respect to partial positions. As well, it has always been our contention that any event could ignite a move to $500 per ounce, once gold would have successfully traversed $350 (recent high $368). 

Remaining strategically positioned with the secular trend relieves the pressure to remain precise with respect to the short term. Indeed, however, we’ll see whether or not gold does retrace to $333 but the day will come when one may miss a short term forecast (see previous comments for past gold prognoses). On that day, those positioned with the secular trend, if other than the prevailing short term forecast, would be those most gratified. 

Please bear in mind as well that gold may correct 8% or so from the recent peak only to have the big names remain unchanged. While those that have had dramatic run-ups would suffer in the short term, the bigger names that have performed poorly will benefit more from an advance in the stock indices (as was the case in 1985), as managers seek safe havens. The latter will be deemed to be those that performed best over the past 3 years. Such is the nature of the beast. 
Sid Klein
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