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Jan. 8, 2005

Nikkei:               11,433.24
*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:

NB: A special note regarding SKC’s coverage of Japan concludes this report, with an expression of appreciation for the hedge fund community.

Since SKC’s last report one month ago, the Nikkei has rallied 900 points, even as other markets have languished (see Nikkei/Dow ratio, below). 

As forecast all year and so strongly reiterated in recent months, December was pegged to be yet another major low in Japan, forecasted and identified by SKC. Still, this masks the greater story; DDOVS have turned up and - also as discussed so often – are poised for strong double-digit returns over the next six months. Hedge funds and other SKC readers are surely frothing over that prospect: what a market and business opportunity, indeed! Of course, the preceding acronym has become the theme du jour.
Since 2000, the oft-stated view in these pages has been that this market will see - and indeed has seen - the mirror image of the 1990’s. Simply, the Yen would go up (it has soared, with double-digit gains compounding stock returns), as DDOVS move in the same direction. Conversely, the present day 1990’s mirror image would imply that Japanese exporters that made new highs through the previous decade with the Dow would now languish.

Indeed, this too has occurred. Sony, for example, which peaked over $150 per share (ADRs), went on to fall to under $25. While the stock has rallied with the Dow, serious pain should soon ensue, while DDOVS take off. Hedge funds: frolic away.

“Japanese stocks have indeed been hurt, but the Nikkei has now just about fallen to both its 200-day and 200-week moving averages. Against this backdrop, individual names that SKC classifies as DDOVS are again offering buying opportunities, as seasonal factors remain part of the Japanese equity landscape. Specifically, the October – November period is fraught with risk as foreigners do their annual tax-selling thing.”

The Nikkei made key lows in May, August, October and December. Each low was higher than the preceding one, while disinterest (bearishness) in Japanese stocks grew. After the spring bottom, August marked the extreme low for the Nikkei for the remainder of 2004. 

Appropriate stock selection, strategy and asset allocation will again far outperform the major Japanese averages.

NEW YORK…& OIL:
To better understand today’s activity and what is to follow, review of the following excerpt from last month’s report is recommended:

“Well, oil has indeed collapsed to a settlement on the January contract of $40.71, after touching down at $40.25 and the 200-day moving average! The Dow has not been rallying during these recent declines in oil, but has merely been churning at the top, to allow the public and mutual funds the opportunity to get trapped at the peak.

“The S & P may move up to 1200, or it may not, but the point is moot. The Dow, SKC’s followed index, is still not forecast to cross the long since forecast February 2004 peak (see online October 2002 commentaries). The backdrop is simple: The US market is in a severe downtrend, when gauged in foreign currencies (charts available on request). Foreigners will not invest, whereas their investment had been a major under-pinning through the 1990’s. 

“…Oil, meanwhile, will provide the media’s talking heads all the excuses they need: The resumption of the oil bull market, which will start now, I believe!”

The February oil contract settled yesterday at $45.43 and SKC’s stance remains that the Dow has peaked! Nonetheless, perfection eluded us as an extremely long and unbroken winning streak ended. While the streak spanned the period since January 2000, including the Dow, Japanese stocks (DDOVS), the Nikkei, gold and the currencies – a streak that included secular, cyclical and intermediate term market forecasts for each – this perhaps globally unparalleled run has concluded with the February 2004 high being exceeded (see “selected past comments” within the “previous past comments” folder, as well as the Feb. 12, 2003 report within that same folder, at www.sidklein.com). 

Why is this important? Well, hedgers lost their insurance (put premium) investments, which were recommended to equal the paltry Dow dividend yield and which would still offer the sought after coverage, by establishing an efficient delta hedge via time spreading. 

Why is this unimportant? The February 2004 Dow peak was 10,976. Last month’s high was 10,895. This new top is 100 points, or .9% higher. Also, as forecast and reiterated in the last sentence of the second bolded paragraph above, this high could only be LOWER in foreign currency terms!         For an investor…well…go ahead and take that one to the bank.

That holds true for Japanese, Canadians, Europeans…and Americans, too. Retailers will be the last to notice, but the hedge funds and many other professional investors have caught on.  

For investors, in real terms, the Dow's secondary peak occurred in February 2004, which had been forecast to be this secular bear market’s secondary peak in the October 2002 reports, when the bottom was identified. Charts of the Dow Jones are down-trending badly in foreign currency terms, which has a variety of negative implications.       SKC reiterates its forecast of Dow 6500 in 2006.

 

Due to the above, and the collapse in the VIX to decade old lows, late 2005 puts provide ample and significant leverage, without spreading on this occasion, despite offering longer term exposure. Downdrafts in the market, subsequent to the purchase of the here contemplated puts, will provide opportunities to recoup investment by then selling puts against that position. The income could be used to expand the position size in pursuant rallies, or may simply be used to reduce financial exposure. 

If the preceding bolded paragraph appears familiar, it is because it is a re-print from last month’s report. This last 100-point run-up was forecast to be unimpressive, if it would to occur, and it was.           Look out below, now.

NIKKEI – DOW RATIO:
 

At the publishing of last month’s report, the Nikkei/Dow ratio stood at 1.02. It has erupted in short order to 1.08. Needless to say, that report’s analysis, summary and strategy are unchanged.

Readers are strongly encouraged to review the extensive coverage in that report of this ratio, as it laid out why its low was again identified, its history, potential, and purposes for different types of investors. Insofar as price is concerned, the key conclusion drawn last month was simple:

“The ratio's bottom has been seen, but the major bull move has yet to begin.”

  

GOLD:

Gold turned back as forecast in these pages, when the froth of excessive investor enthusiasm consumed the newfound “long term investor” (read: “he who bails at bottoms, anyway”). Now, around $417, gold is trading at support and the 200-day moving average. As reported earlier, given the advance bottoming of gold shares relative to the metal, for investing in gold shares, calling a low in gold is unnecessary, as long as one has a reasonable sense as to what its worst-case scenario may be. SKC estimates that worst-case scenario to be $410, so why wait…if one is buying the right stuff at the right prices? Of course, the last sentence’s operative word is, “if”.

Regarding silver, I am less confident about the short term than at the publishing of the last report. The worst-case scenario here is as low as $5.50, though not at all expected. 

We are again buying selected gold shares at targeted prices. 

Silver stocks are wilder, but those with perspective and who know how to analyze long-term trends of name stocks, are investing for extreme and unusual long-term gains potential.

SKC’s target is to fashion tailor made portfolios that will outperform the Philly Gold & Silver Index (XAU) by 30%, or more. 

DOLLAR:
The December report removed the 10% weighting in the Euro, splitting its position between the Swiss Franc and gold. The purpose was to take profits from the incredible advance that that currency enjoyed, while taking a greater long term gold position, holding the view that the Swiss Franc is itself the closest thing to an investment in gold, among the fiat currencies. In that regard, it is the only one worth anything. 

Asia is the future, however, and Japan held 40% of the world’s savings, when I last looked. As far as I am aware, SKC was the first to write of Japan’s will to become the world’s third block currency. Why else, I argued (in 1999), would the Japanese government guarantee Japanese Yen-denominated Southeast Asian federal government debt? As the Japanese Yen is SKC’s favourite currency investment, therefore, the weightings re-printed below remain unchanged. 

For short-term traders only, the March Yen contract, which settled yesterday at 9569, has support at 9400. Similarly, the Swiss Franc’s March contract, which settled at 8467, enjoys support at 8300.

SKC’s currency allocations remain as follows:

40% gold

40% Yen

20% Swiss Franc

Thank you, Robert Prechter: The legacy of Dr. Raymond Wheeler
The following bears repetition more than ever:

Many years ago, Robert Prechter’s Elliott Wave Theorist recommended to his readership that they study the acclaimed climatologist Dr. Raymond Wheeler’s treatise on the climate’s affect on cycles and trends. I never forgot it and it immediately shaped my thinking in a particular direction, impressing upon me that the future would be Asia and that this would be the case for centuries to come, as a an era of Western dominance comes to a close. I read the work in 1980’s and realized then that retailers’ initial successes with Asian mutual funds would need a major shakeout, albeit one that followed only the initial Asian shot across the bough.

By the way, everything that I remember of Dr. Wheeler’s work has come to pass and is unfolding as he forecast. Climatological events such as the latest tragedy in Asia were forecast by him, along with the seemingly countless other anomalies that we have been seeing globally now for some years. From a market perspective, the effects lead to and are part of the greater picture of economic and market devastation, which his work also foretells.

In the short term, we are seeing a drag on finances and a proposed moratorium on the debt of countries affected by the Tsunami. The report is lengthy and detailed and, I must admit, I spent a bit less time with the very academic portions, having understood the root concepts, cycles and aspects of investment. For this, I refer you to Bob Prechter’s people who will gladly forward a copy of this amazing study.     Note the link to the Elliott Wave Theorist on SKC’s homepage.

By the way, Dr. Wheeler left this world decades ago.

NB: 

Hedge funds may note that a major hedge fund magazine published the announcement of the launch of a fund, the theme and makeup of which emulates SKC’s five-year old engineering of what was and has been believed to be the ideal means by which to invest in Asia via Japan. Until now, funds have been plain vanilla. DDOVS were all but proprietary, in a manner of speaking, in terms of DDOVS’ non-alignment with a specific class of capitalization or sector type, etc. 

The work of SKC has been widely disseminated among the hedge fund community and it may not be accidental that, right at this recent low in Japan, reports have surfaced that hedge funds are moving into Japanese domestic stocks in search of value, as well as safe haven from US equities and the currency in which they are denominated.

SKC thanks the hedge fund community for allowing SKC to be a constructive influence on its hedge fund patrons, to gain recognition for its efforts and successes.

Until next month, happy investing. 

Sid Klein

________________________________________________________________
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