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(…and the Yen Bond Short)
THE DOW’S BULL IS DEAD, REALLY
GOLDS: SUPERB RISK REWARD

THE DOLLAR IS A GHOUL
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Nikkei:               11,873.05
*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:

One of SKC’s several contrarian points of view since 2002 has been that Japanese interest rates have bottomed and are set to advance. With this, the argument held in these reports was that this belonged to a scenario where:

· Japan emerges from deflation.

· The Yen goes up.   

· Asian trade-based companies dominate.

These changes have occurred and continue.

While German real rates have soared over the past four years, the Euro has been the leader among SKC’s currency complex. However, the Euro was recently dropped in favour of the Yen. 

In Asia, Taiwanese and Korean real rates have clearly reversed, leaving the Yen to soon follow suit (by similar means, SKC forecast the positive turnaround in Japan’s deflation indicators, two years ago). Japanese rates basically bottomed with the Nikkei in early 2003. As discussed then, the banks indeed did clean up their mess, just as clued out Westerners gave them up for dead. With Japanese banks healed well enough to lend again to the rest of Asia, rates will rise. Stocks up, rates up: that’s how it works. Japan enjoys the luxury of coming out of deflation, while Asia ex-Japan struggles with inflation. Again, Japan is Asia’s financier, just as the US has been the West’s (Korea is equally influenced). 

Due to inflation and outstanding current account surpluses, Asian rates need to rise and one factor to help stem that tide will be borrowing from Japanese banks, which seek to lend and do so at rate levels that reflect Japan’s exportation of waning deflationary pressures. This is also consistent with SKC’s three-year old view that Asian growth would ultimately need to be sustained by deficit financing, much to the benefit of Japanese banks and domestic (Asian) demand oriented companies. Again, the effects include higher Japanese rates and an up-trending Yen.

The four-year old question remains: When greater safety also provides greater leverage, why invest anywhere else? Asia is the investment of the coming decades, not the West. Japan is the sophisticated way of investing in the region, due to the fact that Japan enjoys the most sophisticated exchange, and represents over 60% of Asia’s market cap and GDP. Meanwhile, having the correct investment theme provides still greater focus, safety of capital and leverage, as well.  

Last month’s report summarized market expectations, including the drivers that SKC continues to foresee as the causes for such activity.

NEW YORK:

Everyone seems to have fallen asleep.

It’s just like old times. Before an initial 2000-point collapse, which can occur at any time, there are warning shots across the bow that take the form of large and volatile downswings, that are followed by complete or nearly complete recuperation. Frankly, this is classic.

The Dow’s recent one-day 170-point collapse was accompanied by an approximate jump of 18% in the Volatility Index; the effect was sharp for puts of even long term duration, due to marked under-valuation. The Dow and the VIX returned to prior levels almost immediately and everyone felt rested again. Then, however, relative volatility reared its ugly head, again.

Almost two-year puts offered 1000% potential at recent prices, based on a move to 2002 lows, assuming intrinsic values only! In reality, once the bear takes hold and the DOW CRASHES AGAIN, DUE TO REASONS OTHER THAN THOSE THAT WILL BE ASSIGNED TO EXPLAIN THE DEBACLE, put premiums will soar, due both to market direction, and the advance in the VIX (the principal determinant of volatility cost).  

While the move up toward Dow 11,000 may be great for headlines, the reality is that the peak was almost a year ago to the day, basis Japanese Yen. A lower peak was made last June and the Dow is still below even that number.

Basis the Euro, the Dow’s peak was last April, followed by successively lower peaks in June, September and last month!

In Canadian Dollars, the Dow’s top was put in last February, with successively lower highs in April and December, though Friday’s close slightly surpassed the latter, while remaining far off the highs.

“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.”

This excerpt from the December issue, cautioned that the talking heads would play up oil as an excuse. Oil is a crucial story, for more than one reason. However, the significance of these foreign currency–based Dow downtrends is that foreign capital – a major Dow driver through the 1990’s – will not come to the rescue. In fact, this time, foreigners will have provided the sucking sound that leaves an irreparable void of capital.   

GOLD:

SKC forecasted and identified this low in gold with precision, but gold stock profits are as yet difficult to come by. While gold stocks have been predictive of the metal’s lows for three years, this time, they might be ahead of (discounting) an initial collapse in the Dow. 

In 1931, as the Dow’s crash resumed, gold stocks initially collapsed with it. Of course, while the Dow’s ensuing destruction only terminated in 1932, gold stocks reversed and erupted to the upside. For this reason, despite what may have been a very significant low at $410 last month (SKC’s worst-case scenario), preferred gold stocks on the whole are still serving up beautiful entry points, for now. 

Regarding one’s currency asset allocation model, SKC’s gold weighting was increased, directly and via the Swiss Franc. In terms of equities, however, the greater leverage remains in the gold stocks. Again, their present poor performance would perhaps need to be seen as more of an equity market-related phenomenon, rather than one pertaining to the metal. Is recent non-performance in previously big winners a sign of the times and a buying opportunity?

Golden Star (GSC-T) has badly under-performed Eldorado (ELD-T), with respect to which there has historically been a more positive historical correlation. Meanwhile, Durban (DROOY) has formed a very long-term shoulder-head-shoulder formation, on an extremely heavy volume one-day smash. The news du jour pertained to the very viability of the company, as a result of the effects of currency activity (Rand). The volume blow-off and news background would be typical of a low in this $1.00 area. Could a currency phenomenon lead to bankruptcy? 
Meanwhile, Placer, Coeur D’Alene and others have been good. The question remains, then: Does one want the safety, the leverage, or some mix, of what the precious metal stocks complex has to offer? 
In short, recent reports have targeted gold itself with near perfection, but equity profits remain on hold for now.

NB: As in the past, comments pertaining to individual equities may not take the form of recommendations, and should therefore remain only technical, in nature.

DOLLAR:
The Dollar may be dead, but even the dead stroll around for a while. The world has figured out that currency trends are almost unidirectional until complete and that, for that reason, short-lived ghoulish revivals should be ignored. 

The Yen and gold are the place to be, among that which comprise SKC’s currency universe.

Until next month, 

Sid Klein
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