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JAPAN:

ECONOMY:

To follow-up on and be more precise regarding the January trade figures on which the previous letter commented, in terms of volume, exports rose 10.2 %, y/y. Export growth to Asia rose nearly 15%, while registering an almost 16% gain to Europe, y/y. Imports increased just over 9 in volume terms. Therefore, the figures came in weaker than what the previous letter had projected they would, though it was correct to report that the trade balance would decline. SKWC’s analysis is that there was a “seasonal” (Lunar New Year and war) aberration that will now be followed by new trade balance highs right into 2004. Here, SKWC must again be of the contrarian view.

SKWC’s analysis of the January Industrial Production (IP) numbers, including the inventory/shipments ratio and, specifically, the shipments of durable and producer goods, all taken together, indicate that the activity of IP going forward may be consistent with economic slowdown, while analysis of the latter components suggests brightness. 

The conclusion of all these factors suggests that multi-national exporters may suffer, while domestic demand (here defined as Japan and the rest of Asia) stocks should be well rewarded, the opposite condition of what prevailed through the 1990’s when the Nikkei was crushed, even as stocks such as Sony soared. Indeed, these conclusions may sound similar to already made forecasts in these pages.

Regarding January employment, job-offers/job-applicants increased to .6, while new job-offers/new job-applicants remained at 1.02. This was a bright spot, among some negative January statistics.

4th-quarter private capital investment had its smallest y/y decline in 5 quarters and its 1st q/q increase in 7 quarters. The improvement was so sharp that it could result in an upward revision in 4th quarter GDP. Costs fell more than sales, thus leading to higher profits, as recurring profits increased 22.7% y/y (see Jan. 5 letter, “Net Positive Deflation”). Restructuring is clearly making progress as the number of employees and wage costs had y/y record declines. Figures for the 4th quarter’s private capital spending statistics shocked the marketplace with their strength. SKWC and its readers were the exceptions, as the January 5 commentary practically wrote the headlines to come, word for word:

“SKWC has also forecast a 2003 bottom for the third still-negative indicator, capital spending. Capital spending has an indicator in its favour. Due to restructuring, profits are recovering. As in ’93 and ’98, this recovery should prove to precede a recovery in sales in ‘03. The decline in capital spending is slowing. When improvement in manufacturing eventually results in sales, the market will already be much higher. Costs are falling more than sales. Has Japan achieved “net positive deflation”?”
The January leading diffusion index (DI) came in at 44, under 50 but new job offers and shipments of consumer durable goods were positive. The former indicator was one of three that remained negative through 2002 and that SKWC forecast to experience a turnaround this year. The latter indicator plays into this letter’s favourite investment theme, Domestic Demand Oriented Value Stocks (DDOVS). As well, despite the decline to under 50, the index’ 3 month moving average remained above 50.

BANKING:
90% of investors believe that there hasn’t been any real progress in restoring the banking system, reflecting a psychology that is typical of approaching lows in the Nikkei and banking indices and a psychology that precedes dramatic action on the banking front. SKDF always forecast (in mid-90’s) that politicians would only “bail-out” the banks when the public would beg them to, not when the public is furious about using taxpayer Yen. The aforementioned 90% figure suggests that the requisite condition for dramatic change now exists.

Banks have raised and are raising a great deal of capital, giving the market the impression that public fund injections are less probable. By broader definitions, at least, this assumption is erroneous. BoJ share purchase programmes are what are important. These are far more valuable than “capital injections”.

STOCKS:

The week of Feb. 24 – 28 had foreigners sell for the 2nd week in a row, after 8 weeks of buying. US fund managers sell Japanese shares, when they fear large US market declines that raise the spectre of redemptions. On the other side of the fence, Japanese non-financial companies were buyers 17 of the previous 18 weeks.

Share buybacks this fiscal year will have more than doubled from the previous year, a constructive sign of a bottom (which is when corporations like to buy their 

own shares) and a positive factor with respect to liquidity. Since November, foreigners have bought almost 900 billion Yen in equities net, mostly Americans. As SKWC has commented, they seek political insulation (Iraq) and insulation from Western secular bear markets, along with superior valuation. 

Price-to-operating-earnings is at a 20 year low, price-to-cash flow is at a historical low and very cheap compared to the US, though in line with Europe. Price-to-book ratios are also at their lowest levels in 20 years.

SKWC’s Aug. 25 letter looked for a final collapse in the Nikkei to the 8,000 Yen area, with the projected outside time frame for a low being January 2003. International retail investors have watched this week’s dip in the Nikkei to below 8,000 Yen, assuming that market to be caught in the same malaise as others.

Reality check and summary:

DDOVS have been powering ahead since September, many of SKWC’s favourite names tacking on 50% gains in approximately 6 months. These value stocks generally bottomed 3 years ago (!) and may be viewed as a leading indicator of the Nikkei bull market to come. When that bull market gets going for real, – and I view these “squiggles” to the downside as the final sub-divisions of a 13-year secular bear market – based on the fact that DDOVS represent the safe haven that smart money is chasing, that their lows are generally 3 years old and that they have been powerful during these recent and unnerving months in the markets, one may reasonably anticipate dramatic triple-digit gains.

NEW YORK, DOLLAR, GOLD:

As this is an interim report, an executive summary of these three markets is here offered.

Consistent with our most recent commentaries, New York appears to be preparing for a dramatic run-up that will trap the public at the peak of a blast-off sparked by a decline in oil and the destruction of late coming bears. Still, New York is in a secular bear market en route to Dow 4,000, even if a cyclical rally were indeed to manifest. 

Such a rally would only benefit the nimble stock pickers and since the initial rally would be so violent, the public would be caused to miss the heart of the gains. 

This is typical of bear market rallies and the reason why non-pros should have nothing to do with them. Swimming with the secular trend keeps one flowing with the safest currents and, so, a New York rally should be viewed for its value in igniting Japanese shares even farther, as well as gold stocks, believe it or not. 

SKWC here reiterates the view that gold stocks will benefit from a Dow rally as fund managers, being in buy-mode, seek to invest in equities that have done well through the bear market and that represent a greater safety profile. Large-caps, that have vastly under performed gold due to the equity bear market, will be among the gap-narrowing (vis-à-vis the metal) beneficiaries. 

The Dollar, of course, remains in a secular bear market. Of the metal and the currency, the simplest summary would be to say that nothing is occurring outside of those expectations and analyses expressed in SKWC’s most recent reports (those not yet uploaded into the “previous comments” folder are available upon request).

CONCLUSION:

Please refer to the most recent letter of March 2 for parameters, as regards how high the rally in New York may go, how long it may last and its correlations to the prices of oil. Above all, please note that it would serve as the backdrop to close the door behind smart money searching for the safest havens in Japan. 

The bank and technology stock driven Nikkei has masked the fact that is underscored by the outstanding performance of DDOVS, namely that Japan’s bull market may already be said to have begun! One must ask oneself at what is one is looking? 

With any constructive backdrop in New York (to abate any final selling pressures on Japan’s major indices), it is entirely possible that many DDOVS will have returned over 100% within the very first year off of their respective lows. 

If the performances of the past 6 months or so are any indication and if one is to be influenced by the triple-digit gains that have already manifested among SKWC’s favourite names, then such possibilities may transform into likelihood, whether there is influence from the Japanese policy front as an igniter or the war front, where all the hullabaloo of recent months may be concluded without so much as a shot. 
Should Saddam and his boys be bought off to go into exile, don’t be surprised if the Nikkei (or even Dow) puts in a bear-destroying, 1-day 400-point reversal to trigger headlines that the bear market is over (in New York, where the bear market psychology is not as old as in Japan). 

This would be accompanied by strong pro-American sentiment (a reversal in itself) for having pressured a despot from power. The US would enjoy vindication, as nasty weapons are subsequently located. 

Such sentiment reversal would skyrocket share prices. Make no mistake about it, dear readers. There is no dependency upon such a scenario for DDOVS success which has, in fact, already been proved but, assuming one agrees with the conclusions here as to the would-be outcomes in the event of the conflict’s non-military resolution, then the existence of such a scenario is proof of how pregnant with outrageously profitable possibilities today’s market in Japan enjoys, particularly for DDOVS.

Enjoy the planetary nervosa…or, better still, benefit from the opportunities that it causes in our markets of interest.

Sid Klein
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