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May 7, 2005

Nikkei:                11,192.17
*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:

In the face of a staggering Dow Jones, the Nikkei was relentlessly holding its own. The following paragraph is an excerpt from last month’s letter, which shows the extreme long term undervaluation in Japan that could facilitate such shorter term out-performance:

“Page J3 of the Globe and Mail’s Thursday March 31, 2005 edition contains an excellent and critical chart of corporate profits, overlaid onto a chart of the Nikkei. The two indicators (charts) tracked one another beautifully, until 2002. Since then, despite the Nikkei’s sharp 4,000-point rally, that index has clearly lagged Japanese corporate profits, which, according to the graph, has actually exceeded the 1988 peak, a time during which the Nikkei was en route to 39,000!”  

Finally, the Nikkei did relent, in style, in April. The index fell sharply, knocking off 6%. The Golden Week holidays (the last day of April and three days in the first week of May) left investors in a get-out mood. Individual stocks have now been beaten to deeply oversold levels. Simply, the Nikkei/Dow ratio (relationship) has not yet broken out, though the low has been seen with a new secular bull market quietly underway.

The upside breakout in this ratio (chart), would almost surely take the Nikkei toward 14,000, breaking out over 12,000, as discussed last month. The background news everywhere, however, was more than enough to keep this ratio within its long term trading range, and so the Nikkei caught up to the Dow on the downside.

The worst-case scenario that must therefore be considered for the next year is as follows:

Against a backdrop of a crashing Dow Jones toward 6500 in 2006 (see previous reports), the Nikkei could be affected by the concurrent and overlapping effects of a three-year time cycle, itself superimposed upon a sixteen-year Asian economic cycle. With all bottoming in 2006, time cycle analysis “101” suggests two things:

2006 could be preceded by a decline in the Nikkei, while also providing a lifetime investment opportunity. It would remain to be seen what the effect of such a decline would actually be on Domestic Demand Oriented Value Stocks (DDOVS). 

2000 marked the low for DDOVS. 2003 marked the low for the Nikkei. I likened 2003 to 1932 in New York. In the 1930’s, the Dow collapsed hard into a higher 1937 low. The low was followed by greater upside acceleration (into and through the 1940’s), as the economy was at that point much farther along, on the path to recovery. The Japanese experience jives with all this. Why?

The Nikkei’s post-1989 bear market took 13 years, while the government spent fortunes on public works programmes. The Americans engaged in public works programmes to resurrect the economy, after what was only a three-year crash. If the Nikkei’s 2003-2005 rally from undervalued levels mirrors the Dow’s 1932 – 1937 rally from undervalued levels, then the Nikkei could get hit to a worst-case higher low of 9000. With the Dow at 6500, that would still reflect a Nikkei/Dow ratio of 1.38 In other words, a crashing Dow could drag the Nikkei down, aided and abetted by the above-mentioned time cycles, even if to levels well above its 2003 lows. Meanwhile, compared to today, even such market levels would reflect a higher Nikkei/Dow ratio.          As for DDOVS….

Regarding capital shifts to Japanese DDOVS, while major international indices come under heavy pressure, the April missive also reported:

“Typically, this occurs when widely followed index activity forces international money managers to reshuffle country weightings (increase, in Japan’s case). This can result from waning Western equities or a rising Nikkei. From 2000-2002, many DDOVS advanced from lows, even as the Nikkei was crushed, along with Western markets.” 

CONCLUSION: A Nikkei rally toward the mid-11,000’s, could be used to lighten positions, in deference for the possible negative implications for equities, for the next year. 

Nonetheless, this must be kept in the context of last month’s conclusion, which is why open-mindedness may be the order of the day. Nimble is the theme for ALL asset allocation considerations, with respect to all the asset classes covered by the SKC: 

“A Nikkei rally from 12,000 – 14,000 could have many DDOVS advance 50% - 75%. For risk-averse equity investors seeking superb returns in a broad market that is in the early stages of a major secular (multi-decade) bull market, Japan continues to be the only game in town (apart from precious metals themes). Simply, whatever our market letter expressed at the end of 1989, well, today the story is the opposite.”           

NEW YORK:

Well, it happened. Readers are strongly encouraged to revisit the following portion from April’s report, because past should be prologue here. The conditions are the same, though the once-in-a-lifetime leverage is gone, in my opinion. However, understanding the excerpt below (coloured) may profit one greatly. In doing so, consider recent weeks’ activity (see next paragraph), which followed the script written in these pages last month.

The two-year puts doubled, due to a spike in the volatility index and falling market. Puts benefit from higher volatility and a lower market. Puts expiring one year before the contemplated two-year options, rallied to the level of the two-year puts, thereby allowing put holders the opportunity to turn their long put positions into a spread, by selling the shorter dated put, thereby recouping the entirety of their initial investment, if they so wished, while still holding the initial position, which enjoys a full additional year. From the April report, then:  

“Meanwhile, all this occurred with the Volatility Index rallying back to what can only be referred to as washed-out levels, historically! This is why such very long term puts provide the leverage today that approximates what was available via 9-month put spreads a year ago. The last time I saw such incredible relative risk-averse leverage was in the 2-year European traded Nikkei put warrants in December 1989. 

“This is why capital recuperation and profit maximization is so easily achieved in a falling market against such long term puts. Simply, put prices are driven by market levels (the lower the better) and Volatility Index levels (the higher the better). When the Dow declines - and it should again do so speedily, to slam the door shut on the bulls - the Volatility Index spikes up, as we just saw in March. 

“The effect is the ability to sell shorter term puts against the outstanding long term puts, thereby recuperating most or all of the initial investment in the longer term options, which are held to take advantage of the time owned, so as to capitalize on a greater crash into 2006. The ability to track option (volatility) prices will figure greatly into the larger performance picture, which SKC believes will exceed 1000% per cent anyway, from desired and recently seen prices, based on the here anticipated move in the Dow……without contemplating time premiums!

“In 23 years, I have never seen a greater leveraged long term opportunity and when things are this stretched, it tends to spell violence ahead. One must be positioned in advance, since the nature of such bull moves is to lull everyone to sleep, as hedgers and speculators await a confirmation that would dramatically appreciate very long term puts.

“Remember: Leverage is established/achieved on the buy side!” 

CONCLUSION: A particular combination of a pullback in the VIX (volatility index) and jump in the Dow may provide a very short lived opportunity to purchase the long term puts that have been the subject of recent reports. In fact, in anticipation of what I believe has come to be seen as an obvious bear market dead ahead to major and sophisticated institutions and players, these options have been stubbornly hanging on to ALL of their gains. As for what lies ahead for the market and the potential that existed for these puts, consider last month’s report: 

“The Dow is in its final rally phase, highly susceptible to a 2000-point drubbing at any time, to get the ball rolling en route to 6,500 in 2006. Multi-year, low risk (for options) puts are here expected to return over 1000%.” 

GOLD:

Gold stocks are gravitating to the alternate scenario that SKC painted for them. Namely, these pages have contemplated a repeat of the 1929 – 1932 experience.

Then, gold stocks fell when the Dow crashed in 1929 and then rallied with the index into 1931. Thereafter, when the Dow resumed its collapse in 1931, gold stocks recommenced their own decline, along with the Dow, until reversing and erupting to the upside, even as the Dow sank into oblivion (40), in 1932. Deference for the latter scenario would still have one partially invested because the big picture is extremely bullish, coupled with a risk of missing getting back in, in an efficient manner.  

If this is in fact the scenario that is playing out, it may indeed be correct to conclude that exchange-traded gold funds have siphoned off some otherwise available cash for gold investment. As equities are well into a still young bull market, and as they may be discounting a re-test of gold $410, their underperformance versus the metal since gold hit that level weeks ago, is giving this bull market a bad name. Of course, that’s good for buyers.

With gold stocks trading at levels last seen at definitively lower gold prices, risk is to the upside, as the equities contain a lot of leverage to the metal from here. Gold stocks have a history of shaking the tree to dispose of weak holders, who doubt the only legitimate North American equity theme that I see. 

CONCLUSION: SKC had correctly forecast $410 for gold, though that made no money for stock investors. That level is still seen as a worst-case scenario and the view is maintained that one should be 100% long the metal from that level. Gold and silver equity investors should be 50% long, prepared to increase to 100% around gold $410, if it does actually get there, with an intermediate term view to reduce positions to as little as 33%, on a spike to $460 in gold. I suspect that we’ll have opportunity for revision.

DOLLAR:
There is no change from recent commentary or asset allocation.

General Conclusion:
I recall speaking with Robert Prechter when he came to Montreal in October of 1984. My question to him was with regards to the period in which we find ourselves right now! 

“If stocks would be crumbling and currencies would be suffering negative revaluations, how would one allocate assets, apart from gold theme investments?” 

This paraphrased question referred to the period after a trouncing of the US Dollar, thereby exposing all currencies to risk. Therefore, I asked, apart from gold, how would one allocate assets? I knew the answer, so I did not look forward to the answer. Before a large audience the unforgettable response came:

One will have to be nimble.

Regardless the asset class or the components within that asset class, from the Dow Jones and the Nikkei, to the currencies and gold, the theme is nimble, because the condition is danger!

Investors beware.

Until next month, 

Sid Klein
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