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November 6, 2005

Nikkei:               14,075.96
*April 2003 low:   7,603.76

*- See March 31, May 3, & May 30, 2003 reports linked on homepage.

JAPAN:

FUNDAMENTALS: Consumer confidence, employment and discretionary spending trends are extremely positive and paint quite the opposite picture of that of the US. Along with the employment indicators, strong machinery orders bode well for production. Is it any wonder that GDP forecasts by the ever-behind-the-curve investment banks are being spiked upward…not modestly revised?
According to Nikkei News, about 55% of polled manufacturers during the past two months plan, or are considering building new domestic factories, undoubtedly in response to higher levels of profit. Following major moves in private capital investment, Japan will have experienced a new bull market in private consumption, all leading the way to major upward revisions for the domestic sectors. Very telling as well, the major semi-conductor makers have been heading toward 90%-capacity utilization in the fiscal year’s second half.
To apparently deal with the deficit, the government is contemplating measures to reduce the government workforce by 20% over the next ten years. The key word is “apparently”. The ever-ingenious planning of the Japanese system is actually contemplating this, in large measure, to deal with full employment, against a backdrop of resistance to immigration and the slow evolution of the allowance of highly educated women their proper place in the workforce.
Also over the very long term, GDP-based caps on health care spending are forthcoming to deal with that burgeoning difficulty. To deal with the latter as well, consumption taxes will increase by 100% - 200%, over the coming years. Meanwhile, tax cuts are coming to an end, as is anti-deflation government spending. Higher taxes will prevent and curb Japan’s inflation of tomorrow (that’s right, inflation) and will be viewed as being very bullish, as the financial world wants to see the deficit eliminated. We will see this over the coming 5 – 8 years, I believe. That will remove the bear’s last backward-looking argument.

TECHNICAL: Over time, the privatization of the Japan Post Office could spark re-distributive flows from the 330 trillion or so Yen that the Office manages. Demand for government bonds could fall by as much as a quarter of a trillion Yen. This could also spark a move of 25 trillion Yen into Japanese shares.

Naturally, this also supports SKC’s long held view that a new bull market has begun in both stocks, as well as long rates. Further, this plays into the secular Yen bull market prognosis.

This would compound the major flows that were forecast in these pages at the Nikkei’s lows, two and a half years ago. Namely, stunning tax reform could ignite a move of $250 billion USD into the economy and financial assets, while suffering Westerners are driven to re-weight Japanese holdings from underweight to overweight, thus representing yet another catalyst for hundreds of billions of dollars of inflows into Japan. These latter two events are already well underway.
For the forward-looking who like to be 12 – 18 months ahead of the market and media, note that postal savings will drive into the market when Japanese shares are high enough to help permanently write off a variety of bad debts. In other words, the Bank of Japan’s holdings of shares, which represent what they bought off the banks’ books right at the bottom, will come into the market. The public will directly and indirectly buy shares right at the peak from the BoJ, while bringing balance sheet health to banks and corporations that still extensively hold Japanese shares, even if not beyond “recommended” limits.  
At the beginning of the year, the idea of the Nikkei breaking out to 14,000 was considered preposterous. Here we are. However, our favoured investment theme, DDOVS (domestic values equities) has under-performed, largely because they bottomed and took off 1 – 3 years ahead of the Nikkei. Simultaneously, the Yen has corrected sharply after forecasted 25% gains. The DDOVS are driven by the same fundamentals that favour the Yen. The Yen is concluding its forecasted correction and is preparing for the resumption of its secular bull market versus the US Dollar.

Coverage: Long time readers used to wonder why SKC would contain very lengthy and weekly coverage of the Japanese economy, leading up to and during 2002. The reason why was simple. As explained then, it is important to be ready for a major investment theme and new secular or cyclical trend. In this case, it was the former. Likewise, SKC has explained that once the forecasted trend is underway, the reports become much shorter and deal mostly with strategy, thus giving the report a more technical impression. After all, SKC is not a newspaper that’s in the business of giving play-by-plays. 
All of the above was forecast in 2001 and 2002, when no one saw the economic and banking indicators as SKC had. SKC led the investment world, by forecasting all of the above economic analyses (see “previous past comments” folder). Reports referred to analyses as “tomorrow’s headlines”. Yesterday, that was called arrogant. When yesterday becomes today, then what is it called?

The point here is that SKC exists to prepare for major trend reversals. When the reversal is in place and the investment banks and media start to finally catch up to what SKC’s interpretations of the fundamental and banking indicators were, then the focus shifts to dealing with the trend. Play-by-plays are boring. These latter comments are to explain why fundamental and banking commentary has been brief-to-non-existent, at times recently. The come-lately gang can get the magazine quotes, but where were the investment banks and media when investors needed them? Where are they today in New York?   
CONCLUSION: Foreign retail demand for US Dollar-based ETFs is increasing, just as DDOVS are bottoming in cyclical fashion, and the Nikkei/Dow ratio may finally correct after a breakout that should be taken as confirmation of SKC’s 2002 – 2003 market forecast, for a new secular bull market in that inter-market relationship. Therefore, once again, prepare for an explosive year for DDOVS through the major cycle low of 2006, as large cap under-performance resumes. Remember, the Japanese retailer hasn’t invested yet, and we are buying what they will be seeking later.
NEW YORK:

FUNDAMENTALS: The US’ third quarter grew at a 3.8% rate. Such was the report. The more obvious problem that has been discussed is the fact that the figures have not yet isolated the effects of Katrina and that the numbers may be significantly revised, therefore. One may wonder how the short coverers who drove the market back toward 10,600 on the Dow will feel about that one.

There is another little problem. About .6% of that 3.8% came from the auto manufacturers giving cars away. For the economy, that was the superior alternative. Workers earning wages instead of unemployment is less of a drag on the state coffers, while still allowing those employees to be able to hang on to their cars, even if they can’t really afford to put gasoline into them anymore. Still, contrary to Japan, the employment indicators are falling. 
As for the unsustainable aspect of that unprofitable .6, well, maybe the bulls will worry tomorrow. After all, that will be another day, as Scarlet proclaimed with the ruins blazing behind her as passionately as her bullish proclamation.
As for the idea that fundamentals don’t matter anymore, since the powers that be can presumably manipulate anything (print money), the market has punished some of the bad boys over the past year. Homebuilders’ shares had rallied some 10 – 15 times this decade, while carrying a great dea of debt. Shareholder equity fell to about half inventory values, generally speaking. The market then caught up to these companies and will do the same with everything else. 
The Canadian example: One month ago, the National Post ran some disturbing numbers that reflect the insanity out there. Year-over-year, total mortgages grew by 10%, while personal lines of credit had risen by 25%. The total consumer credit to personal disposable income ratio has risen to 37%, while the ratio of the consumer’s debt to personal disposable income is now 117%. These numbers are somewhat worse than what they were five years ago when the secular bear market in equities began. To embellish, the personal savings rate is .5%. This hasn’t been so low since the 1920’s. We know what happened then.
TECHNICAL: Shorts have run scared and the public is hooked, if 4% mutual fund cash levels tell us anything, historically speaking. However, this technical space will be reserved for a look at a key fundamental reality, to give an idea of how SKC uses indicators, as was the case in 2001 – 2002 with respect to the Japanese economy.
The chart at the very bottom of this report (page 9), the last page, (it may be useful to print and have it at hand, while taking in the following commentary), was taken from the Financial Times’ October 29/30 issue, reflects both US consumer confidence and spending, and how the former leads the latter with a slight lag. Of course, confidence leads, at a peak. First, one gets into a bad mood, then one shops less. There may be folks who shop, then get into a foul mood and return the merchandize but, generally, that’s not how it goes. This is to be understood if one is to rationalize the Dow’s short covering rally, while understanding how it may simultaneously be in crash mode. 
As one can see, confidence has now crashed. Yes, crashed. Consumer spending is rolling over and, assuming that it tracks Confidence – well, see for yourself – it is in CRASH MODE. Note how there is hardly any lag time at all. This means that consumer spending is in crash mode now!
Now, let’s make two observations vis-à-vis the stock market. Firstly, these indicators peaked at about the very same time at the beginning of the decade, with the Dow. Then, lows were made in late 2002 and early 2003, again with the stock market. Well, now confidence has crashed at the same time that a 3.8% GDP growth number was being prepared. With the confidence indicator at new multi-year lows, all that remains is for spending to come into line with confidence. 

If the Dow were to track that, it would be below 7197. That’s just a technical observation!!!

One could hope that the ball will stop in mid-air and soar. In other words, confidence rockets from here – and right now, it should be added – so that spending not crash. Firstly, that would be a shockingly huge reversal at equally stunning speed (does human psychology actually work that way?). Simply, again, just look at the chart. Secondly, are winter’s heating bills going to be what makes consumers feel euphoric about their gasoline bills?

One may say that the confidence figures are in the market. We agree. When markets rise, the focus is solely on the bullish interpretations, and someone is concluding that interest rates will stop going up. What’s good is good and what’s bad is good, one supposes. However, that conclusion would be tenuous for reasons pertaining to the currency, but that is not important anyway. The market follows profits and this graphically displayed crash is occurring right as we head into the all-important Christmas season. Disaster.
The analogue: If the chart of confidence seems familiar to those over thirty, it is because it is the same chart as the crash of 1987!

The Elliott Wave interpretation is the same. The Orthodox low was in 2001, while the lower lows in spending and confidence that followed in late 2002 and early 2003 formed a B-wave, as part of an A-B-C upward correction. In other words, the lower lows were actually part of an up-move. This pattern is the most dangerous for preceding crashes, according to my twenty-four years of experience. It preceded the crash in the Dow in 1987 and has done so again now in the confidence indicator. Since spending lags only slightly, the crash in the latter is weeks away. How far behind is the Dow? Look at the charts for yourself!
Somebody out there has rolled shorts of homebuilders into shorts on not-yet collapsed retailers. Hats off to him/her.  

Greenspan has ratcheted up rates while printing money, something that the new guy will be more than happy to do, just as he has already said he will. The currency and precious metals markets will have a field day. If Mieno and Greenspan (1989 and 1987, respectively) have taught us anything, it is that a changing of the guard is the perfect time to invite everyone to a crash party.

The markets have called Greenspan’s departure as bullish because he has been such a hawkish control freak. In reality, his printing press has presided over the most astronomical rise in US equities ever. Then again, what’s bullish is bullish and what’s bearish is bullish, right?
OIL: Over the past while, people have asked what to do with their energy stocks. It’s not wise to recommend selling someone else’s chosen winners, lest they go higher and blame is meted out to the Good Samaritan. The observation that was made, however, is that oil stocks are always the last gang to take off in a bull market. However dramatic today’s circumstances may be, if one merely considers that fact, then there’s cause to fear that these issues that have helped hold up the Dow may seriously correct and drag the index down.
As well, SKC has repeatedly cautioned that falling oil would be the perfect backdrop for a market collapse, as the media would call that bullish and help create bids in the market that also views that as bullish. This will be an example of when one doesn’t get to have it both ways. Bullish and bearish can’t both be bullish, our kidding aside.

Finally, like 2001, the Toronto Index surpassed the Dow. That, for SKC was a perfect sell indicator. Then, the Toronto smash to a discount to the Dow was blamed on Nortel. This time, it will be blamed on energy. The recent hit on Bay Street should be taken very seriously by Dow followers, who hallucinate that falling oil stocks and oil would be bullish.

STRATEGY: Exact timing and securities are not discussed in these pages but, to reiterate comments made in the Financial Times, certain December 2006 Dow puts may be most opportune, when the volatilities are desirable. In consideration of the analysis above, one may wish to consider January puts as well, with a small, minority of capital, writing it off in one’s mind and simply viewing that investment as an increase of the cost base of the long term puts. Such contemplated acquisition(s) must be considered within the context of one’s objectives. Is the portfolio hedging or speculating, etc? 
CONCLUSION: Foreigners will be unmoved as they continue to watch Dollar-based holdings erode, when converted back into their own paper.  The Dow has long since peaked in foreign currency terms and has been putting in lower highs, en route to 6,500 in 2006, with 9,000 a real two-month possibility. The Fed can print all it wants but, at one point, the jig is up. A rock is as good as scissors, if the paper is thin.

Afterthought: I saw this quote of Ayn Rand in an issue of Bullion Buzz: “The fear of hard times leads to inflating the money supply and inflating the money supply eventually leads to hard times.” 
Afterthought 2: Does the Fed do with stock prices what those terrible Reds sought to do with the prices of basic goods?
GOLD:

Greenspan has cautioned that asset prices don’t sufficiently take into account the risk level that is embedded in asset prices. Then, he prints money. Two-faced? Not at all. This man will have proven to be the most honestly consistent guy in the world, once he retires and buys his puts.
Anyway, let’s look at gold (and silver) and the Dollar. There is something that each have in common. Conspiracy theories abound about each and SKC will only lightly touch on them, before explaining what really matters, as well as what we believe are the correct investment conclusions.

The Barrick raid of Placer is deemed to either be a need to acquire gold out of desperation to fulfill its forward contractual obligations, or is part of an insidious plot to be able to sell forward contracts in perpetuity, thereby holding gold down, as the US government has made special arrangements via select investment banks, whereby the forward contracts may not ever be called.

THE GUESSING GAME IS MOOT!

It is absolutely unnecessary to determine what the scenario is. Know the big picture and don’t lose vision by focusing on the powerful particles of yesterday’s news. 
There is a Western mythology about how the future is shaped by the will of men of earthly power. Barrick’s board, for instance, is and has been well known to such powerful men. However, earthly power is bestowed according to the will of greater forces and, as so often explained in these pages, power, wealth and dominance are shifting from West to East for the next 500 years. 
Whatever the earthly powers of yesterday’s heroes and villains were, they are being swept aside. Nothing Western will continue in perpetuity.
CONCLUSION: Gold is in the process of being held almost exclusively in the hands of Easterners and there’s nothing the West can do about it. It belongs to them, now. SKC felt that $455 would be the worst case scenario. We’re there now. $445 wouldn’t change a thing. For what it’s worth, since January 2002, SKC has forecast spike corrections that stopped on a dime at those levels, at which points we would also warn of what could be the next and meaningless level – that would almost never materialize anyway.
DOLLAR:

The story is similar. The stock market bears and gold bulls are supposed to be terrified by the imaginary and special powers of sorcerers in three-piece suits.

Forget it. The printing of US Dollars is Dollar bearish, the activities in the gold market (hammering it down, etc.) is bullish. Manipulations may have been to buy Placer cheaper, for all we know. Similarly, raising rates in the US where the economy is rolling over badly is just an opportunity to get out, as the Yen and Swiss Franc resume their secular bull trends. 
CONCLUSION: Our model of 50% gold, 25% Swiss Franc and 25% Yen remains unchanged. Moreover, those not yet so allocated, now have the opportunity to make the necessary adjustments. Remember, rates are in a bull trend everywhere, except that the East will continue to raise rates as a result of economic strength, not weakness.
Sid Klein
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