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JAPAN:
Summary:

The title above includes a quote from a previous report, pointing to today’s newly discovered reality in Japan: We’ve bottomed economically, financially and in the stock market. With dramatic stock price gains to be easily found, it is noteworthy that the Nikkei’s PE for 2003 is estimated by some to be only 20, while that of the TSE’s 2nd Section may be under 13. Amid all this are many stocks that have doubled and tripled from lows, on a mere move to Nikkei 10,000. This was forecast for those stocks that bottomed years ago and which satisfy the criteria for what SKC has referred to as DDOVS over these past 3 ½ years.

Economy:

Economic indicators pertaining to investment continue to surprise all but SKC readers. The calendar 2nd quarter truly surprised (the foreigners in particular). In fact, to kick off the quarter, the June leading economic indicators (LEI) stood at 80 (!), above the key level of 50 for the 2nd month running. July has made it 3 in a row, confirming the recovery and the fact that economists couldn’t use the “leading” indicators to forecast either the explosion in Japanese stock prices, or the fact that Japan would now be booming. One may already assume strong economic expansion in the year’s 2nd half, due to the sheer strength of the indicators. 

For instance, the strength in June private machinery orders already boded well for private capital investment. Strength in manufacturing orders remained unabated. Add on the housing numbers and SKC took special delight in noting the upside reversal of the 3 indicators that had been the only ones that remained negative last year. No one believed it but those 3 have all reversed, strongly supported by easily foreseeable government measures.

Regarding the calendar 2nd quarter’s private capital spending, it only got better. It came in with a whopping 6.4% year-over-year (y/y) increase, while the majority actually anticipated a decline! 

Fortunately, SKC readers were immune to the anti-Japan virus. Readers were also in-tune with the Asia theme that has not cared for North America or Europe. Witness the anecdotal evidence favouring Asia as y/y spending for small firms increased a stunning 17%! Needless to say, sentiment among Japanese companies has greatly improved, particularly – you guessed it – among small firms (that tend to be Asia focused).

In sharp contrast, 2003’s initial comment 8 months ago cautioned:

“Business sentiment has improved across all groups, including small and large manufacturing and non-manufacturing companies. Despite this, barely more than 10% expect growth of greater than 1% for the coming fiscal year.”

Sales have also increased in Japan and, joining the other factors here, is causing upward profit revisions as well. SKC got out in front of the sales turnaround by reminding that sales rebound after a period during which the bottom line is positively affected by expenses declining at a greater rate than sales. Also from this year’s first commentary, then, “Net Positive Deflation”, SKC reported:    

“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 strength in these indicators has caused continued upward economic forecast revisions…and the revisions will continue. Specifically, housing and capital spending are major surprises. As well, the labour market has continued to improve, with more people working, manifesting increases in income from employment, which in turn is supporting the turnaround in consumer spending. 

The power in private capital spending will not have been disconnected from other indicators, as the stock market will move toward overvaluation (thus far, the extreme moves merely stem from advances toward neutral valuation). These were indicators that did not join the other LEI higher last year, and are those for which SKC forecast turnarounds in 2003, based on analyses of the respective cycles (see 4th quarter comments online).

Examples of this strength include an increase in June of over 13% in housing starts, the largest increase since the first month of the millennium. Meanwhile, private construction orders leapt over 18% for the best y/y improvement since July 2001. Industrial production has hit bottom and the inventory adjustments completed, also when reported in these pages.

No less a factor in ongoing upward revisions, was the economy’s calendar 2nd quarter’s real annualized growth rate of 2.3% (note the bolded 2nd-to-last paragraph on page 2 above) which, too, surprised all on the street, SKC readers excepted. Following this, we see July deflation indicators improving smartly, also in line with SKC’s previous forecasts. In fact, deflators are collapsing (the capital spending deflator fell by a record amount), confirming more and more that SKC identified the end of the Great Japanese Deflation, as well as its ideal onset in 1990.

GDP is being revised upward strongly by as much as 2 - 4 full points by some (!), while last year’s sole negative indicators, including the deflation indicators, have turned around.  Domestic demand is powering ahead, coming out of a deeply pent-up condition. Based on this forecast pertaining to pent-up demand, SKC warned of possible 4% economic growth, while the market was crying about the banking “crisis”. Meanwhile, forecasts abound now of nearly 4% growth (that’s right, due to pent up demand) and banks are lending again as more firms are already making capital investments than was the case at the peak of the new economy boom (see above).    Oh, to be an economist in Japan. 

Deflation is now virtually non-existent, also as forecast. Folks are going out more and buying more household goods. The March 31 comment was entitled “Japanese Explosion: Shock and Awe” because of the awareness of how Japanese psychology times major policy and other changes to occur at once, thus leaving foreigners to chase the market in which they were/are sadly under-invested. As far back as 1995, Sid Klein’s Daily Fax described this background as that one against which the Great Japanese Bull Market would begin. 

Each of these points was forecast amid the gloom for Japanese investment that prevailed as recently as 5 – 8 months ago. 

This section concludes under “Stocks”. 

Stocks:

The perma-wrong-about–Japan mavens now explain earlier economic weakness as having been attributable to SARS and Iraq (SKC discounted both as non-market events). In fact, the rear view boys are rather impressed that July export volume growth came in at an all-time high. When Japan’s trade surplus growth took a breather, SKC believed that this cycle would include re-acceleration. 

The reason that the economic section concludes here under “Stocks”, pertains to SKC’s long-held view (repeated weekly in 2002) that investment should focus on value but, most importantly, on companies whose business is with Japan and the rest of Asia, while avoiding the US and Europe, where secular bear markets had begun and will remain in force for a very long time.

Supporting the JDDOVS theme, the calendar 2nd quarter export figures were staggering in this regard! While the numbers with the US (in particular) and Europe were poor, exports to Asia accounted for about 46%, with China coming in at about 10% of the export total. Stated differently, 4/5 of total export growth in the quarter was to Asia, with China representing a whopping half of that, or so. The new breed of investment genius had come to hail China as the place to be, with Japan being a power of the past.  
Perhaps that wasn’t on the money either, then. Japan is the bulk of Asia’s GDP and market cap, we reported, while China’s GDP could take 20 years to match that of Japan’s. These points were repeated often, since SKC had done the math. Besides, something whispered in my ear about market sophistication; you know, something about the world’s 3rd largest stock market versus that of a developing, imperialist, communist nation.  

As for Japanese stocks, they have left everyone in the dust, as many have 

doubled or tripled or more. As forecast, due to extreme under-valuation, this would occur with a mere move to 10,000. As for those who still follow the Nikkei for some reason, these pages expressed the opinion that a short-term correction could always occur (to the benefit of those not yet invested). I smelled a rat, however, realizing that the under-invested had figured out the “shock and awe” thing. Indeed, as would be typical in the case of such a powerful trend after a short-term 5-wave up-move (Elliott Wave), the correction may be taking the form of a higher “B-wave”. Simply, this means that the correction is occurring while actually moving higher! 

More spectacular moves lie ahead for those who actually know how to marry a macro view with a correct micro theme analysis. To illustrate the challenge, I read an excellent technical piece that Japan had bottomed…also written at the low. The author proceeded to recommend export driven ADRs. What can you do? 

For us, we have been singularly committed to those equities whose fundamentals are driven by the same factors that also drive the Yen higher, essentially creating the mirror image of the 1990’s when Sony made all-time highs. Indeed, the Yen will soon soar (!), while rates continue higher (see Dollar). 

Finally, then, an additional contrarian point not taken seriously (number one, perhaps, was the notion that a liquidity panic would send Japanese shares higher) was the notion that that higher interest rates would be a sign of a higher stock market. The mal-informed were concerned about the potential effects on bottom lines. Well, long rates moved up about a full point and the movement out of 0% assets into productive investment will continue, aided by the dramatic tax reform discussed in these pages. Count on it. To round out the happy scenario, higher rates do not even translate into higher borrowing costs as companies have secured longer terms. Regarding a possible liquidity panic, the January 5, 2003 letter also alerted:

“Over half of the foreign investment community is underweight Japan, though the trend of increasing weightings has begun as a result of the devastating bear market in the US…” 

For those keeping score, foreigners have now been net purchasers 20 weeks running. Resuming the Jan. 5 excerpt:

“…One thing that we have had confirmed is the benefit to Domestic Demand Oriented Value Stocks (DDOVS), resulting from general Japanese market weakness. The majority of the DDOVS on our list never even fully tested the lows of the 1st quarter of 2000, when these equities generally 

bottomed (with the Nikkei around 20,000). In fact, favourite names have even rallied recently as much as 35% (!), during the 1,000-point Nikkei bounce off of the short term lows recently seen at 8,300. Imagine when the bull market begins. Those seeking safe haven will be joined by funds committed to re-weighting, resulting in 100 - 200% gains for DDOVS names over 12 – 24 months.”

Of course, the written estimates pertaining to the time required for such major gains were (consciously) too conservative. 

So, let’s have some fun and rub it into the economists’ wounds. The August 25th report wrote: 

“Still, a collapse in the Dow, coupled with certain seasonal factors could temporarily drag the Nikkei toward 8,000…

“What can one save by waiting? What may one forego by waiting? The hottest region in the world is and will be Asia, led by trade deficits (see attachment). Who benefits the most?  DDOVS!   Japan is Asia’s banker and exporter.”

Again reporting on DDOVS, the Oct. 26, 2002 missive offered:

“Guess what these stocks have done through this recent market decline that has spooked the Western press.    

“Nothing!

“Your attention is again drawn to the commentaries of Oct. 5th and 12th to learn of the strategic Asian positioning of these companies and their supreme out performance vis-a-vis other Japanese and non-Japanese equities.”

The Nov. 24, 2001 market comment reported:

“What is bearish for much of Japan is actually bullish for domestic demand stocks that benefit from more regional (Asian), rather than international-based, Japanese policies, including continued repatriation of the Yen. Value stocks further benefit from managers shunning risk and leaning toward a "play-to-not-lose" approach that actually contains a great deal of price leverage due to the extreme under-valuation of so many such issues. 

From this past March 13:

“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…”

OK. Let’s leave the theory boys alone now.  Like the title above expresses: 

“‘Contrarian Today, News Tomorrow’”: Tomorrow has arrived”.

Banks:

Consistent with other data that SKC has recently published, over the past year, banks’ non-performing loans shrank 18%. As well, from the end of the calendar 1st quarter to the end of June, gain/loss appraisals for banks’ shareholdings improved from a 1.2 trillion Yen loss to a gain of 288 billion. This differential more than offset the negative 600 billion Yen appraisal losses in the bond portfolios. 

This fact regarding the erasing of stock appraisal losses, confirms SKC’s basic bullish thesis, which is that the self-feeding leverage effect is now positive, the opposite set of circumstances that prevailed in 1990 when stock losses exacerbated the condition of corporate profits that were then tied to equity gains in the market. 

This is also improving bank capital adequacy ratios with the Bank for International Settlements. Non-performing loans and crossholdings continue to be removed. Simply, everything is progressing in accordance with all prior bullish analyses.

Special real estate comment (Japan and North America):

SKC reiterates 2 assertions. Firstly, Japanese real estate has been and remains in a bottoming phase. Real estate markets in Japan essentially peaked 2 years after the Nikkei. Similarly, the bottoming phase is lagging that index a bit. The improving condition is being caused by several economic, financial and policy changes that have occurred. 

In North America the topping process is also lagging the peak in equities, which occurred in 2000. SKC’s previous special real estate comments forecast that the peak in North American real estate would coincide with the countertrend cyclical bull market in New York, that is presently underway. Being consistent, the view here is that real estate has peaked or is peaking and will be a major factor leading toward a deepening bear market and economic depression. 

Equally, SKC forecast a wave-3 eruption in Montreal residential real estate, in the 1st half of 2002. We have had it. Prices have utterly exploded everywhere here, for the several reasons that had been cited. Among those reasons were the gap versus Toronto real estate, vacancy (.7%) and politics.

The explosion has lead the way on the continent but the bullish laggard effect that this city has enjoyed is all but over. The condo story here has gotten ridiculous. Japanese real estate: bullish. North American real estate: bearish
NEW YORK, GOLD, DOLLAR:

SKC has a tradition of writing a great deal about topics and forecasts that are not yet mainstream, as they don’t fit with the prevailing popular views. Such reporting in SKC’s pages occurs well in advance of the contemplated events and is designed to help investors protect capital and actually increase it. 

Popular reporting, on the other hand, is in the business of discussing what is already reflected in the general consensus. Then, while SKC forecasts are materializing, such off-the rack reporting scrambles for stories that often don’t really depict the true or, at least, whole picture. It is precisely at such a time that SKC examines past commentaries to see if indeed the universe is unfolding as we believe(d) it would/should. The value of this is to determine whether we still have the major (Kondratieff) story right. The following includes a bit of such review:  

NEW YORK:

The short-term correction has so far not materialized but its logic remains intact inasmuch as it fits SKC’s unaltered view that the peak would ideally be around 10,400 during the February – March period. 

The following is also an excerpt from the Oct. 26, 2002 letter and we may note that, as the preceding paragraph illustrates, no alterations have been made to cycle analyses made so well in advance:

“SKWC has also been writing about the most likely fit for time cycles. In this context, we have been considering the historical relationship of past US presidential elections to the market. SKWC has remarked more than once that the indices should rally for about 15 months, yet be down for most of the election year itself (2004). It has been gnawing at me, then, that we would bottom so soon...”

On the now-famous March 13, 2003 date, SKC wrote:

“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… 

“…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.” 

GOLD:

Also on March 13, 2003, these pages also offered:
“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.”

As of January 2001, SKC began forecasting and identifying each peak and trough in gold, warning that the metal would commence its move to $500, after a pullback that would itself follow an advance beyond $350. Moreover, a sign of this, SKC wrote, would be gold stocks advancing as the metal went net-sideways. This would correct the stocks’ under-valuation versus the metal that had developed, while beginning to discount the assault on $500. As all this has occurred, enjoy the coming year’s run to this target.

DOLLAR:

The Oct. 26, 2002 commentary also reported:

“On Oct. 5, SKWC again forecast that the Japanese Yen was bottoming within a massive bull market, with the most likely stopping point a stone’s throw away at .80. This has been achieved and readers should be 100% long their Yen currency allocation, according to what they have deemed appropriate for their portfolios.” 

Since identifying the October lows in the Yen, Euro and Swiss Franc, the universe has been unfolding as believed. The Dollar is producing a shallow bounce that is more a function of time than price, which is typical of currency corrections, as they are known for their long-term fidelity to whatever trend upon which they have embarked.

When some tipsy delight was overtaking traders into looking forward to a greater Dollar rally, SKC pegged the Dollar Index’s resistance at 102, with the upside correction expected to be more a function of time than price, as stated above. 

A couple of weeks ago, we saw 99½. This thing may well already be cooked. For those preoccupied with long-term asset allocation and who have followed SKC’s direction since January 2001, the point is moot. Our focus was once the Euro and Swiss Franc (in the latter case, due to gold and European diversification) but more recently has become the Yen…in a major way. Simply, the Dollar’s secular bear market is far from over. 

Sid Klein
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