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December 21, 2005

Nikkei:               15,957.57
*April 2003 low:   7,603.76

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

JAPAN:

The Nikkei has doubled since SKC turned bullish in April 2003, while Japanese Domestic Demand Oriented Value Stocks (DDOVS) are four to six years into their bull market.

FUNDAMENTALS: See Yen section for additional fundamentals.

The tankan survey reflected that, on average, Japan's major firms plan to increase capital expenditures by 10.75% more than originally anticipated. This means an upward revision from the 9.3% growth that they had expected three months earlier. SKC identified the bottom in capital expenditures about three years ago and has reiterated these views publicly and in these pages. Today, the forecast for capital expenditures is the strongest since major companies had predicted a 16.6% expansion for 1990’s fiscal year. 

The large non-manufacturers sentiment index was the highest since early 1992, highlighting the fact that the recent recovery has been domestic demand-led, while reflecting just how strong these indicators are. 

The corporate sentiment index’ reading for small manufacturers was the highest since November 1991. From 2000-2003, it was all public gloom, but the lows were being formed in every indicator, as discussed in depth at the time. Today is merely evidence of what no one was looking at, despite the broad evidence. 
For the 21st straight month, November wholesale prices grew. They rose 1.9% on the year.  SKC reported the bottom and exact turning point for the WPI in 2002, just as its peak had been identified and reported on in 1989.
At the same time, SKC had noted the low in the employment indicators. Today, there is full employment, part time workers are being driven to take full time work, women are being allowed into the workplace, management faces having to offer wage hikes in the new fiscal year – all due to an exceptional economic boom and turn in financial fortunes, that was not foreseen anywhere four years ago.
Mortgages are exceeding records, when only a few years ago, there was nothing being reported on, but gloom. Apart from other bullish interpretations of these components, what they all have in common is more evidence of the force with which the consumer is rebounding, with the best yet to come. Three to five years ago, SKC stood out as reporting that pent-up consumer demand would be ignited by a turnaround in the banking sector. This is what has happened and continues to unfold, as Japanese re-discover and celebrate their wealth.
Merger and Acquisition: Activity has soared to all-time records, as well. When SKC reported the low in M&A activity, along with a forecast of a boom for it and restructuring three years ago, recommendations included the purchase of re-packaged real estate at 30 cents, that had been bought for 10 cents, with a target of 70, say, over a 2 – 3-year period. Well, Japan is a much happier place and those restructuring investments that Japan Asian Investments Canada (JAIC) had made available have performed as forecast. Which Westerners participated? 

No less an item of note, and consistent with that recommendation, Tokyo land prices are on the rise for the first time in 15 years. No one believed that one either. No economist, no investment bank, no journalist. Will 70 cents become a dollar? I guess it ultimately depends on the particular package.
Big Bang Revisited: The M&A boom has also meant the expansion and commitment to continued expansion, of US law firms. In 1999 and since, I have maintained that Big Bang in Japan would mean an enormous per cent increase in the number of legal and accounting firms. 
The best is yet to come in venture capital as all the stagnant paper of the nineties will have been fully mobilized.

Similarly, managers are managing more assets than ever, due to the new industry that SKC had reported on. Investment management is largely a new industry, and Big Bang’s effect is being felt now. Meanwhile, and typical of a cycle top in the Nikkei, investment managers are enjoying record in-flows. 

In 2002-2003, the question was, “How could a guy in Montreal claim to be exact about Japanese planning intentions?” The BoJ bought at the lows and, today, foreigners will indirectly pay some taxes to the Japanese government, in the form of any mutual fund or hot-money stock losses. With higher taxes a major theme next year, therein exists a possible excuse to flood the DDOVS market, as money comes out of the Nikkei stocks. Moreover, Nikkei stocks demand a lot more capital to sustain at higher levels.
Profits:
Three years ago, one of the economic turnarounds that SKC forecast was the reversal to come in sales. The forecast focused on the fact that profits were rising due to falling expenses. This indicator is a forerunner of a sales turnaround (how did economists miss that one too?). 
This is a reason why the market remained cheap, despite the fact that DDOVS bottomed in 2000, as had the economy in January 2002, as then reported. The market pays less for non-repeatable earnings, but the restructuring (lower expenses) was the very indicator of higher and renewed sales. Higher sales (as opposed to cost-cutting) mean repeatable earnings, along with a recovery in price-earnings-multiples. As a result, as forecast during the 2003 period, stocks in general have gone from undervalued to overvalued or fairly valued, depending on whether the focus is on the Nikkei or DDOVS. Now, however, have foreigners paid multiples that are too high?  

Taxation:
A variety of previous tax cuts, expenditures and R&D and other tax incentives are being, or are in the process of being, slashed. SKC’s long term view remains that taxes will rise, to attack the last major bearish argument against Japan, namely, the deficit. Like higher interest rates (monetary), higher taxes (fiscal) support the Yen. To confirm SKC’s long term views on taxes, the government is looking to increase taxes by 2 trillion Yen next year (see previous reports).
While the consumer is being favoured, some of his/her non-essential preferences could rise in price, due to taxes. These plans were carefully and well planned out to employ those types of taxes that, as much as possible, do not pose a drag on the greater economy. One example is alcoholic beverages. Similarly, tobacco taxes are rising. Other taxes and lost tax breaks are occurring from very low levels of taxation, and Japan’s national will supports the removal of the deficit. Therefore, higher taxes are bullish longer term, while providing an excuse for a potentially sharp intermediate term correction. 
For a second year running, resulting mostly from the revival of the corporate sector’s earnings, the government is anticipating higher than initially anticipated tax revenue. As a result, this year’s bond issuance will be about one-third less than initially planned.    Good for the Yen.
For bond issuance, this is the first downward revision in 17 years! Such balance sheet events, in general, were discussed in these pages in 2002-2003. No one believed. The problem isn’t economics; it’s economists. 
For instance, economists look at a piece of data and see something in deflation. They don’t see whether the cycles and trends of the component indicators  have bottomed and turned. Economists are not trained at reading indicators, merely describing what is. When so many major economic indicators were reported in these pages as having been so screamingly bullish in 2002-2003, it was with data and graphics that were available to economists, too. However, economists have no training in technical analysis, which focuses on psychology and real world investment, as opposed to academia. Then one can analyze the fundamental data’s trends.            Just some yearend market theory, there.
Liquidity:

Volume on the exchange has rocketed, with funds awash in liquidity that they must spend. Not all money will leave Japan as the Nikkei corrects. Obviously not. However, as we just saw, when the Yen rallies (though not necessarily necessary), and the Nikkei declines, the DDOVS rally. This theme is not just a diversification theme; it is the main and priority theme, anyway. 

Everyone is presently locked into the Nikkei’s fortunes, right at yearend’s 16000. 16000 was the higher end target (14,000 – 16000) that I had anticipated for this cycle. Now, there are plenty of bullish forecast, with a lot of money bet on the Nikkei.

Like 2000, the money flow is to DDOVS in 2006, and, in relative terms, away from the Nikkei, which corrects at the same time as the Dow resumes its secular bear market. DDOVS offer far less risk and much greater reward potential. That’s where liquidity will re-direct. Investors in DDOVS don’t even need that much re-direction.
Venture Capital: Also forecast four years ago (originally in 1999) was the view that Asian venture capital was cheap and at the bottom of a whole new industry, as a result of Big Bang. Japan’s largest publicly traded venture capital firm, Jafco has skyrocketed since its lows. The bet by investors is that Jafco will expand operations to fulfill and take advantage of the demands of the burgeoning venture capital sector, to profit from the enormous in-flow of funds that have taken place into venture funds. Few believed this would occur, either.

In any event, for all matters related to venture capital and the new Japan, the best is yet to come as all the stagnant paper of the nineties will have been mobilized.
Yen:
An investment bubble is emerging for large-cap securities, the latter evidenced by the latest tankan survey. This reflects what we see in liquidity. This in itself may be seen as one of the causes for a matter-of-course rate hike (to curb speculation, now that foreigners have piled into the Nikkei). 

Over 2 ½ years ago, when SKC identified the low in the banks (which would confirm the matter-of-course end of deflation), long term rates could only go up, while bearish speculators had nothing to lose shorting the long bonds, ex-currency. Now, to reiterate, we’ve seen the end of deflation and low rates. The Japanese economy has been hot and getting hotter, in the secular sense.
With short rates due to eventually rise, the great beneficiary will be the Yen. For 2006, the Yen will benefit from higher tax revenue. The Japanese prioritize their financials more than appeasing Bush’s call for maximum stimulus for growth.
Stocks:

At the peak, the strength and renewed out-performance of domestic demand issues versus exporters, and the like, preceded the J-Com scandal which called into question the safety of the exchange’s practices. While it drives Japan to excel in yet another area, it also supplied the kind of news background that would be typical of something that would shake the tree, now that foreign hot-money is in neck-deep.
Three and four years ago, the low for the securities industry’s fortunes became evident. SKC wrote about the advent of mutual funds (investment trusts), and the underinvested position of foreigners, which had fallen to a .56 exposure, basis the MSCI. The need to correct that is undergoing secular transformation, but that too has cyclical tendencies. 

In other words, there will be points when foreign capital available for Japanese stocks recedes, temporarily. Against a backdrop of higher taxes and, ultimately, higher short rates, over-eager foreign capital (which tends to peak with markets) may find stocks correcting, though these stimuli will later be heralded for having addressed the budget deficit.

Re-printed from the last two months’ conclusion sections:

“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.” 
CONCLUSION: 
The Nikkei is completing a five-wave pattern in the upper target area of 16,000, which means that any additional upside should be left for someone else. While some hot money will leave Japan, an enormous amount will switch to and feed domestic stocks for years to come. This process has begun. With the turn in the Yen, and given where the foreigners money has gone, Nikkei stocks have a lot to lose, while DDOVS have resumed leadership, aided and abetted by the turn in the Yen; the safer the portfolio, the greater the return, on an adjusted basis. As was the case in 2000, 2006 is another major turn in favour of DDOVS, against both the Dow and the Nikkei, though less so this time versus the Nikkei. Particularly given today’s level of the Nikkei, the official cyclical view is SELL. Likewise, yearend bargains and pullbacks in the DDOVS should be fully exploited. Given the risk/reward scenario, looking at any reasonable length of time, even 150% positions may be appropriate, in the context of one’s already more conservative portfolio. DDOVS are in and the Nikkei is out, but the larger message is that Japanese stocks are, in general, in a massive secular bull market. 
NEW YORK:

FUNDAMENTALS: 

Please view the following with the re-published Consumer Confidence (CC) – Consumer Spending (CS) indicator chart, at the end of this SKC report.
From last two months’ reports:

“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.” 
The markets, we learn, were indeed discounting the end of higher rates. Now that the markets accept that as common knowledge, focus will shift to why rates might not go up. The bond guys understood what I saw in the Consumer Confidence (CC) – Consumer Spending (CS) indicator.

Again, please refer to the chart that was initially sent in the November 6 report. It appears below on a full page again. It is a quarterly chart. So last month’s strong bounce in Consumer Confidence means that the black line would be shortened, if printed today, to above 80, while the light shaded line (Consumer Spending) has rolled lower. As always, these lines convergence with little lag time at all.

Is this a predictor? I say yes. The chart pattern, particularly when related to the stock market, reflects a profoundly tenuous market. Further, even if the Consumer Confidence (dark line) number stays above 80, the reality remains that 80 corresponds to Dow 8000, due to the near perfect tracking of Consumer Spending (light line). The Consumer Spending figures for the third quarter will be revised for a final time shortly. 
Since the trend looks badly down, the end of March’s release of the final fourth quarter numbers may be disastrous. As spending growth has turned down, given this pattern, Confidence, by inference, should head still lower, and feed an apparent third wave down in spending growth. If this triggers the market’s decline (whether the news at the time is saying so, or not), AND makes it come into line with the indicator from a divergent (overvalued) position, a hard smash is not only possible, but likely. 

More importantly, as the wave of spending has turned down from a negatively divergent position, it has also sent a warning shot. With the Confidence number having fallen into the mid-seventies, we see the level to which it can fall. We see what that means for spending, which tracks it so perfectly. We see the relationship to a Dow chart (just add two zeros to the left grid below, as a “trick”). We see the two-year old divergence that has rolled over. 
This strikes me as another example of what I have commented on over the past six years. In one area or other, in one fashion or other, we see major markets collapse after public knowledge of what would later be blamed as being a major cause of the decline of that market. This example today will perhaps be labeled as the most glaring of all. 

This indicator has lagged in the past, when manipulation was far less prevalent. The opportunity to use this indicator in this way at this time is both contrarian and plain.
THE FED: This is not only the best time for a peak, it is a great time for a collapse below Dow 10,000, this coming quarter, as Bernake’s arrival provides the most opportune time for some cleaning of the books (positions) at the Fed. While the timing of the CC – CS spending indicator suggests disastrous numbers at the worst time of year, against a background of critical economic and technical diverges, all of which is a recipe for a significant smash,  a major correction is necessary, just to get in line with this and other indicators. When there’s extreme under or overvaluation, that is when major profits are possible, particularly if investing with and riding on the major wave, the secular trend. 

The timing now is aided and abetted by the changing of the guard at the US Fed at the end of next month. Greenspan is leaving at what is, historically, for all intents and purposes, the peak of the Grand Super Cycle Bull Market, after having presided over the greatest currency printing spree and equities bull market ever. Meanwhile, it would be too soon to blame Bernanke for anything terrible that occurs right now, while Greenspan will have delayed the effects of his actions until the arrival of another.

It happened after Mieno. It happened after Greenspan. Bernanke won’t be luckier.

PSYCHOLOGY: Meanwhile, at the investment banks (brokerage firms), certain execs in the industry are receiving packages worth around $25 million, while reporting that business is slowing. Generally, bonuses are expected to be 20% higher this year. Auto workers won’t share in the glee. 
While the bonuses are flowing for the Wall Street execs, the securities industry is indeed reporting a slowing of business. That life is getting tougher in the securities industry is important, as it relates to the stock market as an indicator. 
That execs and financial institutions can be so bold bespeaks an historical decadence that joins Tokyo 1989 in the annals of such market history. Such is the stuff of massive bull market peaks. 
TECHNICAL: 
On an intra-market level, a very key point to note is how euphoria has been played out in the Dow, apart from the fact that mutual fund cash is actually below 4%. 
The euphoria manifested in Japan. With foreigners so outrageously underinvested in Japan, while being so concerned about domestic valuation, the stampede into Japan by American hedge funds and retailers, who have discovered the Nikkei and its related ETF’s, coincides with those all-time low levels of mutual fund cash. 

What can we conclude? Considering the comments made in the Japan section above on this topic, this chasing of the Nikkei at these levels, and at a time of record capital influxes into Japanese equity, with US mutual fund cash at these levels, represents the last dollar getting invested! 
I’ve seen the Japanese do this – buy New York at a peak, I mean. Now, it’s US and other investors doing it in the Nikkei. 

To support a Dow-bullish case, there are technicians everywhere who have graphically displayed the Dow’s massive under-performance versus international, as well as other US indices. What they don’t see is that the Dow fell less during 2000 – 2002 than other US indices, and that indices are correcting the performance gaps versus the Dow. We see a negatively sloping flat top at 11,000 which suggests that any buying is being met with massive resistance by major players.

I reported earlier this month that only minor sub-divisions remained in the Dow, with a peak possibility of 11,200 during the first two weeks of the New Year.

Richard Russell once wrote that when you think that there’s one last move, there’s a good chance that the last move has been seen. This might be a good example. In Elliott wave terms, the minimum for such a final sub-division has already occurred. The move might be over! 

From the conclusion of the Dec. 4, 2005 report: “As was the case at the end of 1999, by completing some minor pattern sub-divisions that could conclude around 11,200, the Dow is peaking in time for early January, against a backdrop of a number of fundamental and technical divergences. 8000 on the Index is a real possibility for the first quarter, en route to 6500 in 2006.”



CONCLUSION: The above rings true, so, we’re long December 2006 puts. Markets are in major tidal shifts, as was the case exactly six years ago for the Dow, and 16 years ago for the Nikkei. The Yen’s quick 4% reversal may have been a signal that the turning points are nigh. January’s anticipated extreme may even have come in December, as smart and big money front-run one another, to sell to the suckers who are attempting to push the Dow above 11,000. There is a reason why I have stuck with the Dow as the index to short, and it is precisely due to the international and domestic under-performance that the Dow is exhibiting in this cycle (to merely come into line (domestically) on a multi-year basis). The Dow may have already peaked, as the crowd front-runs one another on the way out, as the idea of an early year high gets popularized, against the background of so many negative fundamental, technical and valuation indicators. 
Nikkei/Dow Ratio:
The ratio took off over 1.4, reversing to that level today. With froth in the Nikkei’s out-performance versus the Dow, for reasons cited in the Psychology section in the New York comment above, the Nikkei may correct worse at first, before resuming its secular bull market in out-performance, as the Dow crumbles. SKC identified the low at 1.0 in 2003, after having been a bit early in 2002 at 1.2. Major cycle resistance is at 4.0. Do the math. What does that means for potential profits, asset allocation, strategy, and capital preservation? 
GOLD:

After having identified the $410 area earlier in the year, the recent $455 low was perfectly forecast and identified. As well, $500 by yearend was the reiterated market forecast in these pages.

Since January 2002, SKC has correctly forecast and identified every extreme in gold and the gold stocks, and the latter’s three capitalization sub-groups, except for two events. 

When the forecast of $410 was realized, for the first time, gold stocks fell – and badly - after gold’s low had been seen. Still, apart from a couple of names, several of the favoured mid-cap names have seen 50+ gains. Meanwhile, in deference to the 1931 scenario discussed in these pages, SKC has maintained a 50% bullish investment stance in our favoured precious metals equities. 
Earlier this month was the second imperfection. Just before gold’s $40 blow-off, I recommended taking profits temporarily, by moving to 50% invested (see Dollar section below), from 100%. The scenario included buying back in should the metal close only 2% higher. Therefore, a very minor worsening of the position has occurred. 

However, one must look at gold for the reasons cited in the Dollar section, and in that secular context therefore, which calls for remaining 100% long. Those not so positioned, may view support to be $20 higher now, than was the case in regular December report. $460 is an important number for a trader who wonders where to finish his buying, or where to set buy-stops. However, for the saver, the higher part of the range ($480) has to be considered more seriously. 

On December 4, 2005, not taking for granted or assuming a breakout over $500, $440 - $460 was reported to be the worst case zone for a correction. Now, with the breakout toward the mid-500’s, a new respect for the new cycle may be required. 
My view has always expressed that timing would be covered in SKC, until the metal crossed $500. Then, I wrote, SKC would simply be long for the duration of the secular bull market, except for an occasional intermediate term trading call, for a partial position. In other words, coverage would become more like that of the currencies, insofar as asset allocation is concerned. 

It was also expressed that a break of $500 would confirm that the “new gold cycle” may be upon us and that one may move to 100% long, whatever gold names one deems appropriate, while looking for leverage to the metal and diversification.
CONCLUSION: Gold and silver stocks have been profitable but, having lagged, the best is yet to come. For one accumulating preferred names, note how the stock in question behaves when gold and the Dow are running at crosscurrents. Gold’s massive secular bull market has made SKC’s savings’ asset allocation (money market, bonds, etc.) to be among the best, given gold’s treatment here as a currency. That’s how key governments are looking at it, too.  We’re “permanently” 100% long. Those just getting started, in the context of SKC’s currency allocation, might look at $480, with a worst case of $470. SKC is 100% long, without any foreseeable change on the horizon.
DOLLAR:

From last month’s report:

“At 105, or so, SKC looked for the Yen to decline to 114-116. Once in that range, the view was to return to 100% long the Yen. The weighting of gold in the foreign currency mix was never touched (see below).

“The Yen’s continued weakness to below 120 has been a mild surprise, though the currencies have always been notorious for being great “trenders”. Once they take a direction, that’s it. It’s a virtual one-way ticket until it’s over. In any event, the Yen is the currency that provides the greatest long term upside potential.”

Well, the Yen has rallied roughly 4% with great speed, to the 116 area. Is this THE resumption of the Dollar bear market, or is it that warning shot across the bow, otherwise known as the principal trend’s sharp and last countertrend move, which, in this case, has been down.

The Yen fulfills our strategic mix, in the role of providing growth. With taxes on a one-way ticket up, the fiscal stimulus will be what supports and drives the Yen, as opposed to monetary stimulus. This is so, notwithstanding the fact that rates are in a bull market in Japan. Higher rates will wait, as higher taxes indirectly tax foreigners, inasmuch as such taxes cost foreign (i.e. - US) equity holders. The bottom line is that the theme is deficit reduction.

With the US pushing for growth, the Japanese won’t raise rates, when they can just as well and easily raise taxes, which deals with the deficit. Foreigners are harder pressed to make their case for growth-only, when a government is attempting to get its financial house into better order.

Higher tax rates and the removal of many tax breaks, incentives and loopholes, will help curb future inflation, while (and principally) dealing with the deficit, during a boom-period that already provides higher tax revenues due to growth. As reported earlier, though this will spell intermediate term pain for exporter and Nikkei stocks, it’s a long term bullish event for the currency and, ultimately, equities, as the tax changes occur from very low levels. 
Citizens understand and appreciate the situation, and their pent-up demand as consumers will not be deterred. Rather, as one the last remaining major bearish arguments (the deficit) is dealt with, in a manner that is to the Japanese citizen’s satisfaction, the same tax payer’s confidence will soar. Note the change in psychology that has taken place, as the public has seen bank stock indices nearly treble from their 2003 lows. It was the lack of confidence in the banking sector that had kept the investor away. 
As for shorter term factors, I have discussed the possibility of the beginning of the New Year marking the resumption of the Dollar’s secular bear market. However, it could just as easily have been the end of this year. Like stocks (see above), hot money getting out in front of one another, may help put in the extremes before yearend. Either way, it doesn’t matter. All the specious arguments aside, yearend is a good time for hedge funds to close books, on a currency that benefited from non-recurring factors.  
In January 2002, SKC turned bullish on gold and the currencies (Swiss Franc Euro, Yen). Near its peak, SKC’s stance shifted to being entirely out of the Euro, focusing on gold, the Yen and the Swiss Franc, as the latter maintains the closest relationship to gold of any of the fiat currencies. Finally, the Yen was deemed to be our favourite currency for return, due to its role in the region as the de facto block currency, along with the changing dynamics of Japan Inc.’s balance sheet. 
The result for asset allocation has been 50% gold, 25% Yen, 25% Swiss Franc. The asset allocation shift to favour gold was also strongly motivated by recognition that gold had now commenced a major secular bull market against all the currencies. 
In any event, due to SKC’s weighting in gold, the currency composition provided an outperforming mix, particularly when viewed in the very long term context. SKC covers currencies (includes gold at this stage of the Kondratieff cycle) in the context of long term asset allocation, and not generally in a manner that favours short term trading analysis.
CONCLUSION: A new cycle bull market within a major secular one may have begun in the Yen (the Swiss Franc’s allocations shadow the Yen’s; comments are basis the Yen). Meanwhile, the 50% gold allocation has held down the fort and will continue to do so. We begin 2006 with this same model/mix. 
Unfortunate that people can’t get their minds past the idea that savings are to be maintained in something other than paper format - individual and pension fund manager alike.
SKC will next be published the first weekend of February.
Merry Christmas, Happy Chanukkah…and Happy New Year!
Sid Klein

Please scroll down for chart.
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LEGAL NOTICE:  On this 1st day of June, 2006, Mr. Sidney Klein has donated this 
market letter to the public domain.

 
DISCLAIMER:  This market letter is intended to assist in the dissemination of information to private subscribers.  The information contained herein represents Mr. Klein’s best efforts in good faith to advance knowledge to his clientele, but there can be no implied guarantee as to its accuracy or completeness.  The information is given as of the date appearing on this market letter, and Mr. Klein assumes no obligation to update the information or advise on further developments relating to the information provided herein.  No solicitation to buy or sell securities is intended, and none should be inferred.  Investments are inherently risky, but investment risk itself is a function of individual preferences.  Thus any opinions, recommendations, or judgments expressed in this market letter are of necessity abstract and general.  They must be modified, accepted, or rejected by individual subscriber/investors whose risk averseness cannot be known to Mr. Klein. 
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