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Gold $850 this year?
Is the Dow at 6500?

The “Bull” of Weimar

Japanese Economic Power
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March 5, 2006
Nikkei:               15,957.57
*April 2003 low:   7,603.76

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

JAPAN:

FUNDAMENTALS: In January, the consumer price index made an eight-year high. Yet, there are still those who debate whether the deflation is over. With the Nikkei doubled since SKC’s declaration four years ago that deflation had seen the bottom, higher long rates over the past few years have been discounting an end to quantitative easing. In fact, that is what has recently hit stocks in Japan. Again, a bullish event is sold, when the good news is announced. The market has been celebrating the low end of deflation, but proof of it marks a top, due to temporary overvaluation caused by foreign investment in the multi-nationals. 
Let us note that consumer confidence hit the highest level since the bubble’s 1991 peak, on the strength of a powerful employment index. When the Nikkei was half today’s level, consumer confidence was far lower, yes? (An analyst debated with me that one should only go long when there is more bullish evidence concerning the Japanese consumer. I suppose the same economist must be bullish on this news, then, after having been bearish on Japan to-date. This begs the question: When investment bank strategists form their opinions, do they allow economists to vote?) 

On February 13, 2006, the government reported that Japan's income account surplus achieved a record 11.3 trillion yen in 2005, up 22.5% from the previous year. This was the first time that the income account surpassed the trade surplus, according to a government report. As net savers, Japanese accrual of interest and dividend benefits has made clear why SKC repeatedly reported that the reason for Westerners being way too bearish on Japan for too long was because they did not understand that they were talking about a creditor nation, something that Westerners don’t easily grasp (“look at the deficit, the banks…”, etc.).
Real GDP rose 1.4% in the fourth quarter, or 5.5% annualized. Companies are being forced to boost capacity, as SKC has reported in the past. This feeds the cycle of improving consumer sentiment and sales. Simply, the situation there is the antithesis of the one here.
In fact, the consumption index is accelerating. Also, despite the specter of higher rates, housing indicators are moving forward, even as stocks decline to discount rising rates in a clichéd manner. This year is a turning point and, typically, bottoms will be formed irrationally against a bullish backdrop, as valuations fall to discount negative events that do not even occur. This sets up an explosive profit situation for patient investors as Japan raises rates from zero, with the economy clicking on all fronts. Therefore, clichéd investors will find their responses to have been inapplicable with respect to Japan. So what else is new?

As an aside, education spending has also just hit a cyclical bottom. This plays into one of our secular investment themes. Hint: I like stocks that serve the needs of Japan’s elderly. At the same time, I like equities that benefit from a secular expansion in the birth rate.
TAXATION & RENEWAL: New measures will be introduced. This time it will not be to increase taxes but, rather, to offer new incentives to families to have more children. It has been a theme of SKC’s this decade that the demographics in Japan are more bullish than that of any country, due to tax changes that will have created immediate wealth for a down-sized generation, while at a low for Japanese birth rates.
The effects of 2003’s forecasted tax reforms were designed to also stimulate new home purchases, spending on luxury items and, of course, investment in stocks. Regarding the latter, the Nihon Keizai Shimbun reports that “trading accounts at online brokerages surge 70% in 2005.” 

Investors in their 20s and 30s represented more than half of the 1.1 million new accounts, covered by a survey conducted by four brokerages, including new online brokerages.

The number of investors in their twenties enjoyed the greatest growth, spiking to 12.5% of the total, from 7.2% in January 2004, while approaching the 12.6% held by people sixty years old or older. “The ratio of investors in their thirties rose to 32.9%,” according to the news agency’s coverage of the brokerage survey.

The percentage of investors fifty years old or older plummeted to 26.0%, from 35.3% in January 2004.

Make no mistake about it, the effects of Big Bang and its included massive tax reform is the mother of all this, which is why my coverage of Big Bang in all its aspects has been so involved, since 1998. One major factor I used to write about often was the concentration of global savings in the hands of aging Japanese and how this would represent enormous opportunity for younger Japanese. All this will have come to pass. 
“According to E*Trade, more than 60% of customers who set up accounts in the April-December period had no previous stock-investment experience.” This part of the report reflects the short term froth in the general market, but it also supports the resurrection of domestic stocks, versus those that foreigners follow, and which are now peaking (i.e. - multi-nationals).
STOCKS: This month’s wash-out in domestic stocks is typical of yearend bottoming. Coinciding with corrections in the Nikkei, Japanese domestic stocks were badly hit in February, many falling 10% - 20%, within days. The patterns left in place are the sort that form spike lows, while recouping losses in relatively short order. As yearend is this month, pressure on these equities will be relieved and replaced with a demand for investment that benefits from a Yen-bullish environment.
In fact, on February 14, 2006, the Nihon Keizai Shimbun reported that individual investors are in search of higher returns, as evidenced by the success of stock investment trust sales, the balance of which swelled “…to 42.41 trillion Yen as of the end of January, up 3.9% on the month and the highest since June 1990”, according to the Investment Trusts Association. As well, the balance of open-ended Japanese-equity investment trusts increased 5.6% on the month, to 8 trillion Yen. 
CONCLUSION: A turbulent process of shifting dominance and leadership that is away from multi-nationals and moving toward domestic value stocks is well underway. With the passing of Japanese yearend, the Yen-bullish themes will assert, on the heels of dynamic economic numbers that will usher in higher rates, as part of a bullish scenario that foreigners will again misunderstand. Japan is a creditor nation whose economic and financial paradigm has little to do with what the silly foreigner is accustomed to.
NEW YORK:

So far this quarter: 
Real estate prices have peaked, as consumer confidence follows in the footsteps of the resultant diminished wealth effect. Confidence is not buoyed by massive lay-offs at the auto manufacturing firms, either. The fourth quarter’s beginning showed us the levels to which the consumer confidence (and coincident, consumer spending) indicator can fall; as well, we know the Dow levels to which such confidence levels relate (see consumer confidence and spending chart, published in November and December). A return to the consumer confidence levels of four months ago, would have a Dow correlation in between 6500-8000.
While countless indicators are negative on so many fronts, let us examine the “bullish” argument. 
Last year’s gold comments pointed out that the bull market had now broken out against all currencies (the Euro was the major breakout). More recently, I have followed in others’ footsteps in reporting that the Fed’s printing has now gone to unimaginable levels that reflect a blatant willingness to allow the currency’s credibility to be debased.

One connection I did not make was to look for a bullish argument amid a scenario for financial ruin and suicide. If the Dow has maintained at these levels, it seems to only have done so on the strength of an unspeakable printing spree, the size and significance of which is not yet fully known to the public. 
The key question becomes: Are blue chip equities being held up by the same phenomenon that will have caused gold and silver’s eruption? If the answer is yes, then one may argue that it is the Dow in terms of gold (as the currency denomination) that one must reference.
The following one-year daily chart of the Dow denominated in gold (Dow divided by gold), shows us the 24% collapse that the index has suffered in six months! As well, the pursuant twenty six-year chart shows that the Dow has fallen by more than half since its peak, this decade. Believe it or not, in terms of gold, the Dow is at SKC’s cycle target of 6,500 now. I agree with Richard Russell’s view that the prices for the Dow and gold will gravitate toward one another, until finally arriving at the same level. That is akin to an investment that returns 25x, without either an expiry date or leverage
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Am I turning bullish? No. I believe in the traditional stuff (above), but I can’t deny the type of massive era changes that I had myself forecast (the reversion of Grand Super Cycle power from West to East, etc.), nor the bizarre circumstances that come attached to these shifts, out of desperation. I missed making a bullish connection to something so clearly apocalyptic. 

This is the bullish argument?!? 
As friends from continent to continent have stressed to me, during the Weimar Republic and, more recently, Argentina, stocks held up; this was true in local currency terms, even as stock values plummeted in foreign currency terms. Wheelbarrows of money and stock may not have been worth much, but the locally denominated prices of the individual shares held up. This is bad for puts temporarily, but the conclusions regarding international equity allocation and gold are reconfirmed. 

To provide an eventual triple play, the Dow will accommodate us with an extremely hard and fast devaluation. The market will seek to attribute the event to extraneous factors (i.e. – pandemic, real war, etc.). At this point, it may be wise to wonder what happened to stocks after the Weimar Republic, or the Argentine currency bubble. The bulls should brush up.
In any event, no, I am not saying that stocks will stay up in New York, but I did want to show you that what has held nominal stock prices up, are disastrous considerations that will crumble the market. All that has happened has been and is bearish for puts denominated in USD, but that’s it. It has been right to be 100% out of the Dow since 2000. It is fortunate that major opportunities opened up in Japanese stocks, precious metals and currencies. As for the Dow, the twenty six-year chart shows a lot of room to fall, enough to even facilitate a declining stock market, even if gold continues to rise.
The following one-year chart of the Volatility Index (VIX) is courtesy of BigCharts. 

The VIX historically runs counter to the market, as volatility increases along with market declines. While the following analysis cannot be found in the orthodoxy of the definitions for divergences (since the VIX is not a momentum indicator), I note yet another dangerous technical signal, albeit of my own creation.

As we can see below, in July and December of 2005, and then in February 2006, the VIX made higher lows, against a backdrop of higher highs in the stock market (remember, the VIX is a contrary indicator). This is the first time that I have seen this and it is coupled with the profoundly dangerous triple divergence in the Dow’s monthly stochastic that last month’s report discussed and transmitted.
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In addition, July and December of last year, along with last month, form a shoulder-head-shoulder (s-h-s) pattern. We also see an s-h-s pattern within a larger s-h-s. The bottom line is that an eruption in volatility would perfectly coincide with a Dow long term stochastic smash. The monthly stochastic indicator’s sharp reversal would coincide with, and present a most dark background for, equities. Finally, time cycles tell me that this is a turning point year, which would suggest extreme volatility (price decline).    
The Dow came within a hair of what had been SKC’s upper limit of 11,200. This completed an expanding triangle, which is a pattern that often precedes abrupt decline. 
CONCLUSION: 
If cycles are postponed further by the desperation of the printing press, gold’s celestial blast-off would be accelerated into geometric gear (see gold section). This will have been followed by the equity market collapse later than sooner, but with an even greater guarantee of still lower numbers. It’s easy to be short the stock market by owning gold stocks that are profitable at higher metal prices (below). This represents an undated out-of-the money gold call. Since it is the same phenomenon that is driving both the Dow and gold, the gold position is a mirror image of a Dow put. The phenomenon I refer to is Fed printing, of course. Still, always holding nine month to one-year Dow puts has its deserved place, too. There is nothing wrong with profiting via both avenues. 
PRECIOUS METALS & DOLLAR:

From last month’s February 5, 2006 report:

“Since gold broke out of a contracting triangle above $440, a wave three of three for this move is completing, which should result in the entire move’s completion in the $600 area, by quarter-end. Meanwhile, due to momentum, a wave-four correction should be contained by $540.” 
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As we can see from the above chart (courtesy INO), and according to the blue-highlighted excerpt from last month’s report that immediately precedes it, SKC again identified a perfect top in the price of gold, while forecasting a subsequent low that was barely breached, while falling into the Elliott Wave interpretation that was provided. A move above the February peak toward $600, would confirm that the analysis in last month’s report was accurate, from top to bottom, and up.
The charts in the New York section clearly reflect the debasement that assets have suffered and are suffering, in terms of gold, the internationally true and dominant currency. Is there really a question regarding the trend? The very size of China’s gold purchase needs assure a much higher market. 
Moreover, this government, which has recommended gold acquisition to its own citizens, is now facilitating gold purchase for those who have dollar accounts, according to Shenzhen Daily/Agencies. While the cover story is that they wish to maintain wealthier investors, it strikes me more simply as being part of an aggressive and general programme to own gold in good measure, if due to no other cause than all the Dollars it holds. 

By holding so many US Dollars, a need to hedge against it increases. This feeds into an accumulating and accelerating Chinese demand. Should this undermine the US Dollar as the world’s reserve currency, it would benefit Chinese political interests internationally, even while harming it financially (for having held so may Dollars). As well, the Chinese openly express their disapproval of monetary policy being shaped by foreigners. Clearly, the Chinese wish to reduce the influence of the Dollar over them.
So, who is in the mood to still bet that gold and silver are not in the middle of a raging bull market? It’s one thing to miss an investment that makes a lot of money; it’s lost opportunity. Life goes on. However, as discussed in the New York section above, if asset prices maintain nominal values and tread water as the Dow Jones has, merely because of a currency printing spree that debases the value of the currency in which the asset is denominated, not holding the appropriate currency mix, may spell a problem of meaningful nature for those seeking to at least maintain true value, if not make it grow sizably. 
Further, once the price levels of the artificially maintained asset classes commence to deflate in nominal terms as well, a truly disastrous situation is unfolding. As described earlier in this letter (see charts, p.3), if the Dow is up for the same reasons that are lifting off the precious metals’ rocket, then there is a serious problem: The world judges the health of the financial markets by the level of the Dow Jones, in much the same way that a fellow may only judge the health of his dog by the sheen on his fur, without checking the gums. 
When the Dow collapses, the meaning of gold’s massive secular bull market will finally not be lost on anyone. Presently, much of the crowd that is aware of the precious metals’ new bull market, consists of those who were bullish ten years too soon. The loss of their credibility has helped the perma-wrong miss this sea-change. In this sense, this is similar to the Nikkei; all the false starts of the 1990’s caused investors to miss an obvious secular low this decade [“oh, I’ve heard that before about Japan (gold)”]. The health of gold bespeaks an ill-health in the Dow’s gums. This will be plain when the index sheds some fur from its present price level.
Silver has rallied 50% in six months, even outpacing gold. The Swiss Franc is trading at beautiful valuation levels today! The Japanese Yen represents Asia’s unofficial block currency. 

For more recent readers, the currencies covered are restricted to gold, the Swiss Franc, Euro (removed after 50% gains) and Yen, as these comprise the desired secular mix. (Trading points for silver approximately coincide with those for gold.)
After having identified the low in the $410 area earlier in 2005, the fourth quarter’s low at $455 was forecast within $1.00. As well, $500 by yearend was the reiterated market forecast in these pages. These forecasts followed three years of prognoses that were globally unsurpassed, for the timing of key turning points in gold (Gold excerpts summary)*.

CONCLUSION: SKC has repeatedly warned that ignoring our asset mix will greatly under-perform what lies outside the box of conventional, backward and stultified thinking. Specifically, holding 50% gold, 25% Swiss Franc and 25% Japanese Yen will provide the safety and growth that one must seek, and can find, by turning to this more appropriate vision, for this part of the Kondratieff cycle. 
Open and public talk of the need for gold as a medium of currency (in the US and China, both!) is accelerating at a rate that exceeds even what I had initially forecast for this part of the cycle. Being coupled with investors’ general disbelief of the break over $500, is entirely consistent with a scenario of price acceleration ahead, which can drive gold over $850 per ounce on a monthly closing basis, this year (silver’s directionality is the same, though they take turns leading; presently, silver has been leading gold). Such a monthly close will precede a price acceleration above $1000 per ounce, in 2007. 
While others focus on reserves, we now recommend and do focus on companies who mine economically at higher price levels (undated out-of-the-money gold calls!). For four years, SKC has identified the correct asset class and sub-asset class for precious metals portfolio allocation*. After sizable equity gains in this group, we will now enjoy returns that aim to make that performance pale by comparison, as gold dominates the headlines. 
NB: Regarding the special piece written by SKC associate Donald Dross earlier this week, there are a few key points that should be clarified. Firstly, the scenario does not suggest that Mr. Buffet would sell any gold.

In fact, the purpose would be to remove a discount that his investment is pressured by (due to the awareness of such a large position being in the hands of a single party), while allowing Mr. Buffet to sell at any time in the future in a most discreet manner, by placing sell orders out of the holdings that he would have placed under consignment. In any event, Donald’s work has been so controversially inspirational, that others have already begun to espouse the theory of this past week’s article.

Whatever scenario unfolds, silver will trade at prices dramatically higher than what anyone is presently imagining. 

Sid Klein
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