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Tone improving

The market gave investors something to believe in last week, as numerous quality issues turned in a strong performance.  Although declining issues outpaced gainers for the past four days in a row, and the 25-day m.a. of the Advance/Decline ratio is still well below par at 86.3%, there have been plenty of strong gainers where it counts: in good quality names widely held in most active portfolios.  Whereas share prices in the first quarter were driven mainly by short-covering and speculations about government policy, the gains now are being driven by good earnings reports, stock buybacks, M&A news and semi-publc stocks which have neglible credit risk.  The market is experiencing a new dualism: strong performance by well-run companies is starting to offset the negative impact of unenlighthened macro policies.

Bad package

Although the Economic Package released on Apr 24th is the biggest ever, and although it has been ostensibly welcomed by US and G7 financial leaders, it is hard to see how it is going to have any lasting impact on improving Japanþs economy.  With some Y8 trillion going to public works, the package may help the construction industry get through FY98, but the main long-term effect is likely to be burgeoning government debt and more roads to nowhere.  Although the LDP was promising to create a new package based on new sccial infrastructure, most of the attractive proposals were cut out of the final deal: whereas the MPT wanted over Y1 trillion for optical fiber investment, the LDP agreed to only Y51 bn, with zero allocation for optical fiber to the schools (which was intended to promote internet usage). Similarly, the proposed tax credits on PC purchases were left out while the proposed spending for digital TV broadcasting was also suspended.  In a feature piece last week, the Nihon Keizai Shimbun noted that the loss of these investments for Japanþs future was solely due to vested-interest politics: the electrical and cable industries just donþt have the same clout with LDP tribesmen as do the construction and agriculture industries.  With the government committing funds to roads and bridges (which the MOC argues have the most immediate iimpact on boosting the economy) at the expense of telecoms infrastructure, Japan will only fall further behind in competitiveness.  In the end, the talk of new social infrastructure was nothing more than a ruse by the LDP to get spending for its own constituencies, and this explains why the cable sector has underperformed by 12% since the end of March and why Furukawa Electric and Fujikura have fallen to multi-year lows.

Rectifying the financial system

The G7 summit has accepted Japan's efforts to boost domestic demand via its Y16 trillion economic package (and why not?--it promises a bit of economic growth in FY98 while actually doing very little to expand the telecoms infrastructure that would help make Japanþs companies more internationally competitive with American and European firms), so the focus has now shifted to Japanþs financial system.  PM Hashimoto has promisd that Japan will speed up efforts to resolve the financial mess through the LDPþs Total Plan on Real Estate, which will pave the way for the establishment of þservicersþ to work out creditor/debtor problems on collateralized real estate.  However, even though there are rumors that another bank may disappear this summer, there is still no sign that the authorities are ready for a wholesale clean-out of the weak banks in any way resembling the way the RTC closed down busted S&Ls.  In fact, the pre-summit announcement that Midori Bank (ex-Hyogo Bank) would merge with Hanshin Bank, with an injection of Y500-600 bn from the DIC, suggests that the Jan 96 mistake of keeping Hyogo alive is merely being compounded.  The government is working on legislation to promote more securitization of bad debts, but in the meantime the main criticism is that although the banks are writing down some Y10 trillion in bad debts in FY97, very few of those loans are actually being removed from their books.  Thus the TSE Bank Index has fallen to its lowest level vs TOPIX since early 1984.  This weekþs Toyo Keizai has a 36-page special on the sufferings of the Mitsubishi group, including an article describing BOTM as þonly a third class bank on the world stage, even if it is the best in Japan.þ It estimates that 20% of its Y6.9 trillion in Asian loans are nonperforming, describes it as a full line bank with low profitability in all lines and suggests that the merger is not able to realize synergistic benefits since the organization is being infected by the Mitsubishi bureaucratic structure.  

All-time highs

Despite the problems with less-than-enlightened macro policies and a debilitated financial system, stocks such as Minebea, Mabuchi, Aiwa and Unicharm rose to all-time highs last week.  JFþs Fujino-san has learned that business conditions at Mabuchi and Aiwa have remained buoyant right through April.  Despite bearish forecasts for FY98, Sony (21.7X) rebounded by Y990 from its intra-week low and traded its highest volume since last November; similarly, TDK (24.3X) initially fell after its forecasts for flat profits, but rebounded on strong volume on Friday.  Although US high-tech stocks were under pressure late last week following poor results by Hewlett Packard, the electrical sector in Japan is a treaure trove of improving chart patterns, such as Toshiba, Fujitsu, Fujitsu General, Tamura Seisakusho, Alps, Pioneer, KyuMat, M Kotobuki, Hirose, Maxell, Advantest, Rohm, Hamamatsu Photonics, Mitsui H-Tech, Sumitomo Special Metals, Murata, Nitto Denko, Tokyo Electron and Tokyo Ohka.  Tokyo Electron has just forecast that Mar 99 net will fal 73% to Y8 bn (compared to JFþs forecast for Y10.5 bn), but the stock rose 4.2% last week even though investors were aware of the poor order inflow for the Jan-Apr period.  MEIþs 10% correction has found support at its rising 13-week m.a.  

Software doing well

Our Software subsector outperformed by 3.7% last week and is within 7.5% of its all-time relative high of Jun 91. The weekend brought strong results from Sumisho Info and Toyo Info, and Ohta-sanþs recommendations on Fuji Soft and CEC have been successful.  Although PERs are generally well over 50X, the group is seeing double-digit earnings growth when the market as a whole is seeing earnings declines in both FY97 and FY98.

Stock buybacks

Last week over 80 companies announced plans to buy back shares, and many of them featured on the major gainers list: Toyo Kanetsu, Amada, Nikkiso, Np Chemicon, Tosoh, Xebio, Kirin, Shiseido, Mitsubishi Material and Miura.  Hisamitsu Pharm, which announced a big upward revision and a stock buyback on Apr 13th, has risen 30% since but its PER is still only 14.9X.  The way the market is rewarding these companies suggests that the peer pressure to follow suit will only become more intense.  Thus the market is exerting a powerful positive influence which also helps offset disappointing macro policies.

Market Outlook, June 1-5, 1998

Banks drop to new low

The TSE Bank Index fell over 3% last week, sending it to its lowest level relative to TOPIX since 1984.  At the end of May, banks accounted for only 14.8% of market cap, compared to 16.0% for electricals. The results from the 19 big banks were far from impressive: their NOP fell 21% to Y3.57 trillion, RP losses expanded to Y4.55 trillion, net losses reached Y3.88 trillion and write-offs of bad loans rose to Y10.75 trillion.  In the seven terms since Mar 92, the destruction of wealth has been mind-boggling: NOP over the period totaled Y24.5 trillion, profits on equity sales Y15.1 trillion, RP losses Y3.7 trillion, net losses Y5.8 trillion and cumulative write-offs Y39.2 trillion.  Yet at the end of March SEC-based nonperforming loans still amounted to Y21.98 trillion.  With Asian markets tumbling and most Asian nations now looking at declines in GDP, investors grew nervous about BOTM, whose Y4.4 trillion in loans to the region are twice the size of Sanwa’s.  BOTM shares fell 7.5% and became the first bank shares to drop below the recent lows of the Nov-Jan period.  Although the LDP government is getting more intent on resolving the bad-debt crisis and has proclaimed that the next Diet session beginning in July will be a “Bad Debt Diet”, investors did not give much credibility to the proposed “Total Plan for Speedy Restoration of the Financial System.”  

Yen/$ quandary for banks

The weakening of the yen is contributing to the credit crunch.  As the yen declines, the yen value of banks’ overseas assets rises, which means that they need more capital to maintain their BIS equity ratios.  By one estimate, a fall of the yen to Y140 would require the big banks to cut loans by Y10 trillion to maintain their equity ratios.  Yet the banks are also hurt by BOJ intervention:  according to one report, the BOJ’s sales of $20 bn in dollars for yen in April caused such a tightening on the money markets that one city bank almost defaulted on some obligations.  Thus the consensus is that the yen will continue to fall, and to fall rapidly once it crosses Y140, a level which will trigger a huge amount of outstanding knock-out options.

30% more to fall?

As we mentioned above, the TSE Bank Index has fallen to its lowest level relative to TOPIX since 1984.  However, 1984 was a big year for financials, as they doubled in price and were the best-performing sector of the market.  Although it may seem to be ancient history, the long-term relative chart shows no support lines until it gets back to its Dec 83 low of 0.024X TOPIX--implying further underperformance of 30%.

Real estates languish

The TOPIX Real Estate enjoyed a three-year period of outperformance, outpacing TOPIX by about 50% from Nov 94 through mid-Oct 97, but in the past seven months it has underperformed by 21.5%.  With land prices still declining and deflationary pressures intensifying, the major companies may not be able to hold their own versus the American investors, who reportedly took over some 30 property-related loan packages with a face value of Y3 trillion

in the Jan-Mar quarter..  The sector could get some relief from the LDP, which has floated a proposal that would allow real-estate and construction firms to have tax-free write-offs of bad assets just as banks do. 

Nikko + Travelers

Volume in Nikko Securities’ shares soared to 8.95 mn shares last Friday amid rumors about a tie-up with BOTM or with a foreign financial firm.  Although the story was denied by Nikko’s IR department, the weekend press reported that Travelers would take a Y200 bn/20% stake in the firm (at Friday’s close of Y436, Nikko’s market cap was Y640.6 bn, so a new investment of Y200 bn would represent a 23.8% stake).  Is it just a coincidence that Friday’s biggest buyer of Nikko shares was Salomon-Smith Barney, who bought 2.71 mn shs of a stock whose average volume during the month had been 1.39 mn shs/day?

Technical picture

TOPIX remains stuck below its 13-week and 26-week moving averages, which themselves are still in a gradual donwtrend, and volume remains pitifully low at only Y271.3 bn/day (6-day m.a.).  By contrast, the value of trading in Intel was Y192.8 bn on Friday.  However, a few sector charts are in uptrends (defined as the index being above its two m.a. lines): Tires, Machinery, Electricals, Autos, Precisions, Communications and EP.  Last week the Medium Cap Index (for stocks with 60-200 mn shs in issue) posted a modest gain, and numerous mid-sized issues are trading on significantly higher volumes.  Investors may not share JF’s view that Hitachi (-6.6% last week) can make its FY98 forecasts, but they seem willing to accept those for mid-sized stocks like OKK (11X forecast, 3.0 mn shs traded last week), Yuasa (4.5X, 14.7 mn), Kenwood (17.7X, 4.1 mn), etc.  With the earnings season now complete, punters may start looking for themes rather than earnings to keep stocks moving.  Meanwhile, several big-name stocks look decidedly bearish compared to mid-sized outfits in the same sectors.  Note the sluggish patterns in stocks such as Shin-Etsu, Taisho Pharm, Sumitomo Electric, Komatsu, Ebara, Hitachi, MHI, Tokio M&F and Nomura.

Machineries humming

The TSE Machinery Index rose 0.9% last week, but while big stocks like Komatsu and Kubota were languishing, several medium-sized issues perked up on big volumes.  Despite the dismal outlook for capex, several machine-tool and industrial-tool stocks posted strong gains on improved volume.  Some of the more liquid issues with improving charts include Okuma, Amada, Mori Seiki, SMC, Komori, Daikin, Juki, Sanden and Kitz.  After rising Y302 since Dec 26th, Brother gave back Y40 last week after it forecasted a sharp decline in net income this year.  However, the stock remains interesting as JF believes that net could come in closer to Y7 bn than the Y4.8 bn forecast, and in the meantime short interest has jumped by 82% in the past month.  Meanwhile, don’t expect much from the pachinko-machine companies:  the weekly magazines report that the pachiko market is expected to shrink to Y15 trillion in 1998, a mere half of its peak level in 1994.  

Nemic Lambda in play


Nemic Lambda (Y1595, mkt cap: Y32.7 bn) announced results which exceeded forecast by 10% at the RP level and 18% at the net level, but it also announced a third-party offering of 6.5 mn shs at Y1,500, which will have the effect of diluting the holding of the largest shareholder (C.B. Group of the UK) from 50.6% down to 38.4%. Apparently Pres. Madarame is at odds with C.B. (phonetic) about how Nemic should be run.  The new shares will be placed with 20 investors, including Unicharm Pres Takahara (1.24 mn shs), Sanwa Bank (1.1 mn), Daichi Life (1.0 mn) and Yasuda M&F (1.0 mn).  C.B. will try to stop the offering, but in the past the courts have generally favored corporate management over shareholders in such disputes. 

1998 Portfolio

Through the first five months of 1998, our ten stocks are up 6.39% compared to the 3.95% rise in TOPIX: Isuzu +23.6%, Daiichi Pharm +22.6%, Takefuji +14.5%, MCI +12.1%, Mitsui M&S +4.8%, NTT +1.8%, Nintendo +1.2%, Sony +0.9%, Ajinomoto -8.3% and Nomura -13.2%. 

Mystery stock

Sunday’s Nikkei reports that Warren Buffet is interested in only one Japanese stock.  Anyone know which one?  Could it be Mikuni Coca-Cola, up 42% YTD?  Or Nifco (which owns both a bed company and a newspaper)? Or 7-Eleven (which generates lots of free cash flow, enjoys a strong brand name, and has an easy-to-understand business)? 

Market Outlook, June 8-12

Gendai slams LTCB

The July issue of Gendai, which came out last Friday, carried an article which detailed the problems at LTCB and suggested that the bank will need support from the BOJ as early as June.  Although the details in the article would not be news to a banking analyst, the article had quite an impact: the magazine itself was sold out by noon in the financial district bookstores and LTCB’s share price fell 9% on 14.3 mn shares (compared to average daily volume of 3.2 mn shs in May).  The main points in the Gendai article were: 1) that total funds available have been in steady decline, from Y25.0 tr in Mar 95 to Y20.6 tr in Sep 97, 2) that securities are being carried at cost rather than market price, and that securities represent a high proportion of total assets, 16%, compared to other banks, 3) that NOP slumped 16% to Y164.6 bn in FY97 even when interest rates were declining, 4) that loans to real estate and nonbanks represent about 40% of its total loan portfolio of Y15.7 tr, so it is not likely that the bank has taken sufficient write-offs, 5) that it will face difficulty in raising funds to invest in new businesses, like securities and private banking, 6) that its loans to a specific project--the JBP Shibuya East Building--have not yet been written down properly; of 78 lenders to that project, almost all have transfered the mortgages to the CCPC, except those who cannot afford to take the write-off yet, such as LTCB, its leasing affiliate Nippon Lease, NCB, YTB and an ag co-op lender, 7) that its low credit rating makes it vulnerable to a run on the interbank money market, 8) that, unlike NCB, it has not yet liquidated its leasing affiliates and 9) that an affiliate will default in June, thus requiring some kind of rescue.  The article takes pains to argue that LTCB is not likely to declare bankruptcy (tossan suru), but nevertheless will go bust (hattan suru) and will thus need public money.  It also suggests that several banks may be shut down or otherwise disposed of simultaneously, as hinted by comments from several LDP leaders including PM Hashimoto (who promised the Birmingham Summit a speedy resolution of the bad-debt problem), Mr Yamasaki (if Y30 tr is not enough to clean up the banking mess, we will add more money) and Mr Kajiyama (we should shut down all banks that deserve to be shut down; we can get by with half the number of banks we have now). 

More banks to disappear soon?

This week’s Ekonomisto features a series on “The LDP Plan to Rescue General Contractors and Cut the Number of Banks in Half,” but the title is more tantalizing than the content. One piece suggests that over the next two years Japan will lose four city banks, two long-term credit banks and four trust banks.  The contribution by Masaru Yoshitomi argues that a thorough disposition of Japanese banks’ bad debts is the only way to prevent the spread of global deflation, and he supports Mr Kajiyama’s proposal that the government must come up with clear criteria to force weak banks to shut down: the weak banks can not be expected to apply for public funds if doing so means that top management will lose their jobs and shareholders will suffer a big loss.  Of the assets held by banks that are shut down, he proposes that the bad debts be transfered to an RTC Bank and that the performing assets be transfered to a Bridge Bank, if private banks do not volunteer to take them over.  Both the RTC Bank and the Bridge Bank would be part of the DIC, and the Bridge Bank could be listed once the financial crisis is over.  The biggest challenge is to find a way to reduce the number of banks without instigating a financial panic, and without inflicting an undue credit crunch on worthy borrowers whose bank happens to be shut down.  Meanwhile, domestic investors have heard rumors that several weak banks could be closed or merged this summer--perhaps even before the election on July 12th.  

Technical picture

Technical indicators are generally negative without being oversold.  TOPIX has been unable to break out above its 26-week m.a. line, and that line itself has turned down again.  Trading remains subdued, with the six-day m.a. of turnover at only Y259.1 bn, roughly the same as every day’s two most active stocks in the US.  Trust banks have been net buyers of Y2.1 trillion since April, and there are reports that the supplementary budget will allocate another Y500 bn of postal-savings money for equities. The SQ this week could bring in buy-side bias, since the arb balances are fairly low on the long side but relatively high on the short side.  The yield spread (ie, Nikkei Long Bond Index minus the prospective earnings yield) is minus 10 bp, which means that equities are clearly undervalued compared to bonds, provided that the earnings forecasts are realistic.

Do we have to buy utilities?

From their relative lows of last summer, the major EP stocks have outperformed by 38.6% and the two big gas companies by 41.9%, and now the utility sector is full of stocks breaking out of a long basing period.  They say that some bond money is coming into electric power stocks now to get the dividend yields of 2.3-2.6%, which are superior to the weighted average yields on long-term bonds (ie, 2.24%).  TEPCO is credited with cutting its IBD last year for the first time ever, by Y33.4 bn to a still whopping Y10.52 trillion, which means that its NDE ratio may have dropped below 650%!!  Although the EP sector is forecasting an 18.3% drop in OP in FY98, rates in Japan are still high enough that all except Chubu and Hokuriku expect to generate enough EPS to cover their dividends.  Since the stocks are being used as bond substitutes, they will continue to outperform as long as the bond market remains firm and the stock market soft.  Investors who believe it is their job to direct capital to companies which create value and growth will not mind sitting on the sidelines while the outperformance continues; investors who must beat TOPIX should buy some KEPCO (2.17% yield with reasonable liquidity) or Hokkaido EP (2.62% yield with light liquidity).  

More problems for Noscal

Warner Lambert’s shares fell 2.7% in Friday’s big market on news that a patient on Rezulin (Nosal) died of liver failure, although reports also said that the side effects do not affect patients with Type II diabetes, who make up the vast majority of users of the drug. Three week ago Sankyo rallied to Y3550 on news that Glaxo would restart trials on the drug, but by last week the stock was back down to Y3240 and below its 26-week m.a., so the bad news could knock the stock back to its April low of Y3000.  After outperforming by 80% from the mid-94 low to its Nov 97 high, the TSE Drug Index appears to be forming a double top on the relative chart, while the weekly charts for several major issues (Takeda, Sankyo, Yamanouchi, Eisai and Taisho) have been weakening.  The sector did outpace TOPIX last week, thanks to gains in second-line issues like Yoshitomi, Ono and Torii.

Consumption gains

The Retail Index fell 2.3% last week, reflecting losses in the big names like Ito-Yokado (-4.8%) and 7-Eleven (-2.6%). Ito-Yokado has a falling-off-a-cliff chart that could take the price down to Y5,600, or 15%. But there were signs of strength in the sector, and now Hakuhodo’s small survey shows consumer sentiment has risen for three months in a row.  Jusco traded up 4% on big volume as Daiei slumped to a new low; there are rumors that this summer may be the last time that Daiei is around to offer big bargains. The shorts in Aoyama, built up at low levels last December, are getting squeezed.  Apparel stocks outperformed by 2.8%, with gains in Onward and Tokyo Style.  The Yomiuri reports a boom in sales of lingerie dresses: Sanyo Shokai has almost sold out its shipment of 54,900 dresses (65% above initial target) and World has sold out 21,000 dresses. Wacoal told JF that sales of ladies underwear (89% of total sales) were up 16% in April and 8% in May, compared to company’s sales forecast of +3.4%.  The stock looks cheaper than the reticent Tokyo Style which is enjoying an uptrend: PER 28X for Wacoal vs 35X for Tokyo Style, PBR 1.4X vs 0.9X, PSR 1.2X vs 2.0X, ROE 5.2% vs 2.7% and market cap Y212.5 bn vs Y139.4 bn.

Market Outlook, June 15-19

Undeniable, but still no anger

If the stages of emotional response to a crisis are denial, anger, acceptance and then recovery, Japan still seems to be in the very early stages of any move to recovery.  With real GDP down 0.7% in FY97, there can no longer be any denial about the weak shape of the economy, but where is the anger?  To be sure, support for the Hashimoto cabinet was already at an all-time low before the EPA announced that last year’s GDP  suffered the biggest decline in the post-war period, but the people have not moved from “not supporting” the establishment to being “angry” about how it has mismanaged things over the past ten years.  Whereas President Bush was lambasted unmercifully for the perceived poor performance of the US economy in 1992, PM Hashimoto is not held to the same level of accountability, even though it was his own deflationary policies that produced the negative growth.  The weekend press brought no howls of protest, just editorials stating the need for the speedy introduction of permanent tax cuts and bad-debt measures.  The no-confidence motion against the cabinet was quietly voted down last Friday, and it is taken for granted that the LDP will do well in the July 12th election. 

FY98 GDP to fall again

JF’s Chris Calderwood forecasts that real GDP will decline another 0.2% in FY98, and the data for April show that the new year is off to a bad start:  industrial production -6.2% YoY, inventories +7.3%, housing starts -16.1%, construction orders -11.0%, machinery orders -17.8% to the lowest level in four years, unemployment rate at all-time high of 4.1%.  Capex (15.6% of GDP) seems to be deteriorating rapidly, and the Y16.6 trillion economic package may finally get through the Diet this week. The package purports to increase public works (7.8% of GDP) by Y7.7 trillion, but the actual increase is likely to be only Y3.2 trillion at best, ie, all of the central government’s Y3.6 trillion, only half of the local government’s Y4.1 trillion, minus the Y2.4 trillion cut in the FY98 budget.  Meanwhile, private construction coud decline by 5% or Y2 trillion. Consumption (60.6% of GDP) has so far shown only a modest pick-up from the depressed levels of Apr-May 97, but will not thrive as long as 44.6% of the people are worried about job loss.  Air conditioner sales jumped 5% to 940,000 units in May because there were several unseasonably hot days, but June has been cool and rainy; Asatsu, after three months of double-digit growth in billings, suffered a 1.2% decline in May.  The only area of growth remains exports, as it was in FY97 (when net external demand rose Y5.18 trillion to Y7.51 trillion, thereby offsetting the Y3.68 trillion decline in nominal domestic demand to Y497.06 trillion).  However, Japan must be careful, since its current account has risen to 2.6% of GDP, near the 3% level which brings out more trade friction.  Meanwhile, numerous editorials in Asia imply that Japan is secretly letting the yen weaken for its own benefit, with scarcely a care about the pain it causes its Asian neighbors. 

FY98 earnings prospects

The Spring Shikiho will be out this Thursday, but previews in the Toyo Keizai present a surprising view of FY98 earnings: for aggregate TSE First Section non-financial companies, Shikiho predicts sales down 9.3%, OP down 5.2% and RP down 5.6%.  Since 582 companies reported a net loss in FY97, there should be a strong rebound in net income.  A 9.3% plunge in sales is so large that one suspects a typo, but the figure is repeated, and supported by the view that both volumes and prices will be down; by contrast, the companies themselves forecast a sales decline of only 1.3%, leading to declines of 2.8% in OP and 3.1% in RP.  The main reason for margin improvement is cuts in fixed costs, mainly labor.  The previews revealed only a handful of companies with both upward revisions (vs previous Shikiho) for FY98 and double-digit growth in FY99: Nippon Oil & Fats, Mazda, Seiyu, Fukuyama Transport, Fuji Electro-chemical, Pioneer, Shibaura Engineering, Toyo Info and Komatsu Electronic Metals--the latter a surprise given weakening prices for wafers and the weekend’s further downward revision by MEMC.

Bubble sectors plunge

The banks plummeted further last week on significant volumes: the ten most active banks accounted for 12.9% of last week’s turnover. The TSE Bank Index fell to its lowest level relative to TOPIX since mid-84, but could under-perform by another 27% before making the full round-trip back to its 1983 relative low. BOTM and Sumitomo Trust fell to their lowest levels since 1984.  Although MOF Minister Matsunaga said that no major banks would go bust “in the near future,” the market is still rife with rumors about how five major banks are going to disappear this summer. According to Kyodo, IBJ President Nishimura is interested in bringing Daiwa Bank into the tie-up with Nomura. (By the way, Toyo Keizai says Nomura’s consilidated net in Mar 99 will be Y216 bn, compared to the company’s forecast of Y75 bn. If so, the PER is only 13X.)  Real estates came under pressure; the TOPIX Real Estate Index is now 24% below its Oct 97 relative high and is only about 11% above its double-bottom relative low (Jul 92 and Nov 94). Aside from the fact that prices are likely to remain soft under the current deflationary regime, the supply of land is likely to increase as companies continue to restructure and local governments find that they already have too much land and not enough money. Condo stocks plummeted as investors gave little credence to the big profit gains that companies like Daikyo and Cesar are predicting.  General contractors suffered as the Monthly Gendai pointed out that Ohbayashi Gumi (-13.2%) had for the first time disclosed some Y216 bn in loan guarantees to affiliates and customers. The major contractors will also be at a disadvantage in getting orders from the new package, since the LDP has decided to give priority to smaller, local contractors in hard-hit prefectures. Meanwhile, the spat between MOF and MOC about whether to allow banks to get into real-esate broking via servicer subsidiaries shows that almost every step in deregulation involves a tooth-and-nail fight between vested interests.

Exporters’ burden

With the yen falling over 3% last week, it is no surprise that autos, tires, electricals, precisions and shipping stocks moved ahead.  Auto exporters can probably pick up some SUV sales from GM’s strike and (unless they’re as weak as Nissan) they had better not cut prices lest they be charged with dumping. Technology issues face a trying time, torn between the benefits of the weak yen and the troubling demand/pricing trends that have brought profit warnings from Lattice, Western Digital, ASM, National Semiconductor and Creative Technology.  Toshiba rose 7% last week while Hitachi fell 2%.  Kyocera was weak despite the continuing recovery in DDI shares.  SPE stocks underperformed by 8.1% in May and 8.3% so far in June., so they are way ahead of ASM in their corrections. MEI is trading nicely, as if it can not only rise the 11.5% needed to regain its Aug 97 high, but perhaps even go all the way to Fujino-san’s long-term target of Y3,000.  Sony is also finding support above its major m.a. lines, and its market cap trailed MEI’s by 1.1% on Friday (so at least one part of the Japanese cosmos is still in right order). Both Sharp (SELL) and Murata (HOLD) are breaking out of basing patterns.  Meanwhile, second-liners are posting solid share-price gains,with relatively risky money going for Teikoku Tsushin, Columbia, Kenwood, Minolta, etc.

Anxious about drugs

Sankyo fell 2.9% last week, though the problem that WLA had with Rezulin (Noscal) was probably only a minor factor (since WLA’s stock rebounded sharply on Monday).  The charts for most of the big drug companies (except Fujisawa) look like they want to come down, and the sector relative has a potential double top.  May’s 8.6% YoY decline in prescription shipments makes one think that Toyo Keizai’s call for a 9.3% decline in corporate sales may be justified after all.  Despite big declines in Banyu -10.2%, Ono -6.2% and Yamanouchi -2.8%, the TSE Drug Index managed to outperform TOPIX by a whisker (0.14%), mainly because Takeda (Japan’s 11th biggest company with market cap of Y3.08 trillion) fell only 1.4%. There are rumors that MOF wants to cut back on other “local drugs” that have no efficacy and to discourage of some drugs (like Yamanouchi’s Mevalotin) that may be effective, but which should be prescribed only after the patient has tried to improve diet and exercise as more natural ways to cut down on cholesterol.  The strongest argument against reducing the drug shares is that, despite their problems, so many other big parts of the market (banks, materials, some technology) may be in even worse shape.
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Market Outlook, June 22-26

A time for action

After 6-8 years of hoping that the bad-debt problem would just go away (which could have happened had there been economic growth of 3% p.a. instead of 1% p.a.), the time has come for the LDP and government to take speedy and decisive action to get the mess cleaned up.  The promises have been extracted from PM Hashimoto at Birmingham as well as from various LDP leaders (including Matsunaga , Kato, Yamasaki and Miyazawa) during Mr Summers’ whirlwind Tokyo tour.  For the next few weeks, the yen/dollar rate will provide an up-to-the-minute judgement about how well Japan is fulfilling its international commitment.  In total contrast to the myriad promises to deregulate and open markets made by Japanese political leaders over the years, the promises for a decisive and speedy correction to the banking crisis are expected to be kept--not just by the US, but also by China, by Japan’s Asian neighbors, by European members of the G7 and even by Russia.  Although the Japanese people may have been willing to gaman through another ten years of stagnation and misallocation of resources, the risks that their banking crisis holds for the world financial system have become too big for others to ignore.  In particular, the weakness of the yen that came about through neglect of Japan’s economic and financial problems has had a suffocating effect on the Asian economies, which need every scrap of growth that they can find.  We do not know to what extent the LDP leaders will keep their international promises this time, but we do know that the visit by Mr Summers and his colleagues (especially those who helped resolve the US S&L crisis) represents the last best hope that Japan will now use its resources to correct the bad-debt problem and get its economy on the road to domestic-led growth.-In other words, it is our last best hope for an end to the bear market.

No opposition

The LDP is in a position to do whatever it wants, since it has no viable opposition. Just one week ago, it won the by-election in Kumamoto to capture the seat formerly held by ex-PM Hosokawa, who resigned to take up other lordly pursuits.  Despite the fresh release of GDP figures confirming that Japan has been in a recession and that the country had just suffered its biggest economic decline in the post-war period, the LDP won its sixth straight by-election. Mr Kan’s Democratic Party was so weak that it could not even keep the seat held by the man who was instrumental in removing the LDP from power back in 1993.  Since the LDP has no opposition, it can do whatever it feels is in Japan’s best interests without eating up time by trying to build a consensus with coalition partners. 

This is a crisis?

With a voter turnout ratio of only around 40% in the by-election, the electorate is obviously not feeling enough pain to get angry enough to cast a vote.  They are still in the “denial” phase of dealing with this crisis.  Or perhaps this bank problem is not serious enough to qualify as a crisis:  a friend from academia relates an observation made by Robert Orr, Motorola’s government liaison offficer in Japan, that the last real crisis in Japan was in the 1940s, when the country was in ruins and the people were so poor that they had to bum cigarettes and candy bars off GIs. By contrast, anyone can see that current conditions are far from such a dismal state.  There is plenty of food and fuel, and even the homeless wear suits.  And judging from the way Japanese fans filled the stadium at Nantes,  Japan still seems to be downright rich. 

The work-out regimen

What should we expect to see from the LDP leaders to monitor their progress in dealing with the bad-debt problem?  First, on June 23rd, the LDP and government will meet to work on details of the Total Plan for Financial Reconstruction.  Mr Yamasaki and others have suggested that a decision on a Bridge Bank (to take over theCategory 1 and Category 2 loans of banks that may fail) could be made by July 8th; will a completely new national bank be established (similar to the Showa Bank set up in 1927) or will loan functions be added to the Resolution and Collection Bank?  Mr Greenspan comes to Tokyo on July 13th for the BIS meetings, providing an opportunity to encourage Mr Hayami at the BOJ.  The upper house election on July 12th is likely to provide more seats for the LDP, making it easier for them to carry out whatever policies they decide are needed.  The special Diet session which begins in late July (the Bad Debt Diet) will work out more legislation to improve the financial and real-estate industries, and Mr Hashimoto will carry a progress report when he visits President Clinton in late July. 

It ain’t easy

As Mr Rubin pointed out during Friday’s trading in New York, the resolution of Japan’s banking problem will not be easy.  This profound observation took forex traders by surprise, causing them to drive the yen down from Y133 to Y137 in the remaining three hours of trading.  The cost of re-establishing a solid banking industry (ie, using public money to buy much of the Y77 trillion in bad debt from the banks and then providing the capital to support what is left) could exceed 15% of GDP, and the shift to market-based economics could require 3-4 years of tough times before things get better.  JF’s Greg Norton-Kidd has collected data from the Thatcher years to show that the initial cost of of her reforms was 3-4 years of rising unemployment, declining industrial production and falling share prices. Thus, the LDP commitment to clean up the financial mess will proably mean more pain (higher unemployment, lower production, more bankruptcies) before the benefits start to be felt.  However, the commitment to change could be positive for both stock prices and the yen, since both have already been sold down due to dismay over Japan’s hitherto lackadaisical concern about the economy and financial system.

Bank shares: rocky road ahead

Last week’s move in bank shares provides a view of the volatile future which probably lies ahead for the sector.  After plunging to new lows on Tuesday and posting a modest gain on Wednesday, the TSE Bank Index soared over 11% on Thursday, then lost 2.4% on Friday.  Although the sector gained 5.3% on the week, there was a marked dualism between stronger banks which gained over 10% (the big three trust banks, Sumitomo, Asahi) and the weaker ones which declined (LTCB -29.1%, Daiwa Bank -13.2%, YTB -6.7%, Sakura -3.4% and IBJ -1.9%). The latest issue of Kinyu Business suggests that if the 19 big banks fully disclosed their bad debts and wrote them off in accordance with the standards proposed by the LDP’s Mr Kajiyama, their average BIS equity ratios would plummet to around 2%.  It is just such weakness that justifies the use of public money to restore health to the banking sector and which could create the conditions for some bank shares to actually go up.

LTCB may merge with DKB

The Asahi Shimbun reports that DKB is nearing a decision to absorb LTCB, and that LDP leaders are encouraging DKB to agree to the merger.  If the merger goes through, the new bank would be entitled to capital from the DIC (since it is a rescuing bank) and the bad debts from LTCB would be transfered to the Resolution and Collection Bank.  All LTCB deposits and debentures woud be guaranteed.  Although DKB is LTCB’s top shareholder and although Kangyo Bank sent directors to LTCB after it was founded in 1952, DKB is said to be reluctant to the merger because it does not know the true extent of LTCB’s bad loans nor how to work out the tie-up with SBC. 

Winners and losers

The strongest subsectors last week were Big Chemicals +12.3% vs TOPIX, Trust Banks +11.0%, Plant Engineers +10.8%, General Contractors +9.1%, Roads +7.9%, Cement +7.6%, Major City Banks +7.0%, Oils +5.2%, Bearings +5.1%, TSE Bank Index +4.4% and JR East +4.2%; the weakest subsectors were Rohm -9.1% vs TOPIX, Semiconductor Production Equipment -8.0%, Kyocera -6.4%, Software -6.1%, Canon -6.0%, Secom -4.3%, NTT Data -4.2%, NEC/Fujitsu -3.7%, Marui -3.7%, Consumer Electronics -3.5% and Precisions -3.4%. Synthetic Textiles rose to a new ten-year relative high; there were no new relative lows.

Aggregate earnings forecast

The FY98 aggregate earnings forecasts for 2,263 non-financial March-term companies in the latest Shikiho show sales to be down 1.3%, OP -3.8%, RP -3.7% and net income +52.3%. The strongest OP growth is forecast for Oil +155.2%, Airlines +86.7%, Fisheries +64.2%, Metal products +25.6%, Textiles +21.5% and Retailers +21.2%; the biggest OP declines for Communications -31.0%, EP/Gas -17.5%, Steel -16.4%, Nonferrous/Cables -11.5% and Autos/Shipbuilding -10.6%.  Net income for 2,457 companies (including financials) is projected to recover from a loss of Y1.08 trillion in Mar 98 to a profit of Y7.0 trillion in Mar 99. (By comparison, the prospective total net income of all 1,334 First Section companies is projected to be Y6,917.9 bn; with a market cap of Y291.45 trillion, the PER is 42.13X.) 

Consolidated earnings above parent

A compilation of consoliated earnings reports for 1,207 non-financial March-term companies by the Nihon Keizai Shimbun shows that net income fell 25.9% to Y3.96 trillion in Mar 98 but is expected to recover 47.2% to Y5.83 trillion in Mar 99.  As a result, the consolidated/parent ratio will rise from 1.22X in Mar 98 to 1.31X in Mar 99.  Thus, a crude estimate of the market’s consolidated PER would be around 32.2X.

Local recommendations

The stocks most recommended by local brokers are Ricoh, Mitsui Chemical, Mitsui M&S, Toda Kogyo, Minolta, Fuji Heavy and Hamamatsu Photonics.

Chart selections

Last week’s performance was 3-14.  The major gainers were JGC +9.3% and Shibaura +8.3%; the major losers were Takara Standard -7.5%, Toshiba -6.6%, Wacoal -6.2%, Canon -5.2% and MEI -4.0%.

Nishimatsu (1820), Daiwa House (1925), Wacoal (3591), Sumitomo Chemical (4005), Sanyo Kasei (4471), Tokai Rubber (5191), Mitsui M&S (5706), Komori (6349), Brother (6448), Shibaura (6590), MEI (6752), Isuzu (7202), Fuji Heavy (7270), Citizen (7762), Toppan Forms (7862), Aoyama (8219), Nikko (8603), NTT (9432). Don Quijote (7532), Sumitomo Realty Sales (8870).
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Market Outlook, June 29-July 3

LTCB merger dominates news

The surprising announcement that Sumitomo Trust and Banking (STB) is considering taking over the performing assets of LTCB turned the market around late Friday afternoon and has created a wave of guarded optimism that the merger will lead to other dramatic steps to resolve Japan’s bad-debt problem.  The initial market response was to buy back all banks and all distressed shares--except STB itself, whose share price declined before trading in the issue was halted.  The pressure on LTCB has been building day-by-day since the Gendai article two weeks ago, and the negative press and rumors led to a sharp increase in individuals lining up in front of LTCB branches to cash in their LTCB debentures; the outflow doubtless contributed to the bank’s funding problems.  LTCB has asserted that the bad debts at its major subsidiaries (including Nippon Lease and Landic) have been cleaned up, but market rumors persist that the problems at Nippon Lease were resolved only by being transferred to new subsidiaries. In addition, rumors suggest that the LTCB group has been transferring as much as Y4-5 trillion in bad debts from one subsidiary to another (ie. tobashi), and that many of those subsidiaries hold loans from life insurers and ag co-ops, which means that financial distress could ripple through the system if those mid-sized nonbanks starting going bust.  It was these kinds of rumors which drove LTCB’s share price down to par value (Y50) last Thursday, the day of its shareholders’ meeting.  The Shukan Bunshun weekly magazine blamed most of LTCB’s troubles on Mr T. Sugiura (87), who served as president for seven years, chairman for 11 years and is now a senior advisor occupying a big office on the top floor of LTCB’s headquarters (which was completed in Dec 93 at a cost of Y56 bn). It was Sugiura who was responsible for funding the EIE group, whose bankruptcy brought down the two credit unions in late 1994.  Mr Sugiura has been the “don” of LTCB, choosing the subsequent presidents and not allowing any of them to serve more than five years; for his efforts, he is said to have received a Y2.5 bn bonus when he retired as an executive director. (By coincidence, he has also been a director of Mutsu Ogawara Kaihatsu, the Aomori-based third-sector developer which announced last week that it was giving up on its industrial-park development, with cumulated debts of Y230 bn.)

STB not interested in NPLs

A week ago the local press reported that DKB was in the late stages of deciding whether to take over LTCB, since the two banks’ relations go back to the founding of LTCB in 1952 and since DKB is LTCB’s major shareholder. The Asahi Shimbun reported at the time that DKB was concerned about the quality of LTCB’s loan portfolio, so that must be why DKB refused to go ahead with the merger.  It must have been difficult for DKB to refuse, since the LDP was encouraging that merger.  Now STB has virtually committed itself to taking over the performing assets of LTCB, and STB President Takahashi indicated to reporters that he did not know (and does not seem to care) how much bad debt LTCB has; after all, the Financial Supervisory Agency (FSA) will soon audit LTCB, and identify all the bad and problem assets.  Those will be written off as much as possible by LTCB, with the remainder going to either the Resolution and Collection Bank (RCB) or to a bridge bank (depending on what form of bridge bank the LDP decides to set up).  If the FSA audit should discover that LTCB is insolvent, its bad assets will pass to the RCB and the DIC will use part of the Y17 tr in public funds to ensure that all depositors and debenture holders are made whole. STB will in either case be eligible to receive a capital injection from the Y13 tr in public funds, since it is a rescuing bank. Since STB gets access to all the performing businesses of LTCB as well as new capital from the public, it seems like a good deal for the bank.  However, shareholders’ ownership could be diluted as much as 50%.  JF’s Walter Altherr estimates that STB is only 60% the size of LTCB in terms of risk assets.  Assume that 40% of those assets are not good, and that STB will take over the 60% that are good.  The result would be a doubling of STB’s assets, with the possibility that LTCB will have no capital left over to contribute to the new entity (ie, implying that existing LTCB shareholders get nothing out of their investment).  To maintain its current BIS equity ratio, STB would have to double its capital, which means shareholders have the choice of doubling their investment to maintain their current percentage ownership, or letting others (including the DIC) inject new capital which will dilute their ownership.  In no case do shareholders fare well.

Bridge bank

The LDP is considering introducing the bridge-bank concept, mainly to protect sound borrowers after a bank goes bust.  There are several proposals about how to set up bridge banks: 1) expand the functions of the RCB so that it can maintain the loans to borrowers of busted banks, 2) create a new public bank (the Heisei Bank) from scratch, 3) transform the Japan Development Bank into a bridge bank or 4) follow the model used in the US for the Bank of New England, ie, close down any bank which fails the FSA audit, fire the management and all employees, transfer the bad loans to the RCB, send in new managers from the FSA, convert the bank overnight into a bridge bank, hire back most of the staff and keep operating, get public money as necessary from the DIC, and sell the bridge bank to a healthy private bank within two years.  It is likely that the LDP will decide on a combination of these proposals by its deadline of July 3rd.  Market pressures are getting so intense on weak banks that the LP is being forced to make decisions on bad-debt measures much more quickly than it would like, and it is this acceleration of action which has led to short covering of bank and other distressed shares.

Tankan out Monday

A Nikkei survey of ten think tanks suggests that the DI for manufacturing will be -45 (down from -31 in March) and that capex in FY98 will be down 5% (vs a forecast of -4.3% in March).  JF’s Chris Calderwood estimates that industrial production for May (also out Monday) will be down 9.8% YoY.  We know that auto production was down 19.7% in May and that production of steel and ethylene will be cut 10% in the Sep quarter, so a lot of these terrible economic numbers are probably already discounted by the stock market. However, the bad numbers may not be fully known by the forex market, where the recent distress in Russia is likely to increase the upward bias on the dollar.  

High-tech rebound

High-tech stocks posted strong rebounds last week, bolstered by the week’s 5% gain in NASDAQ, the favorable court ruling for Microsoft and the post-intervention gains in the dollar.  Mitsumi soared on strong volume after its big upward revisison.  In the US, the big furloughs announced by connector-maker AMP and the downward revision by office-equipment supplier Danka suggest that all is not well, even with 5.4% GDP growth and a consumer boom. Among the 2,325 shareholders’ meetings held on Friday, the press had favorable comments for Fujitsu (which opened its meetings to journalists and made former president Sekizawa available for one-on-one chats with individual shareholders both before and after the meeting) and negative comments for Hitachi (where President Kanai said it was more important for him to restore profits as soon as possible rather than resign, and where the company proclaimed a new birth coming in the year 2000). MEI, whose share price was breaking out just two weeks ago, has lost momentum; last week several of its plants around the nation were reported to be responsible for extremely high levels of pollution to the nearby land and water.  

Technical picture

TOPIX has managed to rise for two weeks in a row (by 1.15%), but it remains below its declining 13-week and 26-week moving averages.  The Advance/Decline ratio (86.8%) is a bit low, but not particularly oversold.  The margin long balance remains subdued below Y1 trillion, a mere 10% of its levels in the 1980s.  Individuals have been net buyers of a modest Y6.3 bn so far in June, and it seems that they are behind the recent big moves in the low-priced stocks which have been dominating the major gainers list recently.  Note the pick-up in volume in such low-priced issues as Ishikawa Mfg, Yuasa, Kyodo Shiryo, Nippon Kakoh Seishi, Tayca, Sumitomo Light Metal, Kawai Music, etc.  The margin trading in Daiei is also of interest: for some reason, the long position has been building steadily, from 1 mn shares on Feb 20th to 3.85 mn shares as of Jun 19th; the short position was virtually non-existent until the week ending Jun 19th, when it surged to 1.3 mn  shares.  Those new shorts were making money until late Friday, when the news of the LTCB merger plans triggered a rush of short-covering. 

Winners and losers

The strongest subsectors last week were SPE +11.1% vs TOPIX, Kyocera +9.9%, NTT Data +9.5%, Rohm +8.7%, Secom +4.5%, IBJ +4.2%, DDI +3.8%, Consumer Electronics +3.5%, Kao +3.5%, Drugs +3.4%, Tires +3.1%, Bridges +2.7%, Consumer Finance +2.4%, Turnaround Components +2.3% and Canon +2.3%; the weakest subsectors were Spinning -6.4% vs TOPIX, Real Estate -5.8%, Electric Steels -5.7%, Trust Banks -5.7%, Cement Companies -5.5%, Warehouses -4.6%, Airlines -4.0%, Discounters -3.9%, Keyence -3.8%, Shipping -3.7%, Truck Makers -3.7%, Soda -3.2%, Big Chemicals -2.4%, Housing Materials -2.3%, Housing -2.2% and Condos -2.0%.  New ten-year relative highs were achieved by Kao and Tires; new relative lows by Condos and Airlines.

Local recommendations

The stocks most recommended by local brokers are Sony, Mitsui M&S, Hamamatsu Photonics, Mitsui Chemical, Kenwood and Minolta.

Chart selections

Last week’s performance was 10-10.  The major gainers were Shibaura +23.9%, Sumitomo Realty Sales +10.9%, Don Quijote +9.5%, Brother +6.8% and Komori +4.9%; the major losers were Isuzu -9.7%, Aoyama Trading -5.6%, Nikko -5.4% and MEI -3.0%.

Nishimatsu (1820), JGC (1963), Fujicoo (2908), Toda Kgyo (4100), MGC (4182), Sanyo Kasei (4471), Chugai (4519), Hisamitsu (4530), NGK Spark (5334), Kawasaki Steel (5403), Mitsui M&S (5706), Miura (6005), Okuma (6103), Organo (6368), Kurita (6370), Idec Izumi (6652), Sony (6758), Mitsumi (6767), MCI (6781), Murata (6981), Kayaba (7242), Yamaha Motor (7272), Asahi Optical (7750), Nifco (7988), Nissei Sangyo (8036), Nichiei (8577).
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Market Outlook, July 6-10

Market rises as decisions made

TOPIX surged 6.5% last week as the government brought out its Total Plan for Financial Rehabilitation and then topped it off with suggestions from PM Hashimoto that permanent tax cuts should be implemented from next year.  Although the bridge-bank scheme may not work out as neatly in practice as it appears on paper, the fact that the government was racing towards a decision instigated a round of short-covering, leading to a gain in the market which encouraged additional money to come in.  As a result, foreigners appear to have become buyers last week for the first time in 17 weeks.  Although the Nikkei has risen for eight straight days for the first time since Feb 91, TOPIX has declined for two days in a row, pulled down by bank shares.  The forex market has not been as keen on the Total Plan as the stock market has, and that may be why Mr Hashimoto reversed course on permanent tax cuts last Friday.  A less charitable view about last week’s rally is that the substance of Japan’s economic policy is now being set in Washington (discreetly, of course), and that investors will benefit as Japan is transformed into a consumer society and speeds the clean-up of its bad-debt mess with Yankee resolve.

Permanent tax cuts

Aside from a cut in the top tax rate from 65% to 50%, the LDP also proposes that the floor for the minimum tax rate be lowered and that taxes be raised on pension payments and on interest income. Although few details have yet been decided, it is possible that the flat tax rate of 20% on interest income will be raised to the marginal tax rate, a move which would hurt savers (but might encourage consumption). The proposals should be good for continued gains in retail stocks.  Department stores (4.9% outperformance last week), superstores (+7.2%) and consumer-electronics retailers (+7.2%) are still quite low relative to their 20-year trading ranges. Marui (+1.7%) and Ito-Yokado (+3.3%) are very close to their all-time relative highs.

“Tokuseirei”

The word “tokuseirei” is popping up more frequently these days, in reference to the possibility that some of the debts owed by construction and real-estate companies could be forgiven.  The government has been considering policies related to debt forgiveness (see Walter Altherr’s Apr 23rd report entitled “Banks’ tax write-offs for debt forgiveness”), and support for the idea has come from MOF Minister Matsunaga: “the law provides for the abandonment of loans; it does not mean that special benefits are being given to certain debtors.  If the parties involved agree, it can speed up the resolution of the bad-debt problem.”  The word itself comes from the Muromachi period, when a decree by the shogun wiped out all the debts of certain loyal samurai.  Some LDP members support debt forgiveness for real estate and construction on the view that it would improve the flow of money, get properties moving, generate profits and help out local economies.  LDP member Uetake says that it is okay to adopt “tokuseirei” at times of social transition and that “in the current crisis, economic recovery is more important than fairness.”  Of course, if banks do forgive loans to the bubble sectors, the cost will be borne by the taxpayer, since part of those losses can be written off against taxes.  This week’s Ekonomisto asserts that the LDP has a list of particularly weak real estate and construction firms, and that they may be willing to reveal the names of the very weakest to defuse public outcry at debt relief for the survivors.  Construction bosses have not been shy about supporting the idea: “the government has kept interest rates at ridiculously low levels and arranged Y30 trillion to help out the banks; now it is our turn to get some help.” And with 6.6 million employee/voters, help just might be on the way within this week. 

Tax breaks on mortgage interest?

But what about the poor schmucks who bought a house (in line with policies promoted by the government) anytime in the past 10-15 years and whose outstanding mortgages now exceed what they could get if they were to sell their homes, since land prices have gone down?  If the LDP is going to forgive the debts of contractors and developers, shouldn’t it also offer more tax benefits on the interest paid on mortgages?  The Nihon Keizai Shimbun is advocating that such mortgage benefits be included with income-tax reductions, and in its Sunday editorial, it wonders why the LDP has never proposed better mortgage-interest tax benefits.  

Let Yamanouchi pay

As banks and contractors chalk up trillions in tax-loss carry-forwards, tax revenues are likely to remain depressed even after the economy recovers. MOF has just reported that tax revenues in FY97 fell Y1.5 trillion short of expenditures despite the Y5 trillion hike in the consumption tax!!  To cover the shortfall, the tax authorities have apparently decided to shake down exporters such as Murata and Yamanouchi on their transfer pricing practices.  After all, that is where the money is (and to think they made it all without any government help!).

Technical picture

Last week’s rally leaves the market with a technical situation very similar to that of two previous bear-market bottoms, in Aug 92 and Jul 95.  The Aug 92 bottom coincided with the first economic package and the start of PKO; the Jul 95 bottom marked the start of the effort to end the ultra-strong yen.  The two previous rallies started with sudden bursts of gains, with the one in Jul 95 as mysterious as the one which occurred last week; they also featured several days of consecutive gains which led to extreme short-term overheating vs the 25-day m.a. (the swing in the spread vs the 25-day m.a. was from -8.1% to +14.9% over 8 days in Aug 92 and from -7.8% to +10.3% over 20 days in Jul 95; this time we have gone from -4.6% on Jun 16th to +7.37% on Jul 3rd). The early stage of the previous rallies were accompanied by big gains in low-priced speculative issues, a sign of recovering confidence that is evident again. Whereas the ‘95 leader was Kanematsu NNK (which rose from Y389 to Y3,470), this year’s star is Ishikawa Mfg (up from Y49 to Y726 so far).  Three stocks doubled last week.  Overall volume has improved; the 54.7 mn shs traded in Nippon Steel last Wednesday was that stock’s highest in 6 years. Finally, TOPIX last week managed to get above its 13-wk, 26-wk and 200-day moving averages in a single bound, and the 26-week m.a. had already been in an uptrend for 2-3 weeks.  Athough TOPIX was able to get above its 26-wk m.a. for a brief time in Feb 98, the 26-wk m.a. itself was in such a sharp downtrend that the TOPIX could not hold that level; now it has underlying support from this major m.a.  Thus: although the fundamentals might be the worst we’ve had so far in the 1990s, and although it is not rational to expect that the leadership which has so badly managed Japan for the past decade can now set everything aright, the technical conditions are similar to those which led to a 47% gain in Aug 92-Jun 93 and to a 56% gain in Jul 95-Jun 96.

Winners and losers

The strongest subsectors last week were Cements +14.0% vs TOPIX, Sekisui Chemical +12.3%, Shipbuiding +12.3%, Spinning +10.3%, Trading Companies +9.0%, Plant +8.4%, MHI +7.5%, Real Estates +7.3%, Consumer-Electronic Retailers +7.2%, Superstores +7.2%, Electric Steels +6.7%, Big Steels +6.6%, Nichiei +5.8%, DDI +5.7% and Bearings +5.3%; the weakest subsectors were Secom -7.4% vs TOPIX, Blue-Chip Components -7.3%, Game Machines -6.1%, Gas -5.8%, EP -5.5%, Canon -4.9%, Rohm -4.2%, Telecom Construction -4.2%, Kyocera -3.8% and IC Chemicals -3.5%.  Tires closed the week at a new relative high; there were no new relative lows.

Materials, machineries advance

Despite the 11.2% YoY decline in industrial production, and despite the fact that JF expects no YoY growth in industrial production for another 18 months, materials and machineries were among the market’s biggest winners. Although steel inventories edged down 1.5% MoM, the inventory-to-shipment ratio rose; yet the steel sector rose 13.7% on huge volumes.  The charts are extended over their 13-week moving averages, but major overhead supply is comfortably above current levels (roughly +22% to Y330 on Nippon Steel, +40% to Y200 on Kobe, +45% to Y1,100 on Tokyo Steel).  An update on the bearings industry by Hoshino-san suggests downward revisions will be coming, yet the group has outperformed by 36.5% YTD and 5.3% last week. Incongruous outperformance was also seen last week in Construction Machinery +3.8%, Big Chemicals +2.3% and Machine Tools +2.1%. Similarly, the cable sector rebounded from 5 months of underperformance with a relative gain of 3.9%, even though shipments in May were down 42% for optical fiber aand 16% for copper cables. Does the market expect industrial recovery sooner than economists do?

