
 

INSIDER WEEKLY ROUNDUP (17 MARCH 2017) 

Before we get into this week's piece, you'll recall that last week I invited readers to send me 
their sunset photos to be shared in these missives each week. Please keep them coming. 

I am sharing this one taken by a subscriber (thanks, Ludek). The photo is from Cluj, Romania 
and is taken from the roof top terrace of an office where our fellow investor and reader 
worked in 2013. Very cool! 

As menMoned in previous issues of the Weekly, the idea here is to give you something to 
think about for your own investment purposes and to provide a window into what we're 
looking at. It may or may not translate into anything which we publish as an alert but that 
shouldn't preclude you from taking acMon one way or another. It is a resource to augment 
your own unique invesMng and set of circumstances. 



So what is on my mind this week? Japan!  

I have been interested in Japan for quite some Mme. The Japanese stock market rarely gets a 
menMon these days, yet it is sMll the 2nd largest stock market in the world by market cap. It 
is, in fact, almost 50% bigger than the London Stock Exchange. 

Certainly it seems that everyone has given up on the Japanese stock market and up unMl 
recently I felt the same way. I just didn't see any catalyst to change the course of events. It 
sMll trades at the same level as it did in 1991 and it is subject to wild gyraMons making it the 
absolute worst nightmare for anyone who has tried to apply a long-term view, either bullish 
or bearish. 

Take a look at the charts below and you will begin to understand the frustraMons of 
investors in Japanese equiMes. It's no wonder they headed for the "safety" of JGBs over the 
last two decades. In fact, there should probably be a Mght correlaMon between sake 
consumed and Japanese equity investors. 

And in USD terms: 
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And if you stack the performance of the Topix up against other indices like the Dow, FTSE, 
and Aussie All Ords….. 

...it looks like an ECG chart for a dead guy. What an absolute tragedy!  

So why look at the Japanese stock market at all, why not just concentrate on US stocks, for 
example?  

Well, for starters valuaMons of Japanese stocks relaMve to US stocks start to look more than 
a liale insane. The US sports a P/Book of 2.9x and P/Sales of 1.9x, whereas Japan sits at 
1.3x and 0.80x respecMvely. Sure, there's good reasons why Japan should be trading at a 
discount to the US but should it be that much of a discount?  

Now here is a thought... an idea to ponder… and the essence of this week's Weekly Insider! 
Japan has been "ravaged" by deflaMon since the early 1990s: 

And we have seen the Japanese 10-year (JGB) go from about 7% in 1990 down to 0 now. 
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The stock market, for the most part, has performed as an inverse of the bond prices. A 
picture paints a thousand words: 

Everything is interconnected and Japan has managed to get away with much of their 
exisMng monetary policies as other economies, most notably the Eurozone and the US, have 
taken up much of the "slack".  

What's more is that globally coordinated central bank policies have seen levels of 
cooperaMon unheard of prior to the last couple of decades. As these policies change from 
"all for one and one for all" to "I alone" - a topic I've spent a considerable amount of Mme 
discussing on the blog (naMonalism, resultant protecMonism, and so forth) - we're likely to 
see the pressures and stresses become far more acute. Obviously, this isn't only true of 
Japan but has global consequences but Japan is the topic for the day so let's go there. 

Unthinkable to most but let me ask you the quesMon: what would happen if what we saw in 
the last 27 years (1990 unMl now) reversed course? That is inflaMon started to rise 
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consistently and JGB yields started to rise. Does it mean that the bear market that has 
lasted 27 years in equiMes would come to an abrupt end?  

The bond market's a liale more tricky because in the iniMal phases the "slack" can and 
currently is being taken up in the currency and as such bond yields could conceivably stay 
low while the release valve remains the yen. If - or indeed when - those pressures become 
too great then the bonds break too because if you think about it sovereign bonds are 
nothing more than long dated currency, but I think we're a liale ways off that yet. 

I'm thinking here (hard to prove objecMvely) that aier a 27-year bear market in Japanese 
equiMes wouldn't these equiMes have become concentrated in the hands of a relaMve few? 
In essence this reduces the marginal pool of sellers, reducing liquidity (which we've seen 
already), and ulMmately means that it won't take too much capital to push equites materially 
higher. Note also the anMcs of the Japanese government who have been buying Japanese 
equiMes, the ulMmate effect of this is to reduce liquidity. 

And where has all the capital in Japan gone in the last couple of decades? Into JGBs. So 
here we have an extremely crowded market on the long side in bonds. This means a huge 
pool of marginal sellers and few (if any) buyers.  

Of course, I know you are itching to ask the quesMon: so is inflaMon about to take off in 
Japan? Well, I know that Japan is the least prepared country in the world to actually deal 
with inflaMon despite Abe's conMnuous drooling over the prospect of same.  

Remember, for the last 25 years or so everything in Japan has been built/valued under 
condiMons of no inflaMon, and don't forget humans typically extrapolate the recent past into 
the future. Certainly we can see this in the Japanese equity futures markets. 

I do suspect that inflaMon globally is about to surprise on the upside and that this will also 
occur in Japan as a consequence of both all the "ultra easy monetary" policy anMcs of 
central bankers over the last 7 years as well as a contracMon in USD liquidity (this is a topic 
for another day but for more on that feel free to read my arMcles on the eurodollar market). 

However, this point of view isn't what really interests me but rather it is the payoff of what 
happens if inflaMon rockets in Japan.  

InvesMng is both a maaer of probabiliMes but also just as much a maaer of payoff based on 
probabiliMes. If, for example, the probability of something happening is high but the 
resultant payoff for acMng on that probability is extremely low or even negaMve then it 
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makes liale sense to parMcipate. We're naturally looking for the other set of extremes and 
this is where Japanese equiMes are very interesMng.  

So back to the payoff… 

If this happens (inflaMon), then as crowded as JGBs have become over the last 5 years so, 
too, will become Japanese equiMes. And, and this is important, if we're wrong, the cost of 
entry right now is ridiculously low. Provided you size your posiMon right within your enMre 
porkolio, the risk/reward is skewed in our favour. 

Japanese equiMes, which have been a trend trader's worst nightmare over the last 25 years, 
may well become the ulMmate wet dream of trend traders.  

So with the foregoing discussion in mind you are going to find us Mlt our analysis/thinking 
towards opportuniMes presenMng themselves in Japanese markets over the coming weeks 
and months. 

The Weekly Insider isn't so much about specific "Trade Alerts" but rather thoughts for the 
week. SomeMmes these are "lightbulb" moments and other Mmes these are topical news 
stories occurring during the week. 

I did come across a news item for the week which I thought was applicable to Japan and a 
sector that we are interested in for its "extreme pessimisMc qualiMes": 

Now, I have been around long enough in this "elaborate" game of trading to know that this 
sort of behavior happens, more oien than not, at the boaom of a cycle for that sector. It 
does remind me of when Conoco and Marathon spun-off their oil refining businesses in 
2012 only to witness these businesses (Phillips 66 and Marathon Petroleum) do beaer than 
Conoco and Marathon ever since.  
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Conversely, when do mergers and big takeovers happen? At the top of a market when 
everyone is confident. Remember BHP trying to takeover Rio and Potash at the top of the 
"mining super cycle" in 2011/12?  

It was, in fact, in the late 90s that I cut my teeth in the investment banking world where we 
(royal we) were involved with the tech mania and those mergers and takeovers that we all 
look back on now with amusement.  

The hard quesMons are asked and addressed in the face of adversity, not opMmism. 

Now, I am not so interested in Mitsubishi Heavy but rather Mitsui Engineering and 
Shipbuilding, which has caught my eye since I love big cap stocks that have fallen on hard 
Mmes and have traded in a sideways direcMon for an extended period of Mme. The longer a 
market moves in a sideways trading range the more intense the resulMng upward move will 
typically be. 

Speaking of long-term trading range: there are lots of Japanese companies that have been 
displaying the same sort of behavior as Mitsui and a number of them are "household" name 
companies. Take Canon and Ricoh as examples: 
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I think with these stocks the skew is heavily towards the upside. 

And no discussion about Japan would be complete without reference to Toshiba. What a 
mess: 

Is there opportunity in the Toshiba disaster?  

Well, maybe but not likely for equity holders. Buying the bonds at some point will probably 
make sense but why not find another company that isn't "fundamentally impaired" where a 
100% return (the move required for Toshiba to get back to where it was before it fell into 
the abyss) is a mere blip on the chart and where that 100% return isn't an "if" but rather a 
quesMon of "when". 

In this respect, I'd rather invest in Nippon Yusen Kaisha than the death spiral that is Toshiba.  
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That is my thoughts for the week, and I am rather proud that I didn't lower myself to talk 
about Yellen, the Fed, and that rate hike anMclimax. 

Sincerely, 

Chris MacIntosh 

Founder & Editor In Chief, Capitalist Exploits Independent Investment Research 
Founder & Managing Partner, Asymmetric OpportuniMes Fund 
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The informa2on provided in this publica2on is private, privileged, and confiden2al informa2on, licensed for your sole 
individual use as a subscriber. Capitalist Exploits reserves all rights to the content of this publica2on and related 
materials. Forwarding, copying, dissemina2ng, or distribu2ng this report in whole or in part, including substan2al 
quota2on of any por2on of the publica2on or any release of specific investment recommenda2ons, is strictly 
prohibited. 

Par2cipa2on in such ac2vity is grounds for immediate termina2on of all subscrip2ons of registered subscribers deemed 
to be involved at Capitalist Exploits. Capitalist Exploits reserves the right to monitor the use of this publica2on without 
disclosure by any electronic means it deems necessary and may change those means without no2ce at any 2me. If you 
have received this publica2on and are not the intended subscriber, please contact admin@capitalistexploits.at. 

Disclaimers 

Capitalist Exploits website, World Out Of Whack, Insider, and any content published by Capitalist Exploits is obtained 
from sources believed to be reliable, but its accuracy cannot be guaranteed. The informa2on contained in such 
publica2ons is not intended to cons2tute individual investment advice and is not designed to meet your personal 
financial situa2on. The opinions expressed in such publica2ons are those of the publisher and are subject to change 
without no2ce. The informa2on in such publica2ons may become outdated and there is no obliga2on to update any 
such informa2on. You are advised to discuss with your financial advisers your investment op2ons and whether any 
investment is suitable for your specific needs prior to making any investments. 

Capitalist Exploits and other en22es in which it has an interest, employees, officers, family, and associates may from 
2me to 2me have posi2ons in the securi2es or commodi2es covered in publica2ons or the website. Corporate policies 
are in effect that aPempt to avoid poten2al conflicts of interest and resolve conflicts of interest should they arise, in a 
2mely fashion. 

Capitalist Exploits reserves the right to cancel any subscrip2on at any 2me, and if it does so it will promptly refund to 
the subscriber the amount of the subscrip2on payment previously received rela2ng to the remaining subscrip2on 
period. Cancella2on of a subscrip2on may result from any unauthorized use or reproduc2on or rebroadcast of any 
Capitalist Exploits paid publica2on/s, any infringement or misappropria2on of Capitalist Exploits proprietary rights, or 
any other reason determined in the sole discre2on of Capitalist Exploits. 

Affiliate No8ce 

Capitalist Exploits has affiliate agreements in place that may include fee sharing. If you have a website and would like 
to be considered for inclusion in the Capitalist Exploits affiliate program, please email admin@capitalistexploits.at. 
Likewise, from 2me to 2me Capitalist Exploits may engage in affiliate programs covered by other companies, though 
corporate policy firmly dictates that such agreements will have no influence on any product or service 
recommenda2ons, nor alter the pricing that would otherwise be available in absence of such an agreement. As always, 
it is important that you do your own due diligence before transac2ng any business with any firm, for any product or 
service. 
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