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Strong economy plays leading role while Italian debt, European banks and trade wars are
background noise
Maybe we should just call this week’s missive a “Sunday school picnic” as in it won’t be a “Sunday
school picnic”. What we are referring to is the potential for an Italian debt crisis that will make the
Greek debt crisis of 2011-2012 look like…… well you get the picture. But there is more. Deutsche Bank
has been deemed a problem bank. A collapse of Deutsche Bank would make the collapse of Lehman
Brothers in 2008 look like…. well you get the picture here as well. We could have added Trump’s
trade wars as well. Trump believes “trade wars are good”. Too bad history doesn’t support him. Will
this be the trade war to end all trade wars? Not likely. But we don’t know where this is going as it is
fast becoming the U.S. vs. the world. And we didn’t even add there is also the sanctions against Iran
and Russia. Sanctions are just another form of trade war. All we need is a naval blockade and then
you could have a real war. The G6+1 meeting in La Malbaie, Quebec next weekend ought to be
interesting. Even the potential for some fireworks. Will Trump even show up? All of it is too bad
because La Malbaie is a beautiful setting, to which I can attest, having visited there a few times. Our
Prime Minister will have his hands full.
These are the themes seen over the past week. We term this past week as a potential week to
remember. None of it was good. But we have a peek at them all – Italy, the EU, and, of course the
looming trade wars. We briefly look at some history of trade wars. None of it is good. But the markets
didn’t care. It sold off initially but by the end of the week stellar jobs numbers in the U.S. snapped the
market back to the upside. All the other news is background noise. It passes as long as the economy is
good. But when the economy turns sour the complacency will likely turn to panic.
In addition to including stocks with above average growth, below average valuation (lower is better),
low historical risk and above average Return on Equity and above average annual dividend growth,
the Canadian Dividend Strategy is also designed to allocate to cash in a sustained market decline.
We have our usual array of charts. We even look at an alternative to our traditional 2 year – 10 year
Recession Watch Spread (page 19) as a clue to any oncoming recession. Our Chart of the Week (page
28) looks at monetary conditions. Money growth is slowing and that in conjunction with rising
interest rates is not a positive sign. But debt is growing and as we have pointed out before debt is
growing faster than the economy itself.
Have a great week!
DC
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“If you owe ten pounds to the Bank of England, you get thrown in jail, but if you owe a million
pounds, they invite you to sit on the Board”
—Phillipe Reis, author, Asian Storm: The Economic Crisis Examined
“Today, the rich are the haves and the poor are the have-nots. Tomorrow, the rich will be the havefood and the poor will be the have-not food.”
—Bill Gaede, author, Why God Doesn’t Exist
“People were lost and people were scared and their lynch ropes couldn't reach bankers or
stockbrokers, so they looked for targets closer to home.”
—Dennis Lehane, author, Mystic River, Shutter Island, Gone Baby Gone
This might turn out to be a week to remember. No, stock markets globally haven’t crashed, but they
have been shaken. International markets, particularly in the EU, were hit harder than U.S. markets.
The trigger was the potential for another EU debt crisis—this time, not centered on Greece but on
Italy, the world’s ninth largest economy. In 2011 the Dow Jones Industrials (DJI) fell almost 20% as the
PIIGS (Portugal, Italy, Ireland, Greece, Spain) debt crisis shook global markets.
At the time the debt crisis was centered mostly around Greece, a country with a GDP in 2011 of about
$288 billion and government debt of about $370 billion. The crisis almost tore the EU apart and global
markets were on tenterhooks as to whether the crisis could spread. The ECB dropped interest rates
to zero and even lower and embarked on its own version of quantitative easing (QE) to stem the
crisis.
But a debt crisis centered around Italy would make Greece’s crisis look like a ``Sunday school picnic``.
Italy’s GDP is almost $1.9 trillion and its government debt outstanding exceeds $2.3 trillion. Worse, its
banks are effectively walking zombies. It was estimated that non-performing bank loans in Italian
banks were almost 20% of total loan value. Banks have been effectively bailed by the state, and there
have been bail-ins whereby depositors’ funds are converted to equity. There have been some
reforms, but there remain serious structural problems. Italy is a country that is burdened with an
excessive bureaucracy, uncompetitive industries, convoluted politics, and corruption.
In the March 2018 election two anti-establishment, Eurosceptic parties gained power while a third
center-right party did not have enough seats to form a government. Since March, no party has been
able to form a government. The result is a hung parliament, although it seemed this week that
situation was coming to an end as the two Eurosceptic parties, one from the right, one from the left,
appeared to find a way to form a government. The political crisis is potentially turning into a debt
crisis. The threat of yet another election could return a populist party bent on taking Italy out of the
EU.
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Italy’s bond market is the fourth largest in the world behind the U.S., Japan, and China. The result of
all of the political chaos sent bond yields in Italy soaring (prices falling as prices move inversely to
yields) and stock markets falling. It was no surprise either that the Euro fell sharply as the US$ jumped
sharply. Gold usually falls when the US$ rises, but generally held with a slight upward bias. Chaos is
good for gold.

Source: www.tradingeconomics.com
The Italian 10-year government bond leaped 150 basis points to over 3%. The speed at which the
market rose (yields) caught most by surprise, especially considering it is central banks who are the
prime holders of Italian debt. And it wasn’t just contained to Italy as bond yields in Portugal, Greece,
Spain, and other weaker EU countries also jumped. The beneficiaries of the chaos were bonds in
Britain, the Netherlands, Germany, Switzerland, and the U.S. as their prices jumped and yields fell.
Stock markets globally were hit to varying degrees. The DJI at one point was down 500 points on May
29, 2018. The Italian stock market, as represented by the FTSE MIB, was down roughly 12% in May.
But this crisis goes beyond just Italy and its Eurosceptic parties that have gained political power. It is
the survival of the EU itself that could be at stake. Italy is just another country being torn apart by
growing nationalism. Other EU countries such as Poland and Hungary are also under the grip of rightwing nationalist parties. It shows itself as well in the nationalist policies of the U.S. under Trump
where globalization, global financial flows, and international trade are under attack. Trump has now
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slapped steel and metal tariffs on the EU, Canada, and Mexico. Trade wars are sure to escalate with
China as well.
The EU was ill conceived from the get go despite the desire to unite the countries. But it was always
an unequal marriage with Germany and France and even Britain at the center with the others around
it. The common currency caused dislocations. There was a common currency, but there was no
political oversight. For some, especially Germany, the common currency was a boon as it effectively
devalued the Deutsche Mark. But for others such as Italy and Greece it meant they lost control of
their currency (Lira, Drachma) as the Euro was effectively an upward revaluation of their currencies—
currencies they could no longer control.
With Germany, France and even the Netherlands and Austria as strong currency countries they
thrived. They have a $1 trillion trade surplus with the rest of the EU and the Eurozone. Result thriving
wages in countries like Germany, France etc. but beaten down wages in the Mediterranean countries
and Eastern Europe. Many Eastern European countries joined the EU and the Eurozone figuring it
would be better for them. It hasn`t been. Unemployment in the Euro area averages according to The
Economist 8.5%. But it is 3.4% in Germany and 11% in Italy. In others like Greece and Spain it is 20.8%
and 16.1% respectively.
Yes, there was a central bank in the ECB but its powers were considerably less than the Federal
Reserve. Each country continued to have its own central bank, sometimes seeming in opposition to
the ECB. With no political control the ECB may have a solution but be opposed by the politics of the
country or its central bank as was the case with Greece during the 2011-2012 crisis.
The financial crisis is not just limited to Italy as other countries such as Venezuela, Argentina, the
Philippines, and Turkey are also gripped with both political and financial crises. A massive amount of
debt denominated in US$ is not helping as a rising US$ coupled with rising U.S. interest rates makes
that debt more expensive. That debt lies predominantly in emerging markets.
The financial crises flow over into the international banking system. Rumours persist that Deutsche
Bank, one of the largest banks in the world (17 th with assets estimated at $1.8 trillion) is once again
potentially in trouble despite slashing costs and staff. A collapse of Deutsche Bank would make the
Lehman Brothers collapse in 2008 look like a “Sunday school picnic”. But Deutsche Bank is a bank in
the category of “too big to fail.” Or is it? Deutsche Bank has fallen to new all-time lows. The FDIC has
declared Deutsche Bank is a problem bank. The fear is there are hidden derivative losses. Here is a
comparison with Lehman Brothers.
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Source: www.stockcharts.com
Trade wars have a very checkered (and dangerous) history. The tariffs imposed by the U.S.
accomplish little except to trigger retaliation. Trade wars tend to become a game of one-upmanship.
They can also lead to real wars. Bizarrely, President Trump thinks “trade wars are good.” History does
not support him. Without going into details, we can go back centuries to see the negative results of
trade wars. The events leading up to the American Revolution (remember the Boston Tea Party) in
1775–1783 were sparked by tariffs (taxes) placed on goods by Britain. Fast forward a century later
and a British trade deficit, especially on tea from China (there is tea again) sparked Britain to export
opium to China. Opium created an epidemic and the Chinese, in retaliation, put tariffs on it and then
banned it. That sparked what became known as the Opium Wars in 1839–1842 and 1856–1860.
But it was the trade wars that preceded both WW1 1914–1918 and WW2 1939–1945 that were the
most devastating. As historians note, globalization is a cyclical process. It rises and falls as backlashes
result in rising nationalism, xenophobia, and inequality and social unrest. Many note the enactment
of the Smoot-Hawley Tariff Act of 1930 as a leading cause of the Great Depression and events that
triggered WW2.
Today’s events appear to be more akin to the events leading to WW1. Globalization, surges in
immigration, increasing inequality, technological changes, and government policies that appear to
favour the haves while leaving behind the have-nots all conspire to create the same conditions.
Compare the challenge to British global hegemony by Germany before WW1 and today’s challenge to
U.S. global hegemony led by China—and one has the conditions for a perfect storm that gives rise to
demagogues such as Trump and could, in theory, lead to WW3. We live in dangerous times. So far,
the markets don’t seem to care. But they will.
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Source: Deutsche Asset Management www.dws.com
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US Employment Numbers
The U.S. nonfarm payrolls were reported as a gain of 223,000, well above the expected 190,000. This
helped strengthen the US$, sending U.S. stocks higher and gold lower. Trade wars and Italy’s financial
troubles be damned. The April nonfarm payrolls were revised down to 159,000 from 164,000. The
unemployment rate fell to 3.8% (actual 3.75%) (U3) from 3.9%, the lowest level since April 2000. The
U6 unemployment rate (the BLS broadest unemployment measure (U6) includes short-term
discouraged workers and other marginally attached workers, plus part-time workers looking for fulltime employment) came in at 7.6% vs. 7.8%. That’s the best since May 2001. The Shadow Stats
number (U6 plus long-term discouraged workers defined out of official existence in 1994) came in at
21.4% vs. 21.5%.

Source: www.shadowstats.com
In looking at other numbers, the BLS labour force participation rate slipped to 62.7% from 62.8%. This
helps contribute to a lower unemployment rate (U3) because fewer people are working. Yet the
civilian employment population ratio rose to 60.4% from 60.3%. The civilian labour force was higher
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by 485,000, but the number of people considered to be not in the labour force also rose up 170,000.
The number of part-time workers fell by 625,000 while the number employed rose by 293,000. Fulltime employment jumped by 904,000. The number of people unemployed fell by 281,000.
Average hourly earnings rose by 8 cents to $26.92 or 2.7%.
Overall, the May employment report will no doubt be viewed as quite positive and signal the
economy is doing just fine. CNBC will be jumping out of their chairs. The expectation is the Fed will
hike the key rate by another 25bp at the June meeting June 12/13, plus at least one more time in
2018.
The reality is the report hides flaws that suggest the employment situation is not as rosy as they
would like us to believe. Two indicators tell this tale. The first is the labour force participation rate.
Today at 62.7% it is back at levels seen in 1978, a period when more and more people were moving
into the labour force and finding employment. It, of course, was led by women. The labour force
participation rate peaked in April 2000 at 67.3%.

Source: www.stlouisfed.org
The second chart is the Civilian Employment Population Ratio, a reflection of how many are working
out of the civilian population. It stands at 60.4%, up slightly from the previous month. It is at levels
that were last seen in the mid-1980s. What both indicate is that the economy is operating well below
its potential of how many people could be employed. If the two of them were to return to their
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historical highs seen near 2000, then the headline unemployment level (U3) would be closer to 10%
rather than the current 3.8%.

Source: www.stlouisfed.org
The major difference is the high number of discouraged and displaced workers who cannot find
employment and just give up. They are not even counted and typically show up in the ``Not in the
Labour Force`` category. Not everyone in that category is a retiree, full-time homemaker, or full-time
student. Currently that category is 95.9 million, but only 52.2 million are retirees, a level of 54.4%.
Back in 2000 retirees made up 55.5% of those not in the labour force. Since 2000, the category has
gone up by 26.8 million, but of that only 13.8 million were retirees. Does that mean everyone else is
in school or is a full-time homemaker? There are, according to the BLS’s figures, over 9 million people
in the discouraged and displaced category. A veritable army of unemployed, chronically. Many are
homeless.
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Bitcoin Watch!

Source: www.coindesk.com
Bitcoin went sideways this past week, off roughly 0.4%. Bitcoin tested down to $7,000 but failed to
really break under that support level. The subsequent rebound was feeble, so odds of any new
upswing are probably low. Overall, Bitcoin was down roughly 19% in May. The market capitalization
of all cryptocurrencies is now down $330 billion, down $6 billion on the week, and a drop of 26% in
the month of May. There were winners, of course. One called Bytecoin (BCN) jumped 24% on the
month. BCN currently has a market cap of $1.2 billion and is ranked 20th in terms of size. There are
now a mind-boggling 1,640 different cryptos listed at Coin Market Cap, up 17 from the previous
week. We confess the growth in the number of different cryptos and we are baffled as to who would
actually use all of these different cryptos. The biggest users are in Asia—primarily Korea, Japan, and
China.
But nothing has really changed. Regulators continue to circle. The DOJ is investigating (a criminal
probe) into Bitcoin price manipulation. The DOJ is working with the CFTC. The SEC is also lurking in
the background. Despite all of this, it hasn’t halted the start-up funds in the blockchain sector.
Binance is the one of the largest cryptocurrency exchanges and it has announced the launch of a $1
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billion “Social Impact Fund” to foster the growth of blockchain and cryptocurrency start-ups. We
have also seen other plans for blockchain funds and the creation of ETFs. But they are all in Asia.

There remain numerous bulls out there who continue to believe that it is merely a matter of time
before Bitcoin rises to the heights once again. We doubt it, but the fact that so many bulls remain
suggests to us there is further downside. Bitcoin has taken out the key Fibonacci 61.8% retracement
of the rise of Bitcoin from the 2015 low of $162 to the 2017 high of $19,891. Below $4,800 increases
the odds that the market could fall all the way to the lows, although we doubt that will happen.
For the moment, however, a break below $7,000 could set in motion a drop towards $6,000. The low
thus far for the move is around $6,800. Odds are good that level should be taken out. Only a move
back above $8,400 could suggest higher prices.
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MARKETS AND TRENDS
% Gains (Losses)

Trends

Close
Dec 31/17

Close
Jun 1/18

Week

YTD

Daily (Short Term)

Weekly
(Intermediate)

Monthly (Long Term)

Stock Market Indices
S&P 500
Dow Jones Industrials

2,673.63
24,719.22

2,734.62
24,635.21

0.5%
(0.5)%

2.9%
(0.3)%

up
up (weak)

up
up (weak)

up (topping)
up (topping)

Dow Jones Transports
NASDAQ
S&P/TSX Composite
S&P/TSX Venture (CDNX)

10,612.29
6,903.39
16,209.13
850.72

10,893.97
7,554.33
16,043.54
765.94

(0.1)%
1.6%
(0.2)%
(1.2)%

2.7%
9.4%
(1.0)%
(10.0)%

up
up
up
down

up
up
up
down

up (topping)
up (topping)
up
up (weak)

Russell 2000
MSCI World Index
NYSE Bitcoin Index

1,535.51
2,046.47
14,492.18

1,647.98 (new highs)
1,985.92
7,431.67

1.3%
(1.0)%
(0.9)%

7.3%
(3.0)%
(48.7)%

up
down
down

up
neutral
down (weak)

up (topping)
up
up (weak)

192.31
195.71

179.15
189.15

(0.6)%
(0.4)%

(6.8)%
(3.4)%

down (weak)
up (weak)

down (weak)
down (weak)

neutral
neutral

Fixed Income Yields/Spreads
U.S. 10-Year Treasury yield

2.40

2.89

(1.4)%

20.4%

Cdn. 10-Year Bond yield

2.04

2.25

(4.3)%

10.3%

0.51
0.36

0.42
0.33

(6.7)%
(5.7)%

(17.7)%
(8.3)%

US$ Index
Canadian $
Euro
British Pound

91.99
0.7990
120.03
135.04

94.17
0.7710
116.57
133.49

flat
flat
flat
0.3%

2.4%
(3.5)%
(2.9)%
(1.2)%

up
down
down
down

up
down
down
down (weak)

down
neutral
up
down (weak)

Japanese Yen

88.76

91.35

flat

2.9%

down (weak)

up (weak)

up (weak)

1,309.30
17.15
938.30

1,299.30
16.44
906.70

(0.3)%
(0.7)%
0.6%

(0.8)%
(4.1)%
(3.4)%

down
down
down (weak)

down (weak)
down
down

up
neutral
down

1,061.00
3.30

996.60
3.10

2.0%
0.7%

(6.1)%
(6.1)%

up
neutral

neutral
down (weak)

up
up

Energy
WTI Oil

60.42

65.81

(3.1)%

8.9%

down

up

up

Natural Gas

2.95

2.96

flat

0.3%

up

up (weak)

up (weak)

Gold Mining Stock Indices
Gold Bugs Index (HUI)
TSX Gold Index (TGD)

Recession Watch Spreads
U.S. 2-year 10-year Treasury spread
Cdn 2-year 10-year CGB spread
Currencies

Precious Metals
Gold
Silver
Platinum

Base Metals
Palladium
Copper

Source: www.stockcharts.com, David Chapman
Note: For an explanation of the trends, see the glossary at the end of this article.
New highs/lows refer to new 52-week highs/lows.
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Source: www.stockcharts.com
After falling earlier in the week because of trade wars and jitters over Italy, the U.S. stock markets
rebounded on the heels of the better than expected employment numbers. The S&P 500 eked out a
gain on the week of 0.5%. But not everyone participated. In what might be a divergence the Dow
Jones Industrials (DJI) fell 0.5% on the week while the Dow Jones Transportations (DJT) was off a
small 0.1%. The star of the week was the NASDAQ, led by the FAANGs up 1.6%. The small cap stocks
soared to new all-time highs as the Russell 2000 gained 1.3%.
But trade wars and Italy jitters did impact international markets. Here at home the TSX Composite fell
0.2% while weaker gold prices helped push the TSX Venture Exchange (CDNX) down 1.2%. Overseas
they fared worse. The MSCI World Index was off 1%, the China Shanghai Index (SSEC) lost 2.1%, the
Paris CAC 40 dropped 1.4%, the German DAX was down 1.7%, and the Tokyo Nikkei Dow (TKN) fell
1.2%. Only the London FTSE 100 held in but still was off 0.1%.
The S&P 500 appears to be on the cusp of breaking out to the upside. But the market does not appear
to have a lot of strength. Volume and other indicators are not suggesting a major move ahead, even if
the commercial COT remains positive and the small cap stocks have fared much better than the large
cap stocks dominating the S&P 500. Volatility picked up with the drop in the markets in the early part
of week, but fell again when the market rebounded. The S&P 500 could break out and we could see
new highs for this move but only a move above the March high of 2,802 could suggest a move to new
all-time highs. Below 2,700 the S&P 500 begins to look shaky. The DJI could signal further losses on a
break below 24,250.
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Source: www.stockcharts.com
The NASDAQ is suggesting it could make a run to new all-time highs. The NASDAQ is at a potential
channel line but there is not a lot of space between Friday’s close at 7,554 and the all-time high of
7,637. That’s only another 1.1% move. But we do respect divergences and, as we noted, the DJI and
the DJT were down on the week and remain well below their all-time highs. The S&P 500 is as well,
although it looks more positive than either of the DJI and the DJT. We’d prefer the divergences were
showing up between the DJI and the DJT. Still, it is a head-scratcher when one sees the tech-laden
NASDAQ approaching new all-time highs and the small cap Russell 2000 and S&P 600 making new alltime highs and the large cap stocks staying well back of their highs. It is these kinds of divergences
that potentially make for a final high. Time, of course, will tell. The NASDAQ begins to break down
under 7,350 and especially under 7,200. Oh, and did we mention what looks like a developing
ascending wedge triangle on the NASDAQ. If correct, that is bearish going forward.
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Source: www.stockcharts.com
Here is the Russell 2000 fresh off of a new all-time high. The Russell 2000 (and the S&P 600) are
diverging with the large cap stocks represented by the DJI and the S&P 500 and they are diverging
with indicators that are not making new highs along with the price. Just something to watch for. A
break under 1,620 could signal the end of this rally. Otherwise, there does appear to be room to
move higher.
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Source: www.stockcharts.com
This is the PowerShares QQQ NASDAQ 100. It is an ETF representing the NASDAQ 100. What is
interesting about this chart is the QQQs appear to be making an ascending wedge triangle as it rises
towards its previous all-time of 174.93 seen in March 2018. It might have a little more wiggle room to
the upside early this week, but our suspicion is if this ascending wedge is correct it should soon run
out steam, turn around, and fall once again. The wedge begins to break under 168.50 and suggests
the QQQs should fall back at least to 160 once again.
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Source: www.stockcharts.com
The German DAX may have completed a 5-wave advance with the top in October 2017. Since then,
the DAX has made an attempt at taking out those highs in early 2018 and then failed and fell sharply
into March. The recovery has been going well but appears to have run out of steam and is now
turning down again. A firm break below 12,600 would suggest that the DAX is more likely poised to
test the recent lows. Italy jitters are at the heart of the problem. As well, maybe nervousness about
Deutsche Bank.
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Source: www.stockcharts.com
Trade wars and Italy jitters sent investors into the safety of U.S. Treasuries, German Bunds, and even
British Gilts this past week. The result was the 10-year U.S. Treasury note yield fell initially down to a
low of 2.77%. It also broke the long uptrend line from the low seen last September 2017 at 2.05%. It
also suggests that the 10-year may have topped (in yield, bottomed in prices as yields are inverse to
prices). Regaining back above 3.00% would suggest that the uptrend is not over just yet. And we do
remain shy of our original target of a yield of at least 3.20%. A break of 2.70% would probably seal the
deal that the rise in yields is over. But it would also suggest something is going amiss and that U.S.
Treasuries are being sought for safety, as was the case in the early part of the week. The better than
expected nonfarm payrolls steadied the bonds on Friday and the yield rose to close the week at
2.89%.
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Recession Watch Spread

Source: www.stockcharts.com
With the expectation that the Fed will likely hike its key rate at the upcoming Fed meeting June 12 to
13 by at least another 25bp the 2-year–10-year spread narrowed slightly this week to 0.42%. It is now
just above the previous low of 0.41%. The spread still does not suggest an approaching recession.
Usually the spread has to go negative for a period of at least four months. But the direction remains
firmly to the downside.
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Source: www.stockcharts.com
There has sometimes been a discussion as to which spread is a better indicator of an impending
recession: the 2-10 spread or the 3-month bill–10-year spread. So here we show both on top of each
other. As one can see, there is little to choose between the two. Both went negative in 2000 and
again in 2007 before the recessions of 2000–2002 and 2007–2009. Currently, the 2–10 spread
appears to be the weaker of the two, but with impending Fed hikes the 3M–10 spread should narrow
further. The 2–10 spread appears to lead the 3M–10 spread, so the current weakness of the 2–10
spread vs. the 3M–10 spread appears to be normal.
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Source: www.stlouisfed.org
We might want to keep an eye on credit quality. This is spread between Moody’s Baa Corporate
Bonds and the U.S. 10-year Treasury note. A spread of 2% appears to be the dividing line. Below 2%
and all is good, but above 2% credit quality is a concern. Note the spike during the 2008 financial
crisis. The tendency of this indicator is that credit spreads rise as the market deteriorates, but fall
when things improve. As was shown in the 2008 financial crisis it can change quickly and rise quite
quickly. It has moved higher recently but still remains below 2%. A move above 2% would be a strong
signal to make sure one is out of weak credits. And it also would indicate impending trouble.
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Source: www.stockcharts.com
Has the US$ Index topped? For some time now, we have noted a potential target for the US$ Index
up to 95 or just a bit beyond. This week we hit a high of 94.97 before the US$ Index backed off,
closing at 94.17 leaving it with a small gain of just 0.1%. Trump’s announcement of tariffs for Canada,
Mexico, and the EU triggered the US$ Index lower after it was political instability and a potential debt
crisis in the EU (Italy) that took the US$ higher. It could be that this week’s pullback from the highs is
merely a launch for another run at 95 and a higher high. Odds are pretty good that is the case as the
rise from 88.53 back in March 2018 does not appear to be over.
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Source: www.stockcharts.com
Gold fell this past week, losing 0.3% and is now down 0.8% on the year. The catalyst for the drop was
Friday’s nonfarm payrolls that came in higher than expected. Everyone now expects the Fed to hike
rates 25bp at the upcoming Fed meeting June 12–13. Gold has struggled to hold its head above
$1,300 closing as it did Friday just below that level. Further resistance has built up at $1,310. There is
even further resistance seen up to $1,320 to $1,325. Above $1,325, a stronger move could get
underway. We continue to believe gold has completed an abcde type of pattern and the next
significant move should be to the upside. The caveat is a move back under the recent low at $1,281.
The conditions for gold are there (debt, the potential for a financial crisis, global geo-political
instability, trade wars, and political instability), but no one seems to care. A Fed rate hike has proven
to be a catalyst for a gold rally in the past. We expect the same to occur again.
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Source: www.cotpricecharts.com
The gold commercial COT slipped this past week to 36% from 39% the previous week. The large
speculators COT (hedge funds, managed futures, etc.) rose to 71% from 66%. Are commercials losing
their bullishness? It would appear that they are at least faltering. Maybe it’s because their patience is
wearing thin in terms of a move to the upside. Nonetheless, this past week both long and short open
interest fell suggesting some caution coming in. We are still over a week away from the Fed so it is
hard to understand their reluctance to stick with their positions. Short open interest fell just under
10,000 contracts while short open interest fell almost 32,000 contracts. Falling open interest is
associated more with a cautionary market as it lightens up before an important event (the Fed
Meeting of June 12–13).
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Source: www.stockcharts.com
Silver prices meandered this past week, losing almost 0.7% and are now down 4.1% on the year. The
pattern continues to look positive and silver still appears to be forming a multi-month huge head and
shoulders bottom reversal pattern. What is needed is an end to the recent sideways trading and give
us some direction. One could argue that shift could be to the downside, but it is unlikely given the
huge basing that appears to have taken place over the couple of years. It is instead more like a launch
pad for a potential significant move to the upside. A firm break above $17.75 could send silver prices
sharply to the upside with potential targets up to $22.40. We suggest that only a break below $16.25
could change this seemingly more bullish scenario. But, like gold and the gold stocks, silver’s
performance has been frustrating. Bearish sentiment towards silver continues to hover down near
10%—meaning, it is hard to find a bull anywhere.
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Source: www.cotpricecharts.com
The silver COT, like the gold COT, is now somewhat confusing. The commercial COT remained
unchained at 41%. However, there was a rise by roughly 5,000 contracts in short open interest along
with about a 1,000 contract rise in long open interest. The large speculators COT rose to 56% from
55% with a rise of almost 5,000 contracts in long open interest, along with a rise of just under 3,000
contracts in short open interest. The silver COT remains bullish, but diminished in its bullishness over
the past couple of weeks.
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Source: www.stockcharts.com
Gold stocks, as represented here by the TSX Gold Index (TGD), continue to frustrate and tease. The
TGD actually fell this past week, losing 0.4%, and is now down almost 3.4% on the year. Still, that is
better than the U.S-based Gold Bugs Index (HUI) that lost 0.6% this past week and is down 6.8% year
to date. Gross underperformers. But gold stocks remain cheap compared to the metal and sentiment
towards the gold stocks, while not rock bottom, is not exactly robust either. The Gold Miners Bullish
Percent Index (BPGDM) sits currently at 46.4%. While these are not exactly depressive levels, they are
also nowhere near elation levels. There is room for growth. The TGD continues to form what appears
to be a rising or ascending triangle. The break level is just below 193 with a level of secondary
resistance seen near 198. Once over 200 the TGD could start a move that could see it rise to potential
targets near 265. A breakdown under 185 would negate the bullish scenario and lead to a re-test of
the recent lows.
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Chart of the Week

Source: www.stlouisfed.org
Ever since the Fed announced back in 2015 that it would be embarking on a period of hiking interest
rates and divesting itself of its huge portfolio (the opposite of quantitative easing (QE), quantitative
tightening (QT)) monetary growth has been falling. Monetary growth is the lifeblood of the economy
because without monetary growth, economic growth would tend to stagnation and then contraction
if conditions became too tight. Yet, as the chart above of M2 money stock annual growth, along with
GDP annual growth, it shows that M2 growth has been slowing now for a period of two years dating
back to 2016. Periods of slowing monetary growth eventually show up as periods of stagnation or a
slowing economy, if not outright recession. We saw that in the 1980s where slowing economic
growth accompanied the slowing in monetary growth. Following a burst of monetary growth, the
economy predictably took off. We saw that in the 1990s and in the 2000s before the onset of the
global financial crisis. Given the sluggishness of economic growth (GDP) we wonder when it will turn
from stagnation to contraction, given the ongoing contraction in monetary growth since 2016.
Our second chart below shows the monetary base which in many respects is also a substitute for the
Fed’s balance sheet. The huge burst in growth of the monetary base occurred as a result of the global
financial crisis of 2007-2009. The monetary base soared from roughly $800 billion to over $4 trillion.
But for the past few years its growth has been negligible, indeed it is contracting as a result of QT. QT
like interest rate hikes is a tightening of monetary conditions. Eventually it will come home to roost
with contracting economic growth.
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Source: www.stlouisfed.org
Our third and final chart is debt growth. This chart includes all debt (U.S. only) of government,
corporate, and consumer. Note how debt grew consistently up until the mid-1980s before
contracting with a series of financial crisis in the late 1980s that led to the early 1990s recession. Debt
grew again throughout the 1990s but slowed at the end of the cycle and the result was the early
2000s recession. But debt growth contracted considerably following the financial crisis of 2008. Since
then it has been growing again. This only goes up to the end of 2017. Since then roughly $1.5 trillion
has been added in just five months, an annual growth rate of over 5%. No, the rate of growth isn’t as
high as it was back in the 1970s or even the 1990s and that is another explanation as to why GDP
growth has been sluggish coming out of the last recession. Dollar-wise, debt growth has been huge as
the U.S. has added some $20 trillion in debt since 2008 (includes government, corporate and
consumer debt).

Source: www.stlouisfed.org
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Disclaimer

GLOSSARY
Trends
Daily – Short-term trend (For swing traders)
Weekly – Intermediate-term trend (For longterm trend followers)
Monthly – Long-term secular trend (For longterm trend followers)
Up – The trend is up.
Down – The trend is down
Neutral – Indicators are mostly neutral. A trend
change might be in the offing.
Weak – The trend is still up or down but it is
weakening. It is also a sign that the trend might
change.
Topping – Indicators are suggesting that while
the trend remains up there are considerable
signs that suggest that the market is topping.
Bottoming – Indicators are suggesting that
while the trend is down there are considerable
signs that suggest that the market is bottoming.

David Chapman is not a registered advisory service
and is not an exempt market dealer (EMD). He
does not and cannot give individualised market
advice. The information in this newsletter is
intended only for informational and educational
purposes. It should not be construed as an offer, a
solicitation of an offer or sale of any security. The
reader assumes all risk when trading in securities
and David Chapman advises consulting a licensed
professional financial advisor or portfolio manager
such as Enriched Investing Incorporated before
proceeding with any trade or idea presented in this
newsletter. Before making an investment,
prospective investors should review each security’s
offering documents which summarize the
objectives, fees, expenses and associated risks.
David Chapman shares his ideas and opinions for
informational and educational purposes only and
expects the reader to perform due diligence before
considering a position in any security. That
includes consulting with your own licensed
professional financial advisor such as Enriched
Investing Incorporated. Performance is not
guaranteed, values change frequently, and past
performance may not be repeated.
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