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October Bottom, or Bull End with Strong Gold, but No Recession Yet amidst Fed Attack and Bitcoin Precipice

Another dramatic week especially for the markets as a sharp stock market decline got underway. So is this it?
The end of the bull market? Can’t quite say but there continue to be a lot of negative signs. Any breakdown
under the February lows would suggest that a new bear market is underway that will over time fall 50% +. If
current levels continue to hold then we could yet see another uneven rebound to new highs. But time is
running out on this market. Gold jumped, and the gold stocks had an excellent week but then they are coming
from a deep hole. Our Chart of the Week (well charts actually) (page 32) look at how gold has outperformed
during market drops. The Canadian Dividend Strategy is designed to allocate to cash during a sustained
market decline.

Film has played a role in describing past market collapses. We take a look at how film has played a role in
describing market collapses both through dramas and documentaries. We muse on how the current period will
be appear on film. At the center of attention these days is the President. He's been the center of attention
since he first entered the race three years ago. We look at Trump’s attacks on the Fed and the role of the Fed.
A report on the cryptos outlined huge losses because of fraud, hacks and thefts. As well as regulators concerns
over money laundering. Bitcoin still looks like it's poised to collapse further but the bulls are ever hopeful.
They may even get a false upside breakout.

We have our usual array of charts plus a Goldman Sachs bear indicator and a look at the Chinese yuan. Our
recession watch chart the 2-10 spread (page 19) narrowed this week but it remains far from hinting about any

impending recession.

It's October. Markets are scary. But bottoms often occur in October as well and we may yet be poised for one
more upward run. But time is running out.

Have a great week!

DC
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“There are three ways to make a living in this business: be first, be smarter, or cheat.”
- John Tuld, played by Jeremy Irons in Margin Call (2011)

“If we're right, people lose homes. People lose jobs. People lose retirement savings, people lose pensions.
You know what | hate about fucking banking? It reduces people to numbers. Here's a number - every 1%
unemployment goes up, 40,000 people die, did you know that?”

- Ben Rickert, played by Brad Pitt in The Big Short (2015)

“Listen me out! Money, capital, has a life of its own. It's a force of the nature like gravity, like the oceans, it
flows where it wants to flow. This whole thing with the Arabs and gold is inevitable, we're just going with
the tide. The only question is whether you wanna let it go like an unguided missile and raise hell or whether
you wanna keep it in the hands of responsible people, keep it channable, keep it quiet.”

- Maxwell Emery, played by Hume Cronyn in Rollover (1981)

Films about the financial world hold a certain fascination. They are often an inside look at how Goldman Sachs
really operates. What is even more amazing is that surveys with people who work in the industry have
consistently noted that many of the films are not only good films, they get it right. | can recall watching
episodes of the series Traders 1996-2000 and was surprised at just how well it jibed with my own experiences
in the investment industry right down to the office intrigues and yes even the affairs. Traders for those who
may not know was a Canadian production that ran on Global TV and CBC TV. It centered on the employees of
Gardiner Ross a fictitious Bay Street (Canada’s Wall Street) investment bank.

Even financial films that were to an extent played it for laughs got it right. Trading Places (1983) did an
excellent job of portraying the freneticism of the trading floor quite accurately. While | never traded in the
Chicago Mercantile Exchange (CME) pits | vividly remember visits and watching with amazement the coiled
waiting for the bell to ring to start trading. And when the bell rang it was just chaos. There was even one guy
wearing a hockey helmet. The same could be said visiting the brokerage firms that dealt in the interdealer
trading of financials, energy, foreign exchange and more. In a small crowded room at a huge crowded desk
there were a few dozen brokers all manning phones. | was told to stand back, not that there was any room
between the traders and the wall. | quickly found out why as again when the bell went to open the market it
was chaos and | was almost trampled to death, and strangled by the phone cords. It was as if | wasn’t even
there.

Those were the trading floors — crowded, noisy, chaotic. | once watched an FX dealer so upset with his trade he
picked up a chair and threw it into a bank of monitors. The trading room carried on as if nothing had
happened. But it went beyond the trading floors and into the rarified world of corporate finance where it was
different but still a seething world. Those worlds were portrayed brilliantly in films like Wall Street (1987) and
Margin Call (2011). Even the films about boiler room firms got it right such as The Wolf of Wall Street (2013)
right down to the lying, cheating, the affairs, sex and more. Certainly, one of the most fascinating films was The
Big Short (2015) that depicted how a bunch of guys took advantage of what they saw as an anomaly in the
markets that was going to blow up. It did and that was the 2007-2009 financial crisis.
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The world of the investment bank is traders, corporate finance, legal, management, human resources, IT, and
quants. Quants were virtually unknown until the 1970’s but today they are the backbone behind risk
management, hedge funds, investment banking, asset management and private equity firms. They make the
system work calculating algorithms, probabilities, statistics, and advanced modelling. Probability distribution is
one of the most common seen in the world of probability theory and statistics. It is the basis of university
finance degrees. As one former derivatives dealer told me they all sat around and calculated their normal
distribution curves. As long as the defaults didn’t exceed 4% they all got filthy rich. Over 4%, they were
bankrupt. The odds were exceedingly low of that happening until it did in the 2007-2009 financial crisis. The
smartest guys in the room weren’t so smart after all.

Documentaries have also dominated. Each crisis often brings us an array of documentaries trying to piece
together what happened. Inside Job (2010), Too Big to Fail (2011) came out following the 2007-209 financial
crisis. Enron, the Smartest Guys in the Room (2005) came out following the high tech/dot.com crash of 2000-
2002 while Other People’s Money (1990) documented the savings and loans scandal of the 1980’s. PBS in the
U.S. brought us some fascinating documentaries about the crash of 1929 and the Great Depression.

What all of these films do not say is that despite the best intentions of presenting what went wrong on film
history shows that the same mistakes are made over and over again. This Time is Different: Eight Centuries of
Financial Folly (Reinhart & Rogoff, 2009) documented how throughout history, rich and poor countries have
been lending, borrowing, crashing and recovering their way through an extraordinary range of financial crises.
Each time, the experts said “this time is different” — claiming the old rules of valuation no longer applied and
the new situation bears little similarity to past disasters. We lifted that straight from the back cover of Reinhart
and Rogoff's book. No need to make it up. It just bears repeating.

This past week the stock markets went through a mini-crash. They may recover, or they may not. The
President tells everyone that his is the greatest administration in history that they have created more jobs,
that growth has soared, and things are getting better. Except anyone who spends barely a minute fact
checking that boast knows that is utter nonsense. What we do know is that the world has accumulated more
debt than it has at any point in history ($245 trillion at last count and rising up over 40% since the crash of
2008). Financial crises are all about debt collapse. It doesn’t matter who accumulates the debt — government,
corporations, banks and the consumer the end result is usually the same. Bankruptcy and debt collapse.
Massive accumulation of debt gives a false sense of security. It makes things look better than they really are.
It’s an illusion of wealth. Debt has been with us since ancient times (yes, even the Romans and the Greeks and
the Egyptians before that) and all governments, all corporations, all banks and all consumers are guilty in
accumulating it.

It is a game of musical chairs. Until the music stops and someone pulls out a chair and someone is out. Except
in a debt collapse we all feel it not just the ones tossed into bankruptcy.

The epitaph of the current financial mania has not yet been written. But we are sure there will be some
interesting films and documentaries on the subject. We continue to believe that the next financial crisis will be
worse than the all of the previous ones since the 1970's. The next financial crisis will bring into question the
role of the U.S. dollar as the world’s reserve currency. Trouble with the U.S. dollar is that is still used
extensively despite the desire of the Chinese in particular challenging the dominance of the U.S. dollar
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hegemony. The U.S. dollar constitutes more than 60% of all foreign exchange reserves, and more than 50% of
all international debt. The U.S. dollar is used in roughly 40% of all international payments. The Euro is second
and well behind but growing is the Chinese Yuan. Despite its growth the yuan still lags behind the Japanese
yen. The yuan is not a major factor in international loans.
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Source: www.oftwominds.com, The Distortions of Doom Part 2: The Fatal Flaws of Reserve Currencies by
Charles Hugh Smith

What the chart shows is that the U.S. dollar remains the world’s dominate currency. That will change over time
but it will take a while. One problem with both the yen and the yuan is neither run a trade deficit and
therefore it is difficult to export their currency via loans or other means. The huge amount of U.S. dollar
denominated debt is a problem against the backdrop of rising U.S. interest rates and a high U.S. dollar. The
President may rail about both and the policies of the Fed but as long as he keeps it to railing and doesn't
actually do something than we could bungle through. Meanwhile we would hold a little gold as insurance
against the growing negative backdrop.

Trump and the Fed

L I”

Trump has described the Federal Reserve as “crazy,” “loco,” “going wild,” and, “out of control”. Trump’s
complaint is that the Fed keeps hiking interest rates and that in turn has contributed to a rising U.S. dollar.
Rising interest rates have been cited as one of the reasons for the fall thus far for the stock market in October
2018.

But the stock market is not falling just because of high interest rates. It’s October and the month has been
known to have scary drops. The S&P 500 is down roughly 6% so far in October. Concern over the valuations of
the high-tech stocks particularly the FAANGs, China trade concerns, the potential for an Italian banking crisis
are also reasons why the stock market has fallen. At its peak Amazon (AMZN-NASDAQ) had a P/E of well over
155. Imagine if that was cut in half like what happened to even the best high-tech stocks during the 2000-2002
collapse. Amazon trades at over $1,800 and hit a peak at over $2,000 and a $1 trillion market cap. Apply that
to the rest of the FAANGs.

But Trump’s comments add an extra edge to the stock market drop. All this is coming even as Fed Chairman
Jerome Powell has said the economy is “particularly bright at the moment”. Why wouldn’t it be coming off
4.2% annual growth in Q3. Trump has continual bragged about how great the economy is doing, how great the
stock market is doing and that everything his administration has done has contributed to the economy and the
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stock market. When the tide turns, however, Trump seeks scapegoats. He doesn’t want to be associated with
the fall. Trump and Republicans continue to emphasize that the economy is great and will continue into 2019.

Powel and the Fed are sure to ignore Trump and his musings. Simply put the Fed cannot be seen to be
influenced by political factors. The Fed is fully expected to hike rates again in December and have signaled the
potential for three in 2019.

But Trump hammering away at the Fed does not do any good. Other government areas have seen an erosion
in confidence, morale and increased scrutiny because of Trump’s musings. Each time the Fed has hiked rates
this year Trump has attacked.

Attacks on the Fed from the political arena have happened before. The Fed is supposed to be independent as
are all central banks. Allowing political interference would make markets extremely uneasy as it would be seen
as manipulation of the political arena running monetary policy.

Yes, Presidents have in the past criticized the Fed. Notable criticisms came from President’s Kennedy, Johnson,
Nixon and Bush (both of them). Monetary policy after all does have an impact on the overall performance of
the economy. President Kennedy wanted to seize control of the currency from the Fed by issuing currency
through the U.S. Treasury (Executive Order 1110 June 4, 1963). Kennedy was of course assassinated five
months later. The executive order was withdrawn and never seen again.

Yet many have pointed in the past to the Fed engineering a recession in order to cool down financial bubbles.
This was particularly seen in the bursting of the high tech/dot.com mania of the late 1990’s and the housing
bubble of the mid-2000’s.

The Fed is not any ordinary corporation. It is an independent entity created by the Federal Reserve Act of
1913. The President and Congress must approve of the Fed’s Board of Governors. The President appoints the
Chair (currently Jerome Powel). The Fed has twelve regional Federal Reserve Banks set up similar to private
banks. Some 80% of the Federal Reserve is owned by eight families — Goldman Sachs, Rockefellers, Lehman’s
and Kuhn Loeb in the U.S. and the Rothschilds of London and Paris, the Warburg’s of Hamburg, the Lazard’s of
Paris and the Israel Moses Seifs of Rome. In the book The Secrets of the Federal Reserve there are charts
showing the interconnections to the Rothschilds, the Warburgs, the Rockefellers plus others.

The likelihood of Trump firing Powel is extremely remote. Markets would not take well to that. It is not even
clear that Trump has the power to fire Powel. But sniping from the sidelines can take its toll and play on the
institution and it is not positive for either the Fed or for economic policy. Most view Trump’s comments as
personal musings much like his tweets. If the market thought it was any more than that then the fall thus far in
October could become much worse.
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Bitcoin Watch!
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Source: www.coindesk.com

According to a report from the cyber security firm CipherTrace there has been upwards of $1 billion theft of
cryptocurrencies through exchanges in the first nine months of 2018. That is unprecedented and is up some
250% from 2017. As the number of cryptocurrencies has expanded so have the hacks and thefts. The
regulators have had a difficult time keeping up with what is going on and it is prime reason why regulators
believe that the cryptocurrency world is rife with money-laundering. The largest thefts have occurred in
countries where anti-money laundering regulations are the weakest. It is believed that upwards of $2.5 billion
has been laundered since 2009.

It should then be no surprise that the economist Nouriel Roubini, the economist who foretold the 2008
financial crisis, told a Senate Banking committee that the cryptocurrency world is the “mother of all scams”. He
also called it a “busted bubble”. He has a good point there as we have noted that many crypto’s are down 90%
or more and or are just dead and gone. Probably the best comment from Roubini was that crypto traders
themselves have referred to tokens other than Bitcoin as “shitcoins”. Roubini said that is “grave insult to
manure”.

Despite that the universe is populated with those who herald the next coming of new Bitcoin and the next
cryptocurrency bull market. Bitcoin will soon break out to the upside and head back to the highs of $20,000.
We suggest that they might be smoking something, now of course that it will be legal in Canada.
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Bitcoin tumbled this week along with the markets. It hit a high of $6,650 on Monday but was down to $6,200
by Friday a drop of 6.7%. Over the past few months $6,700 has proven to be resistance while support has
come in around $6,100. The low was set in June 2018 just above $5,800. We continue to believe that Bitcoin
will break to the downside but we could see a false upside breakout before we turn to the downside again.
Bitcoin is down roughly 70% from its all-time high seen in December 2017. Other cryptos are down 90% or
more.

The market cap of all crypto’s has fallen to $201.6 billion this week down from $219 billion a week earlier.
There are 2,071 crypto’s listed at Coin Market Cap www.coinmarketcap.com up incredibly from 2,034 a week

ago. Where do all these crypto’s come from? Who falls for this stuff? Amazingly the number of dead coins
listed at Dead Coins www.deadcoins.com remains unchanged at 929. And the number of cryptos with a market

cap of $1 billion or higher remains steady at 15. That’s not even 1% of all the cryptos listed. Bitcoin remains the
largest crypto with a market cap of $109 billion representing 54% of the entire market cap of the crypto
universe. That’s down from its peak of at least $324 billion. We are sure that P.T. Barnum has had a hand in the
crypto world.
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% Gains (Losses) Trends
Close Close Week YTD Daily (Short Weekly
Dec 31/17 Oct 12/18 Term) (Intermediate)
Stock Market Indices
S&P 500 2,673.63 2,767.10 (4.1)% 3.5% down neutral
Dow Jones Industrials 24,719.22 25,339.99 (4.2)% 2.5% down up
Dow Jones Transports 10,612.29 10,489.29 (6.4)% (1.2)% down neutral
NASDAQ 6,903.39 7,496.89 (3.7)% 8.6% down neutral
S&P/TSX Composite 16,209.13 15,414.29 (3.3)% (4.9)% down down
S&P/TSX Venture (CDNX) 850.72 698.60 (1.0)% (17.9)% down down
Russell 2000 1,535.51 1,546.68 (5.2)% 0.7% down down
MSCI World Index 2,046.47 1,848.56 (4.0)% (9.7)% down down
NYSE Bitcoin Index 14,492.18 6,224.45 (4.9)% (57.1)% down down
Gold Mining Stock Indices
Gold Bugs Index (HUI) 192.31 153.30 6.7% (20.3)% up down
TSX Gold Index (TGD) 195.71 168.57 7.2% (13.9)% up down
Fixed Income Yields/Spreads
U.S. 10-Year Treasury yield 2.40 3.15 (2.5)% 31.3%
Cdn. 10-Year Bond yield 2.04 2.49 (3.9)% 22.1%
Recession Watch Spreads
U.S. 2-year 10-year Treasury spread 0.51 0.30 (14.3)% (41.2)%
Cdn 2-year 10-year CGB spread 0.36 0.23 (17.9)% (36.1)%
Currencies
USS Index 91.99 94.91 (0.4)% 3.2% neutral up
Canadian $ 0.7990 0.7673 (0.9)% (4.0)% neutral down (weak)
Euro 120.03 115.58 0.3% (3.7)% down (weak) down
British Pound 135.04 131.53 0.3% (2.6)% up down
Japanese Yen 88.76 89.11 1.3% 0.4% neutral down
Precious Metals
Gold 1,309.30 1,222.00 1.4% (6.7)% up down
Silver 17.15 14.64 (0.1)% (14.6)% up down
Platinum 938.30 840.00 1.9% (10.5)% up down
Base Metals
Palladium 1,061.00 1,060.80 0.4% flat up up
Copper 3.30 2.80 1.5% (15.2)% up down
Energy
WTI Oil 60.42 71.34 (4.0)% 18.1% up (weak) up
Natural Gas 2.95 3.16 0.6% 7.1% up up

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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It was the culmination of a bad week with a focus on rising interest rates, the trade wars with China and even
the shakiness of Italian banks. The Dow Jones Industrials (DJI) fell to the 200-day MA but rebounded and
managed to close near it. That is not dissimilar to what the market did in February and March. The 200-day MA
held then, but will it now? The DJI fell 4.2% this past week. The DJI's cousin the Dow Jones Transportations
(DJT) fell even more losing 6.4%. It closed consistently below the 200-day MA and could be entering bear
territory. The NASDAQ was down 3.7% despite the weakness in the tech stocks. The FAANGs led the way up
and they could lead the way down. Overseas the markets also fared poorly. The London FTSE 100 dropped
4.2%, the Paris CAC 40 was off 4.9% while the German DAX dropped 4.9%. Fears of Italian banks still abound. In
Asia the Chinese Shanghai index fell to new lows down 7.6% while the Tokyo Nikkei Dow (TKN) dropped 4.6%.
In Canada the TSX Composite fell 3.3% while the junior TSX Venture Exchange held its own off only 1%. Major
support for the DJl is seen down at 24,400. Regaining 26,000 would be quite positive and suggest the potential
for run back to the highs near 27,000. The weakness of the DJT suggests to us that the DJI and DJT could
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diverge here. Markets are at a crossroad. It could be key what happens now over the next few weeks.
However, the word should be now to sell rallies. It is getting quite late in the bull cycle and it is running out of
time. We have labeled this a 4" wave correction. If correct one more run to new highs should occur but it
would be last one. If we are wrong and the market is poised for lower prices the key as we note is the February
lows. That level breaks than all bets are off.
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The S&P 500 fell 4.1% this past week the worst drop since February. Volatility has jumped sharply. The S&P
500 hit down just under the 200-day MA at 2,765 and managed to just close at that level on Friday. An
oversold bounce is definitely a probability. The S&P 500 is now 6% off its all-time highs and was as much as 7%
off those highs. If this is a wave 4 as we suspect than we should be making a bottom and could crawl back up
to 2,900. This is where markets can make double tops or even a small new high. We are after all about to enter
the best six months of the year but as we saw in 2007-2008 that is no guarantee. Octobers may be well known
for crashes but it is also known for lows. We do note the February low at 2,532 and that is the major line in the
sand. We are testing the 200-day MA and if the S&P 500 starts trading consistently under that level than lower
prices are probably ahead. We can’t take the February 2018 low and still call this a bull market. The daily
(short) trend has turned down and the weekly (intermediate) trend has weakened but remains up. Volume
picked up this past week but hasn’t hit the levels seen in February. A move over 2,800 would be positive. But if
one is looking for new highs then they would have to wait for a move over 2,900. A break of 2,700 would be
negative and suggest a decline towards 2,600.
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Here is the bigger picture with the S&P 500 from the bottom of what we believe was intermediate wave 4 seen
in February 2016. Wave 2 of this up wave was the Brexit and Election mini-panics and wave 4 we believe was
the recent trade war mini-panic that bottomed in March 2018. The question is, has wave 5 topped. The answer
is yes it has if the S&P 500 takes out the February 2018 low of 2,595. Despite the recent new highs, the RSI did
not make new highs on the weekly chart a divergence. The S&P 500 has penetrated the uptrend from the
February 2016 low but has not yet closed under it. Below lies the 65-week exponential MA at 2,685. The four-
year MA is way down at 2,305. We haven't a had a test of that level since the February 2016 low. After
crossing above the 4-year MA in 2010 the S&P 500 has consistently held the level ever since. Bottom line is if
the S&P 500 breaks the February 2018 low then we could be officially starting a bear market. Only consistent
closes under the 4-year MA would confirm the bear. Any new bear market we suspect will last into 2020 and
even as far out as 2022. It will have a lot of hooks to it as bear markets tend to do. A reminder that while the
markets topped in 2000 the big break didn't happen until 2001. The same when the market topped in 2007 but
the big break didn't happen until late in 2008. As of now we can’t confirm that the markets have topped but a
break of the February low would be an excellent confirmation.
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If the small cap stocks lead the way up they also lead the way down. The Russell 2000 fell 5.2% this past week
and is now down 11% from the all-time high seen in September. Not quite official bear territory. The Russell
2000 also fell 11% in February. But in February the Russell held the 200-day MA. This time it has firmly broken
under it. The 200-day MA currently at 1,620 could now act as resistance. Watch the bounce back. Our
expectations are that even if the large cap indices such as the S&P 500 rebound and rise to new highs the
Russell will not diverging with the large cap indices. Our assessment here is that an oversold bounce is clearly
possible but we are not optimistic that a stronger rebound will get under way. Best case is a rebound back to

around 1,700.
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It is no surprise that volatility has jumped as the market tumbled. The S&P 500 appears to have broken the
uptrend from April while volatility has hit its highest level since February. The drop into February and March
signals a return of volatility following what was a fairly calm 2017. With the return of volatility, we are
reminded that volatility in the 1990°s started rising 1996 a full four years before the top in 2000 while volatility
started rising in 2007 as the markets were on the cusp of the 2008 financial collapse. The VIX peaked in 2008 at
almost 60. The all-time low was the 9.14 seen in 2017.
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Raging Bull
Goldman bull/bear indicator at highest since 1969 flashes red

B GS Bull/Bear Index

Source: www.goldmansachs.com , www.bloomberg.com

Well the warning is there. This is a Goldman Sachs bull/bear indicator. It is based on a measure of equity
valuation, growth momentum, unemployment, inflation and the yield curve. Right now, it is at the highest
level seen since, wait for it, 1969. No, it is not yet through the roof like it was in 1969. The year is interesting in
that it marked a top in the stock market (1968 actually) that was followed by a recession in 1970/1971 and a
35% + drop in the stock market. Following that a recovery took place that saw the DIl rise to new all-time highs
(barely — the famous nifty fifty rally, topping in January 1973) then it was followed by 1973-1974 collapse
where the DJI fell 45% and other indices fell even more. The indicator today is higher than it was prior to the
2000-2002 collapse and the 2007-2009 financial crisis collapse both of which saw in drops of over 50%. Today
the market has been driven upward by the FAANGs a move not unlike the nifty fifty rally of 1972. Does that
mean a collapse is coming? Well no, not necessarily. But it is a warning and if we and others are right the
collapse will take place and it should once again be one of 50% +. Our expectations are that the collapse will
occur over 2019-2020 but yes could stretch from there. We have been warned.
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Down she goes and the Canadian TSX Composite landed with a thud this past week falling 3.3%. With a low of
15,317 the TSX may have satisfied potential targets from what appears as a head and shoulders top pattern.
Naturally it could plunge right through but there should be at least a bounce here. Few areas look safe given
that golds were best performer this past week. Interest sensitive stocks in telecommunications and utilities are
weak as is real estate and the financials appear poised for a major breakdown but definitely could bounce
here. Energy was weak because Canadian producers get lousy prices and the consumer stocks both
discretionary and staples both took hits this past week. Industrials were also weak. The TSX has broken support
and has now fallen 7.7% from its July high and is down on the year. All that is left now is the February and April
lows between 14,785 and 15,000. Still an oversold bounce is possible but overall the TSX doesn’t look healthy.
Health Care also hung in this past week along with the jump in golds. Materials overall were steady but it is a
mixture of metals, golds and energy.

1576652 15791.15

Source: www.stockcharts.com
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The Chinese Shanghai Index (SSEC) fell to new 52 week lows this past week. It is now down 27% from its highs
seen in January. The U.S. markets may not be showing signs of concerns but the Chinese SSEC certainly is. The
SSEC is officially in a bear market. Oh, it may bounce but signs indicate that this index is headed even lower.

And what happens overseas will eventually happen in the U.S. as well. Trade and the maneuvering of the U.S.
and China in the South China Sea is causing concern.
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Emerging markets are getting hit and the MSCI Index also known as the MS World Index (ex U.S.A.) fell sharply
this past week losing 4%. The MSCI also fell out of its down sloping bear channel. It's probably oversold here
and a bounce back towards the breakdown level would not be a surprise. But this chart spells trouble in
emerging markets and if there is trouble in emerging markets it will eventually spread to the U.S. markets and
the rest of the world.
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With the pullback this past week in the stock market it should be no surprise that there was at least a small
rush into the safety of bonds. The yield on the 10-year U.S. Treasury note fell to 3.15% from 3.23%. There is
also some attractiveness to yields over 3%. There is, however, no sign of any top and our expectations are that
the upward move should get underway again with potential targets to 3.45% to 3.50%. There is some creeping
fear that the Chinese will unload treasuries as part of their trade war with the U.S. What the Chinese appear to
be doing is shortening their duration of treasuries held and they seemed prepared to allow them to roll off
rather than just dump them in the market. Treasury secretary Steve Mnuchin has said that he's not worried if
China sells bonds saying there are plenty of buyers. But the ECB and the BOJ can’t buy them all. The Fed can
though. China's holdings of U.S. treasuries fell $7 billion in July the latest figures available. Although on a year
over year basis their holdings are up $5 billion. It indicates to us that Chinese are not exactly participating
heavily in the U.S. bond auctions. We note Japan's holdings rose S5 billion July while Singapore also saw its
holdings jump S5 billion as well. Over the past year foreign holdings of U.S. treasuries has gone up by $31
billion with most of it going into T-Bills.
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Our recession watch spread also known as the 2-10 spread (2-year treasury note — 10-year treasury note) fell
this past week to 30 bp from 35 bp as the yield rose slightly on the 2-year as the yield fell on the 10-year. Still
nowhere near negative spreads that might indicate an oncoming recession. The major direction remains down
despite the recent bounce. The Fed is prepared to hike rates again in December despite the ramblings of the
President. The 2-10 spread should continue to narrow going forward but a negative spread probably won't
happen until at least mid-year 2019.
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It is probably no surprise that high yield bonds took a hit this past week along with the stock markets. Here is
the iShares iBoxx SHigh Yield Corporate Bond ETF (HYG) that fell this past week but is only down roughly 2%
from its recent high. That's actually better than the performance of the S&P 500. Volume jumped. It is no

surprise they fell but our expectations would have been that it would fall more than the S&P 500. Resilience is
present.
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Here is another way of looking at the high yield bonds. This is the spread between Moody's Baa bonds (still
investment grade) and the U.S. 10-year treasury bond. After rising from its lows in January the spread has been
relatively steady currently around 1.8% up from the lows near 1.5%. Another sign that the market is not yet
panicking about yields on high yield bonds (sometimes known as junk bonds).
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The USS Index continues to trace out what appears to be a broadening top. We could make an argument it is
even forming a rare diamond pattern. The pattern breaks down under 93.50 and projects down to at least
89.50. We continue to believe that the USS Index formed an ABC type corrective move from the lows seen in
February 2018 at 88.15 and topped at 96.86 in August 2018. The USS Index fell 0.4% this past week. The Euro
gained 0.3% which is surprising given the problems with the Italian banking system. The British Pound seems to
be shaking off Brexit fears and also rose 0.3%. But the big gainer was the Japanese Yen up 1.3%. Given the U.S.
and EU focus it is not surprising that Japan seems lost in the shuffle. But the Yen remains the third most traded
currency behind the USS and the Euro. China may be rising but it hasn't even supplanted the Yen just yet. The
CdnS fell 0.9% as some believe Canada came out short on the recent re-working of NAFTA now called USMCA
trade agreement (wish they could stick to acronyms one can pronounce). Admittedly, it is difficult dealing with
a partner that doesn’t want to negotiate but instead dictate and threatens if they don’t get their way.
Naturally for our scenario to play out for the USS Index no new highs should be seen above 95.84. A falling U.S.
dollar would be positive for gold that jumped this past week as the U.S. dollar fell.
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The Chinese Yuan reached its highest level in almost two years USS = 6.9 yuan on October 12, 2018. It is still
well short of the long period of stability where the yuan was fixed at just over 8/USS. That period existed from
roughly 1994 to 2006. After that the yuan went through a period of rising against the USS falling to around
6.2/USS in 2014. After that the yuan fell once again against the USS rising to around 6.9/USS in 2016. The U.S.
and China are locked in a trade war that also includes accusations of currency manipulation. The IMF has
expressed concern about the growing rift between the U.S. and China that not only encompasses trade,
currencies, China’s belt and road initiative, China’s creation of yuan trading zones and trading in yuan with
other countries, rifts over Taiwan where the U.S. is selling more arms to Taiwan and threatens to sail through
the straits that separate China and Taiwan, and the rift in the South China and East China seas where Chinese
and American warplanes have locked on each other and warships have come close to colliding. China is the
world’s second largest economy and is expected to surpass the U.S. economy in the next 10-15 years. This
presents a major problem for the U.S. China, unlike the U.S., still has massive borrowing power as its
government debt/GDP is around 47% vs. 105% for the U.S. China’s debt problem is centered on corporations
where there has been growing defaults. While China’s government debt/GDP is still low it’s overall debt
(government, corporations, consumer) is approaching levels seen in the west at 300% +. China also holds $1.2
trillion of U.S. treasuries and they have slowed their purchases and letting maturities roll off rather than any
great sell-off a move that could be devastating for the U.S. bond market. Given that China’s purchasing power
parity is about a quarter of what it is in western countries such as Canada and the U.S. the massive amount of
debt could prove to be burden. Couple that with currency wars, trade wars and threatening real wars no
wonder the IMF is concerned that the U.S./China rift could cause a global slowdown. The IMF has urged the
parties to get together to work out the problems. A collapse centered on China/U.S. would have even worse
repercussions into emerging markets where there has been massive borrowing in U.S. dollars.
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After appearing to consolidate for a number of weeks coming off the August bottom of $1,167 gold burst
through resistance this past week at $1,210 $1,220 and settled the week at $1,222. $1,210 should now act as
support on any pullback. Grant you, gold still has considerable work to do as the charts indicate considerable
resistance from roughly $1,230 to $1,250. The 200-day MA resistance is seen up at $1,280. The breakout of the
consolidation pattern this past week would appear to indicate a move to at least $1,226, which was
accomplished this week. So, gold might consolidate further here before making the move over $1,230/$1,250.
Naturally a lot depends on the action of the U.S. dollar but as we indicated the U.S. dollar appears to be tracing
out a large topping pattern. We have seen discussions on the potential for a new gold standard and are
reminded that President Trump is actually a fan of a gold standard. Gold also has a history of performing well
under Republican Presidents and poorly under Democrat Presidents. It is not exact by any means. But gold
started it's 1970's rise under Nixon and Ford even as it topped in 1980 under Carter. Gold found a major
bottom in the middle of the Reagan Presidency and it continued under Bush 1 but petered out under Clinton.
Similarly, gold started another long climb under Bush 2 and while it took a few years it peaked under Obama
before collapsing and making its final low (so far) a year before the election of Trump. Since gold is negatively
correlated to stocks (see Chart of the Week) it is not surprising that the stock markets tend to do better under
Democrat Presidents. It is not exact by any means.
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The commercial COT for gold this past week gave us one of the most if not the most bullish report we have
ever seen. It jumped to 54% from 51% the previous week. We have never seen it at these lofty levels. This is
bullishly encouraging. Now we need to match the price action with what appears to be a very bullish report.
Long open interest jumped roughly 5,000 contracts this past week while short open interest fell a whopping
12,000 contracts. The large speculators (hedge funds, managed futures etc.) fell to 45% from 47%. Just as we
have never seen the commercial COT so consistently over 50% we have never seen the large speculators COT
so consistently under 50%. It all seems to be telling us that gold is primed for a significant upward move even a
potentially explosive upward move.
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Despite the good up week for gold and the gold stocks all silver could manage to do was essentially stay flat.
Trouble was silver prices fell more dropping from $14.95 to a low of $14.26 before recovering. Note silver
failed at the falling 50-day MA so we have to overhaul that level currently at $14.60. We at least closed over
that level for the 2" week in a row. But we see further resistance at $15 and then at $15.40 to $15.60. We
could be forming an odd-looking head and shoulders bottom. We didn’t label it but note the lows at $14.31 in
August (left shoulder?) the September low of $13.97 (head?) and the recent low at $14.26 (right shoulder?).
The awkward neckline would come in at roughly $15. A breakthrough could project up to at least $16. Note the
200-day MA is currently at $16.03. Silver had recently consistently failed up around 200-day MA being repelled
every time it tried to bust through. The 2018 high of $17.70 seems a long way off. We note considerable
congestion resistance from $16 to $16.40. Silver has a lot of work to do.
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The silver commercial COT remained quite bullish this past week improving to 51% from 50%. Long open
interest jumped about 1,500 contracts while short open interest fell roughly 3,000 contracts. The large
speculators COT slipped to 43% from 45% as they continue to hold record shorts. This report is as of October 9
and the big up move came on October 11. We will anticipate next week’s report that would be as of October
16. Nonetheless like the gold commercial COT this is encouraging and bullish.
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Gold stocks finally showed some life this week as the TSX Gold Index (TGD) broke out of what appears as a
small head and shoulders bottom pattern. The TGD gained a strong 7.2% this past week while the Gold Bugs
Index (HUI) jumped 6.9%. It was the strongest showing for the gold stocks in months. The small H&S pattern
suggests a move to at least 177. That would put the TGD in the heart of the resistance zone that stretches from
174 to 182. There is some resistance here at 170 but once through that level we should make the next move
up into the 174/182 resistance zone. 160 should now act as support. The RSI indicates there is considerable
room to move higher and the Gold Miners Bullish Percent Index (BPGDM) currently at 23 has considerable
room to move higher before it is overbought.
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Thanks to our colleague Michael Ballanger for noting gold’s bull windows. The move this past week bears
considerable resemblance to the moves seen over the past three years that have resulted in at least a bull
move of some significance. If correct than a multi-week advance is likely in process of getting underway. Above
is a weekly chart and we can’t help but note that the 4-year MA is currently at $1,233 and should act at least
initially as resistance. Above lies another important weekly MA, the 40-week along with the 65-week
exponential MA. These resistance levels are up to $1,280. Over $1,280 and especially over $1,300 gold should
really perk up. For the past three years those zones have acted like a lid on gold’s advance even as gold teased
over those levels. But gold could never hold them and consistently fell back. After failing in 2016 and again in
2017-2018 we may be primed for a much stronger and more prolonged advance. We have noted the presence
of a 34-week cycle with a range of 28 to 40 weeks even 42 weeks. The last one was the low in December 2015
and it indicated that the next low was due October 2018 +/- 6 months. We are smack in the middle of that
cycle low window. Our expectation is for a move up at least on the scale of the December 2015/July 2016 that
saw gold climb from $1,045 to $1,377 a move of over $300. A similar move this time could carry gold as high as
$1,475 with at least a range of $1,425 to $1,525. The upper level of that range was the lows seen in 2011/2012
before the gold market collapsed in 2013.
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WTI oil prices fell back this week with the drop in the stock markets. WTI oil fell 4% on the week. The energy
stocks as represented here by the TSX Energy Index (TEN) fared just as badly losing even more off 6.7%. There
was some fear that Hurricane Michael might disrupt oil rigs in the Gulf of Mexico but when that didn’t
materialize WTI oil fell. There is also concern that demand remains somewhat muted and the world is
adequately supplied. But looming is the sanctions against Iran. Saudi Arabia, the U.S. and Russia, the world’s
largest producers, are already pumping near capacity and have limited ability to replace any loss of Iranian oil.
The U.S. cancelled the nuclear deal and put sanctions on Iran but the other signatories to the deal are not
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happy about that. Many countries have indicated they intend on continuing to buy from Iran including China,
India and even the EU. They are all looking for ways to work around U.S. sanctions with alternative payment
methods.

What struck us about the chart of WTI oil and the TEN is that WTI oil made new 52-week highs a week earlier
but the TEN did not. Not even close. This past week as prices fell the TEN was weaker and even fell to new lows
for the current move down. These divergences are not unusual but it does need resolving. But the Canadian
energy stocks are influenced by the terrible price Canadian producers receive. WTI oil may be trading at $71
but Canadian oil is trading at $52. So that in all likelihood is weighing on the Canadian energy stocks. Below is a
chart of the NYSE Arca Oil Index (XOl). Note it made new highs largely in line with WTI oil and the decline this
past week was 5.5% still not exactly robust but better than the TEN. As well the XOI did not made new lows.
The XOl appears to be trading largely in line with WTI oil. If there is a negative about the XOI chart is that it
could be making a broader top. The XOI breaks out over 1,600 but breaks down under 1,400. WTI oil also
breaks down but under $67. Those levels should be monitored. Otherwise we believe we should see higher
prices going forward. The XOl’s seasonals don’t really get underway until December. The sector can typically
exhibit weakness in the September/November period. We are now in the heart of that period. As long as the
XOlI holds its breakdown line and WTI oil does the same our expectations are that once this weakness is out of
the way they should start to rise again.
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Negative correlation in action. Since the markets started to fall following a peak on September 21, 2018 gold,
who is negatively correlated to stocks, has gone up 1.4% vs. a 6.9% decline in the S&P 500. The chart above
compares the relative performance of gold, S&P 500, TSX Composite, Dow Jones Transportations (DIJT), WTI oil
and the CME CBOT 10-year U.S. Treasury note price (UST). All have negative performance with the exception
of gold and oil. And oil prices have been falling. As this chart shows along with the charts below gold
outperforms during periods of financial stress. The UST only started trading in 1999 so all data is not available.
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Gold was the only positive performer from the market peak in August 1987 to the end of the year
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QOil prices were rising sharply following the U.S. invasion of Kuwait/Iraq during Gulf War I. Otherwise gold’s 8%

return during the period July 1990 to October 1990 easily surpassed the decline in the S&P 500, the DJT and
the TSX.
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The high tech/dot.com bust of 2000-2002 saw markets drop sharply with the S&P 500 losing 48% during that

period. But gold was up 10.5% and there was a flight to safety as the 10-year U.S. Treasury note rose 19.5%. Oil
was also up but the all of the stock indices fell during that period.
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The 2007-2009 financial crash took stock markets down sharply with the S&P 500 down an astounding 56.3%
from October 2007 to the bottom in March 2009. But gold shone rising 20.4% and once again there was a flight
to safety in bonds as the 10-year U.S. Treasury note rose 13.8%.

Gold is negatively correlated with stocks and also with bonds but the negative correlation with stocks is
stronger. Gold and stocks can go up together as gold rose sharply from the bottom of the bear in March 2009
to a peak in September 2011 but after that gold has been on the outs while the stock indices kept on rising.
Gold is up over 30% since March 2009 but it can’t compare to the rise in the S&P 500 of 300%. Since the
beginning of the century, however,

Symbols on the charts are as follows:

SGold — gold

SSPX — S&P 500

STSX — TSX Composite

STRAN — Dow Jones Transportations (DJT)
SWTIC - WTI Oil

SUST — CME CBOT 10-year U.S. Treasury note (price)
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GLOSSARY
Trends

Daily — Short-term trend (For swing traders)
Weekly — Intermediate-term trend (For long-
term trend followers)

Monthly — Long-term secular trend (For long-
term 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.

Disclaimer

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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