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For Technical Scoop enquiries: 416-523-5454

For Enriched Investing™ strategy enquiries: 416-203-3028

Dramatic Drop, the Grinch Stole Christmas

It has been a dramatic and historic month in the stock market. One has to go back a long ways to find the
drops experienced this month. It has been so dramatic that we felt it needed a comment or two even though
we had suggested we were done for the year. We didn’t expect to wake up and find the DJI down over 1,600
points on the week. That’s an average of over 300 points each and every day. On the month the DJI is down
over 3,000 points. There were only few up days. The rest have been relentlessly down. The Grinch has stolen
Christmas. The Canadian Dividend Strategy remains heavily weighted in cash.

Irrespective have a safe and happy Christmas. If the markets warrant it we’ll put out another short update
later this week despite the shortened week. Lots going on.

DC
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“At the end of each year | make a list of my mistakes, and it's pretty friggin long”
—Dean Lombardi (ice hockey executive, GM San Jose Sharks 1996—2003, GM Los Angeles Kings 2006—-2017

“I made no resolutions for the new year. The habit of making plans, of criticizing, sanctioning and molding
my life, is too much of a daily event for me.”
—Anais Nin, French-American diarist, essayist, novelist, writer short stories and erotica, 1903-1977

“Gold is the money of kings. Silver is the money of gentlemen. Barter is the money of peasants. And debt is
the money of slaves."
—Norm Franz, author, Money & Wealth in the New Millennium (Thanks, Mike)

We weren’t going to put out a commentary this weekend, but the market has been so volatile that we felt it
was worthy of some comment.

If there was any doubt that we have entered a bear market, it is being dispelled this past week. Those who
believe otherwise will soon discover that, unlike the corrections of 2011 and 2015/2016, we have entered a
new and more dangerous phase. Oh, there will be periods where the market will rebound and appear to be
starting a new up phase, but they are more likely to be hooks, even if the market does recoup 50% or more of
the previous decline. So far, this decline has been deadly, far more than we might have thought at this stage.
But there are just too many danger signs to ignore, many of which we outlined in our commentary of
December 17, 2018.

Stock indices globally have violated uptrends. Many, if not most are making new 52-week lows. They have
wiped out all of the gains of 2018 and the vast majority of indices are in the red for 2018. We note an
exception is the Brazil Bovespa Exchange up 12% in 2018. U.S. markets have had their worst December since
the Great Depression—since 1931 to be precise. The decline this past week was the worst since 2008. As of
the close on Friday, December 21 the Dow Jones Industrials (DJI) is down 6.9% in 2018, the S&P 500 is off 7.1%,
the Dow Jones Transportations (DJT) is down 16.4%, and the NASDAQ has lost 8.4%. We are hard pressed to
find anyone up on the year. The TSX Composite is down 14.0%, and the TSX Venture Exchange (CDNX) has
been slaughtered down 37.7%. Internationally, the London FTSE 100 is down 11.6% in 2018, the Paris CAC 40
of off 11.7%, the German DAX has dropped 17.7%, China’s Shanghai Index (SSEC) is down 23.9%, and the Tokyo
Nikkei Dow (TKN) has lost 11.5%.

More telling is how much many of the indices are down from their highs, and not just their highs but their all-
time highs. The DJI is down 16.3% from its all-time high, the S&P 500 is off 17.8%, the DJT is down 23.6% and
officially in bear market territory. The NASDAQ is also in official bear market territory, down 22.1%. The TSX
Composite has fared somewhat better—is so far off only 16.0% from its all-time high. But the TSX Venture
Exchange (CDNX) has been devastated down 43.5% from its highs earlier in the year.

The question is: will there be a panic before year-end during the thin trading week between Christmas and
New Year’s? Forget about Santa Claus coming to town. It’s the Grinch who stole Christmas instead, even if
somehow, we recoup a little in the remaining week. More than 90% of asset classes are in the red in 2018. It
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has eclipsed the high-water mark of 84% set way back in 1920. Yes, 1920. If that isn’t telling we don’t know
what is.
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The sky may be falling, but we also might be near an intermediate low and a tradeable rally could develop. The
trouble is the low might still be a 100 S&P 500 points away as the chart above shows. That is where the
uptrend from the 2009 low comes in. The 55-month moving average lies just below 2,300.

The emphasis, however, is on tradeable, not investment. However, we have no doubt there are many portfolio
managers out there who believe this is merely another correction within a long-term bull market. This one is
different and the structure of the decline is telling us that this is a potentially dangerous down wave—in fact,
quite a dramatic down wave.

The background is negative. The world is leveraged with debt and plagued with dysfunctional politics, the
Great Powers are staring each other down with war games, there are currency wars, trade wars, and climate
wars. The odds favour that this is merely the start of what could be a two- to three-year bear market that
could once again take the stock markets down 50% or more. The problems of 2008 were never resolved. They
were just papered over. The Great Bull Market of 2009-2018 is officially over. It rose on record ultra-low
interest rates, quantitative easing (QE), and a mountain of debt.

Except now interest rates are rising, as was confirmed this past week when the FOMC hiked, as expected, the
key Fed rate another 25 bp to 2.25%—2.50%. It was small consolation that they indicated that 2019 might only
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see another two rate hikes, not three as previously indicated. QE has turned to QT (quantitative tightening) as
the Fed continues to unwind its huge portfolio. The trouble is, as we have learned, their portfolio has suffered
losses far exceeding the Fed’s capital of $39 billion. Can the Fed go bankrupt?

Despite the Fed lowering some expectations of rate hikes going forward, the President has continued his
attacks on Fed Chairman Jerome Powell. There are even rumours that the President could fire Powell or at
least de-designate him. That would be unprecedented. We’d hate to think how markets might react to that
level of political interference in the Fed. Chaos is a word that comes to mind.

Then there is the looming partial shutdown of the U.S. government over funding for a border wall. This is not
the first time. It almost seems to be a regular occurrence, at least since 1980. It happened four times under
Ronald Reagan, once under George H.W. Bush, some rolling shutdowns occurred under Bill Clinton and some
rolling shutdowns under Barrack Obama. The shutdowns under Clinton and Obama were triggered by impasses
with the Republican held Congress. This is the third shutdown under Donald Trump. To all U.S. government
employees—Merry Christmas.

In a world with in excess of $250 trillion of debt, the ability to issue even more is becoming compromised. The
fear instead is one of debt collapse. A black swan event like Lehman Brothers in 2008 could once again
threaten the global banking system. Only this time there will be no bail-out. Instead it will be bail-ins.

If we want to be a bit optimistic going forward, we can note a few divergences. Two charts below. The first one
shows the NYSE Advance Decline Line (NYAD) vs. the S&P 500, and the second shows the VIX Volatility Index
(VIX) vs. the S&P 500. In both instances, the S&P 500 has made new lows below the February 2018 low but the
VIX has not made a new high above its February 2018 high, and the NYAD has not made a new low below its
February 2018 low. These are non-confirmations of the price action vs. the indicators. As well, although not
shown, the RSI (relative strength index) for the S&P 500 and the other indices is now registering under 30 on
the daily charts, a level often associated with lows. Sentiment for the S&P 500 has hit 8% bulls. Fear has clearly
entered the markets. But is this down wave over? There are few signs that it is.

Despite the fear levels in the market, there are other positive signs. The yield curve has not yet inverted,
although the 2-year—5-year spread has. But it’s small so far. Pundits have said the yield curve is indicating only
a 20% chance of a recession. P/E earnings seem reasonable now following the decline. Apparently Canadian
stocks are trading for 14 times their forecast earnings, the S&P 500 is trading at 15 times its forecast earnings.
But the Shiller inflation-adjusted PE, or CAPE as it is known, remains at historical lofty levels even as it has
come down with the market. There is, so far, little sign of a consumer slowdown in retail sales and most
economic indicators remain positive. Unemployment in both the U.S. and Canada is at or near historical lows,
at least as measured by the headline unemployment rate.

As positive as all this is, the problem with it is it is moot if the stock market is falling 400-500 points every day.
Eventually the market will find a bottom and a powerful countertrend rally will develop. First, however, the
market needs to something to calm it down. When fear grips the market, logic is thrown out the window.
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Have there been any havens where one can hide? Government bonds have rallied and yields are down across
the curve. But corporate bonds are weak and junk bonds are threatening to tip over and have fallen with the

stock market. Housing markets globally have probably topped. The question is: will there be a property crash

as we saw in 2007-20087 In past declines, property prices have fallen as well. But gold has been rising. Silver

too, as well as the gold stocks as represented by the TSX Gold Index (TGD) and the Gold Bugs Index (HUI).

Our chart below shows that gold is up 5% since October 1, 2018 —the period coinciding with the stock market
top. The TGD has fared even better, up 16.5% while the U.S. 10-year Treasury note (UST) has rallied about 2%
(price) (prices move inversely to yields). Meanwhile the S&P 500 is down 17.1%, the DJT is off 22.0%, and the
TSX Composite has fallen 13.3%. Gold and the gold stocks are creeping higher. That is actually positive.
Although we do note that the commercial COT for gold and silver has weakened. However, that is not unusual
when gold rallies, but it is not yet at levels that would suggest a top. Nor is bullish sentiment towards gold and
silver at extremes. We expect gold to top over $1,300 in due course. Possibly even by year-end, although odds
are better that it happens in January. The period January to March tends to be seasonally strong for gold.
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$GOLD Gold - Continuous Cortract (EOD) CME @ StockCharts.com
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What has happened this month is historical and unexpected. Not so much unexpected in that we thought it
wouldn’t happen. Just the timing of the decline. We are sure that many have been caught off guard. Looking at
year-end statements will not be pleasant. Is the sky falling? Well, for this month anyway, it has been one to

remember. But it is just the beginning. Not the end. Dark clouds have gathered. But there is some light and its
colour is golden.

Copyright David Chapman, 2018
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MARKETS AND TRENDS
Close
Dec 31/17
Stock Market Indices
S&P 500 2,673.63
Dow Jones Industrials 24,719.22
Dow Jones Transports 10,612.29
NASDAQ 6,903.39
S&P/TSX Composite 16,209.13
S&P/TSX Venture (CDNX) 850.72
Russell 2000 1,535.51
MSCI World Index 2,046.47
NYSE Bitcoin Index 14,492.18
Gold Mining Stock Indices
Gold Bugs Index (HUI) 192.31
TSX Gold Index (TGD) 195.71
Fixed Income
Yields/Spreads
U.S. 10-Year Treasury yield 2.40
Cdn. 10-Year Bond yield 2.04
Recession Watch Spreads
U.S. 2-year 10-year 0.51
Treasury spread
Cdn 2-year 10-year CGB 0.36
spread
Currencies
USS Index 91.99
Canadian S 0.7990
Euro 120.03
British Pound 135.04
Japanese Yen 88.76
(weak
Precious Metals
Gold 1,309.30
Silver 17.15
Platinum 938.30
Base Metals
Palladium 1,061.00
Copper 3.30
Energy
WTI Oil 60.42
Natural Gas 2.95

Close
Dec 14/18

2,416.63 (new lows)
22,445.37 (new
lows)
8,874.79 (new lows)
6,332.99 (new lows)
13,935.34 (new
lows)

530.20 (new lows)

1,292.09 (new lows)
1,695.40 (new lows)
4,034.76

156.47
180.02

2.79
2.03

0.16

0.08

96.46
0.7374 (new lows)
114.10
126.39

90.28

1,258.10
14.70
795.80

1,158.70
2.67

45.59 (new lows)
3.75

Week

(7.1)%
(6.9)%

(6.7)%
(8.4)%
(4.5)%

(4.5)%
(8.4)%
(3.0)%
24.1%

2.5%
3.0%

(3.5)%
(3.3)%

flat

flat

(0.5)%
(1.4)%
0.9%
0.5%

2.4%

1.4%
0.4%
1.3%

(1.1)%
(3.3)%

(11.0)%
(2.1)%

% Gains (Losses)

YTD

(9.6)%
(9.2)%

(16.4)%
(8.3)%
(14.0)%

(37.7)%

(15.6)%
(17.2)%
(72.2)%

(18.6)%
(8.0)%

16.3%
(0.5)%

(68.6)%

(77.8)%

4.9%
(7.7)%
(4.9)%
(6.4)%

1.7%

(3.9)%
(14.3)%
(15.2)%

9.2%
(19.1)%

(24.5)%
27.1%

Trends

Daily (Short
Term)

down
down

down
down

down

down

down
down
down

up
up

down

down
up (weak)

down

up

up
up
down

up
down

down
down (weak)

Weekly
(Intermediate)

down
down

down
down

down

down

down
down
down

neutral
neutral

up
down
down
down

down (weak)

neutral
down
down

up
down

down
up

Monthly (Long Term)

up (weak topping)
up (topping)

neutral
up (weak topping)
down (weak)

down

neutral
down (weak)
down

down
down (weak)

up (weak)
down
neutral
down

neutral

neutral
down
down

up
neutral

down (weak)
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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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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