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Highs threat, gold tank, trade nice, economy slide, Canada works, cut expectation, support zone

A shortened commentary this week. It was a week that saw the U.S. stock markets threatening to break out to
new highs and gold tanking all because word came that the U.S. and China were going to sit down and be nice
again and see if they can end their trade impasse. We are not so optimistic as there are continued signs that
the global economy is slowly sliding downward. The August job numbers didn’t help but Canada reported gang
buster job numbers and the BofC held off on any interest rate cuts. As to the Fed well the September 17-18
FOMC is approaching and the wide expectation is for another 25 bp cut.

Gold and silver tanked this week but with record commercial shorts and extremely high sentiment coupled
with gold rising into a major resistance zone it wasn’t exactly a surprise even if the suddenness and steepness
was a bit of a surprise. Gold exposure in the Canadian Dividend Strategy has increased but is not

overwhelming. Look for gold to steady as it is in support zones but a break further would signal a more
prolonged corrective period.

We should return with a full commentary next week.
Have a great week!

DC
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“As we learned after President Herbert Hoover signed the Smoot-Hawley tariff at the outset of the Great
Depression, vibrant international trade is a key component to economic recovery; hindering trade is a recipe
for disaster.”

—Asa Hutchinson, businessman, attorney, politician, 46" governor of Arkansas 2015—; b. 1950

“The biggest single thing that has lifted people out of poverty is free trade.”
—George Osborne, British newspaper editor, former Conservative politician, MP 2001-2017, Chancellor of
the Exchequer; b. 1971

“Every day, | wake up determined to deliver a better life for the people all across this nation that have been
neglected, ignored, and abandoned. | have visited the laid-off factory workers and the communities crushed
by our horrible and unfair trade deals. These are the forgotten men and women of our country.”

—Donald Trump, American businessman, TV personality, 45™ president of the U.S. 2016—; b. 1946

No way out. That’s how we see things as we prepare to enter the fall of 2019. It’s a never-ending spin—Brexit,
trade wars, Hong Kong, devastating storms, polarized politics, and more. One has to feel for the people of
Grand Bahamas, Abaco Islands as they endured 40 hours of deadly Hurricane Dorian, hoped they would
survive, and, then crawled out to complete devastation: their home gone, many killed, and no food. All they
can do is wait. It’s been like a bad movie, whether it is hurricanes, earthquakes, tsunamis, wild fires, or floods.

But amidst the carnage of Hurricane Dorian, strange things happen. Stock markets don’t care about hurricanes
but they do care about trade wars. So, when it is announced that U.S.-China trade talks will resume next
month, then suddenly everyone thinks that a deal is imminent. Given past events, maybe not. It is one tweet
away from “tanking” once again. But that didn’t stop the stock market this time as “risk” was back on and the
market soared and gold tanked.

And what about the Fed? Well, the Fed chatter is that they’ll cut interest rates a quarter point at the
September 17-18 meeting. The market also leaves open a small possibility that the Fed will do nothing. But for
those expecting a half-point cut, that doesn’t seem to be in the cards. The Fed isn’t getting a lot of help,
however, as the Bank of Canada held interest rates steady at their recent meeting, citing the strength of the
Canadian economy despite their concerns over trade wars. Maybe the BofC is right, as on Friday the jobs
report showed that Canada created 81,100 jobs in August, albeit many of them part-time. They only expected
10,000 jobs. The unemployment rate was steady at 5.7%.

There are many who believe or want the Fed to be more aggressive in its rate cutting and even bring back
guantitative easing (QE). None has been so vociferous on this then the tweets of President Trump. We suspect
it will eventually happen eventually but not yet. Slashing interest rates and bringing back QE could be negative
for the U.S. dollar but positive for gold and stock market. But oddly it might be negative for bonds.

The Peoples Bank of China (PBOC) cut the reserve ratio to its lowest level since 2007. The cuts are designed to
release $126 billion of liquidity into the banking system. That’s the third cut in 2019. Much of China’s banking
system is becoming “zombie banks” laden with bad loans, particularly in the real estate sector. China’s recent
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manufacturing purchasing manager’s index (PMI) rose to 50.4 in August, up from 49.9 in July. Readings above
50 suggest the economy is expanding. Below 50, contracting.

As to America’s economy, well the August jobs report was a disappointment. The nonfarm payrolls came in
below expectations at 130,000, although the official U3 unemployment rate held steady at 3.7%. The poor
nonfarm was despite a boost from census hiring that apparently added at least 25,000 jobs. Census jobs like
many of the jobs created are part-time or temporary. The Bureau of Labour Statistics (BLS) broadest
unemployment measurement U6 rose to 7.2% from 7.0% and Shadow Stats (www.shadowstats.com)
unemployment jumped to 21.2% from 21.0%. Maybe they reacted to the jump in the Labour Force
Participation rate to 63.2% from 63.0%. More people looking translates into a higher unemployment rate. But
overall the rise in the U6 and Shadow Stats unemployment is a more a sign of growing employment weakness
then it is of strength.

Encouragement also came from the August Manufacturing PMI, rising to 50.3 from the preliminary 49.9 and
July’s 50.4. Better still. the non-manufacturing PMI jumped to 56.4 for August from 53.7. That buoyed thoughts
of continued consumer spending. Consumer spending is, however, a lagging indicator. The most recent
consumer confidence index showed a sharp drop. Consumers read and they are increasingly concerned about
Trump’s trade wars. The trade wars are having an impact and it is not just China that is paying.

So how did the markets respond? Well, the big rally on Thursday softened following the jobs numbers, while
gold rebounded slightly from Thursday’s pummelling. The more things change, the more things stay the same.

(continued on next page)
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Well maybe not. The stock market cap to GDP long-term valuation indicator, also known as the Buffett
Indicator, rose to 146.3% based on Q2 GDP and August data. That’s up from 139.5% the previous quarter. The
indicator peaked in 2000 at 161.1% with the top in the dot.com/high-tech bubble. It also surpasses the peak in
2007, the height of the housing bubble and before the sub-prime crisis brought the market crashing down in
2008. Another measurement, using instead the Wilshire 5000, shows the indicator is at 139.3% which is higher
than the 136.9% seen in 2000 but slightly below the peak thus far seen in 2015. By these measurements the
stock market is not cheap. Does it signal an imminent collapse? Well, no. But it does suggest that one should
be very cautious buying at these levels even as the NYSE advance-decline line keeps rising into record territory.

Bond yields backed up this past week after hitting a three-year low at 1.47%. The trade talks helped the stock
markets but sent the bond prices (prices move inversely to yields) lower. The soft job numbers on Friday
helped stem the backup in yields. A deluge of corporate bond issues, including Apple and Disney, didn’t help as
more product tends to drive yields higher. But what should be a concern is that the yield on U.S. 10-year
Treasury notes at 1.55% is quite a bit lower than the dividend yield on the S&P 500 at 1.94%. That helps to
drive funds into higher risk stocks.

Adding to bond woes, we have noted that negative yield bonds, primarily in the EU and Japan, now total
roughly $17 trillion, including at least $1.2 trillion of negative yield corporate bonds. That has helped push
funds into U.S. Treasuries seeking higher yields and, of course, helps push funds into the stock markets also
seeking yield and higher returns through growth. But many funds, particularly pension funds and insurance
companies, have to buy bonds.
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Negative yields are not new. The Swiss tried it to disastrous results way back in the 1970’s. They were trying to
prevent a sharp rise in the value of Swiss franc. The Swiss franc was seen as a safe haven following the end of
the Bretton Woods gold standard in 1971 and as the world was pushed into floating currencies centered
around the U.S. dollar. The U.S. dollar was overvalued and started a sharp fall with one of the main
beneficiaries being the Swiss franc. Funds flowed into Switzerland. The result was that the steep rise in the
value of Swiss franc hurt Swiss exporters and Switzerland fell into a steep recession.

That didn’t stop the flow of funds into Switzerland so the Swiss doubled down and even increased during the
oil crisis of 1973. Besides a recession the country was hit by strikes and foreign workers were expelled to try
and help stem the recession and strikes. But the finance sector soared. Only when the Swiss National Bank
(SNB) focused exclusively on the exchange rate and not on inflation concerns did things begin to shift. The
negative rate experiment didn’t end until around 1982 when the U.S. began to turn the corner on the its high
inflation rate. It took Switzerland years to recover from the debacle.

The U.S. dollar has remained high and that is not helping U.S. exporters which is Trump’s main aim with his
trade wars. Could the U.S. resort to negative interest rates? Former Fed Chair Alan Greenspan seems to think
s0. Historically, interest rates have never been this low. Not even during the Great Depression. But with $74.1
trillion of U.S. debt outstanding (government, corporations, consumers) and over $250 trillion of debt
outstanding globally the world can ill-afford a rise in interest rates. Even a rise to a reasonable 5%, a level that
prevailed through much of the 19'" century would be disastrous in today’s markets.

But a reminder that throughout history there have been financial crises and each time experts have claimed
that “this time is different.” The only thing that is different is what brought the world to the brink of collapse.
The history of financial crises is the history of debt collapse and the story plays itself out time and time again.
Since the end of Bretton Woods in 1971, the world has seen several financial crises: 1974-1975, 1980-1982,
1990, 1998, 2000—-2002 and 2007-2009.

Each crisis has been worse than the previous one and each one was bailed out with sharply increased liquidity
from the central banks through direct injections, interest rate cuts, and a massive increase in debt from all,
governments, corporations and consumers. Since 1971, U.S. GDP has increased by $14 trillion but total U.S.
debt (government, corporations, consumers) has increased by $70.4 trillion. That suggests that it took over $5
of debt to purchase $1 of GDP. Is that sustainable? We live in a world of debt illusion even as liquidity
injections and more debt have bailed us out every time and prevented a steeper economic decline.

We have noted the inversion of the yield curve. It is a warning. It does not necessarily translate into recession
as the lag can be anywhere from 7 months to 19 months with 14 months as an average. But an inverted yield
curve has predicted every recession since 1971. An inverted yield curve has also seen gold prices rise five out
of the six times the yield curve inverted. On average the price of gold doubled every time the yield curve
inverted. On that basis a rise to $2,500-53,000 could happen by 2020. That is not a guarantee it will happen,
but if history does repeat itself then sometime into 2020 gold will rise and a recession could get underway.
Since May when the 10-year—3-month spread went negative gold is up 17% and at its recent peak gold was up
21%.
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Globally, there is still no sign of a recession despite various areas of weakness: in China where there are some
indications that their GDP could fall under 6%, in the EU, particularly Germany, the largest economy to record
negative growth in the last quarter, in the United Kingdom as it gets torn apart by Brexit, and slowing signs in
the U.S. Fed Chair Jerome Powell correctly pointed out that the most likely course for the time being at least is
moderate growth both for the U.S. and the world. This came despite the weaker job numbers reported for
August. Powell did note “significant risks” that could threaten growth, particularly the trade dispute between
the U.S. and China, which is really a dispute for power between the two global powers. That story has been
played out many times in the past. Think Britain and France in the 18™ century or Germany and Britain in the
late 19t early 20" century. Both ended in global wars.

Stock markets closed higher this past week in the U.S., in the EU, and especially in Asia where China’s Shanghai
Index (SSEC) gained 3.9% and the Tokyo Nikkei Dow (TKN) was up 3.6%. The S&P 500 was up 1.8%, the Dow
Jones Industrials (DJI) gained 1.5%, the Dow Jones Transportations (DJT) was up 1.7%, and the NASDAQ
jumped 1.8%. Canada’s TSX Composite gained 0.6% and is poised to either break out or fail at current levels.
The TSX Venture Exchange (CDNX) lost a small 0.1%. The London FTSE gained 0.8%, the Paris CAC 40 2.0%, and
the German DAX was also up 2.0%.
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The S&P 500 appears to have broken out this past week. The S&P 500 has now re-traced the Fibonacci 78.6%
level of the recent decline. This is a make or break level. A firm move through 3,000 would suggest a move
once again to the top of the channel near 3,050. Or the index could break above 3,050 to the top of what
appears as an ascending wedge triangle near 3,150. This would get the bulls very excited. Volume has been
poor and there are numerous negative divergences across all time frames daily, weekly, and monthly. Odds
favour a failure and a collapse to the bottom of what we have been calling a broadening pattern. The bottom
of the channel is near 2,200. Our expectations are that this could play out with a bottom into yearend or
January. While it is always possible that the more bullish scenario plays out, there are just too many negative
signs of which the most volatile is the trade dispute and a president’s penchant for tweets that change the
game on a whim.

Gold and silver put in a reversal week. Both made new 52-week highs, then reversed and closed lower. Silver
especially looked bad plunging 8% from its top in only a few days. Gold fell on the week by 0.9% and silver was
off 1.2%. Platinum, however, gained 2.9%, diverging with gold and silver. Palladium was up 0.4%. The gold
stocks took it on the ear as the TSX Gold Index (TGD) fell 5.8% and the Gold Bugs Index (HUI) was down 4.9%.
The hit on the gold stocks was largely limited to the producers that had been leading the market up. Gold and
silver reacted negatively to the news that the trade talks were back on. However, the drop on Friday was odd
considering the weaker than expected job numbers, the expectations of a Fed rate cut of a quarter point at the
September 17-18 FOMC, and ongoing signs of global economic weakness.
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Our long-term weekly chart of gold shows that gold has reached up into the major resistance zone of $1,525—
$1,600. The high on the week was $1,566 short of possible targets up to $1,590. It was not essential that the
target be hit. However, the negative reaction was a surprise to many. Although it shouldn’t have been. The
commercial COT this past week fell to 23% from 24%. The commercials held a record short position offsetting a
record long position held by the large speculators. The sentiment indicators had soared over 90%. In other
words, a correction is needed and was expected just not as dramatic as it happened. As gold falls we would
expect the commercial COT to improve.

The correction could last into November and the nature of this correction should determine how the next
move plays itself out. A normal Fibonacci 38.2% correction would take gold down to around $1,420 a 10%
correction. From 2008 to 2011 gold went through two 10—15% corrections as it rose from $680 to over $1,900.

Support is currently here near $1,500, but below that level a confirmed top would be in. Below $1,500 support
is seen at $1,480 and $1,450.

Silver spiked to $19.75 before reversing, losing 8% from the top. Silver has currently fallen to support near $18.
But a firm break under $18 could draw silver towards better support near $17.50. If that level were to break,
silver could fall further to the $16.50 to $16.75 level.

Much depends on the U.S. dollar. While gold has been rallying even as the U.S. dollar rallies, further rallies in
the U.S. dollar could hurt gold. There remain some potential targets for the USS Index up to 100.25/100.50.
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The high this past week was at 99.33 before the USS Index reversed. If the Fed does not cut rates on
September 17-18, that would be positive for the U.S. dollar and negative for gold.

Also, a negative for gold is the potential for interest rates to rise. The U.S. 10-year Treasury note jumped to
1.55% after hitting a low the previous week at 1.47%. The 30-year U.S. Treasury bond went back over 2%. The
10-year—2-year spread closed at +2 bp while the 10-year—3-month T-Bill spread closed at negative 41 bp, a
slight improvement over the previous week. The spreads are still signaling an impending recession but it could
be well into 2020 before one becomes visible based on past experience. Interest rates could rise just because
there has been so much product issued and the ability to absorb it all becomes a problem for the market. The
bond market has become extremely bullish with unheard of bullish sentiment readings. That is usually a
danger sign. The bond market is extremely overbought. But with the U.S. government running $1 trillion
deficits and mounting, the competition for funds is going to be fierce. Rising interest rates could be a death
knell for the corporate bond market, especially with so many rated just above junk. Debt could still become the
Achilles heel of the global economy. And history is littered with financial collapses that are really all about debt
collapse.

Copyright David Chapman, 2019
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MARKETS AND TRENDS
% Gains (Losses) Trends
Close Close Week YTD Daily (Short Weekly Monthly (Long Term)
Dec 31/18 Sep 6/19 Term) (Intermediate)
Stock Market Indices
S&P 500 2,506.85 2,978.71 1.8% 18.8% up (weak) up up (topping)
Dow Jones Industrials 23,327.46 26,797.46 1.5% 14.9% up (weak) up up (topping)
Dow Jones Transports 9,170.40 10,302.92 1.7% 12.4% neutral neutral up (weak, topping)
NASDAQ 6,635.28 8,103.07 1.8% 22.1% up (weak) up up (topping)
S&P/TSX Composite 14,322.86 16,535.33 0.6% 15.5% up up up (topping)
S&P/TSX Venture (CDNX) 557.20 588.51 (0.1)% 5.6% up (weak) down (weak) down
Russell 2000 1,348.56 1,505.15 0.7% 11.6% neutral neutral neutral (topping)
MSCI World Index 1,710.88 1,886.52 2.1% 10.3% up (weak) neutral neutral
NYSE Bitcoin Index 3,769.99 10,554.77 10.0% 180.0% neutral up up
Gold Mining Stock Indices
Gold Bugs Index (HUI) 160.58 216.98 (4.9)% 35.1% up (weak) up up
TSX Gold Index (TGD) 186.74 248.09 (5.8)% 32.9% up (weak) up up
Fixed Income Yields/Spreads
U.S. 10-Year Treasury yield 2.69 1.55 3.3% (42.4)%
Cdn. 10-Year Bond yield 1.96 1.28 10.3% (34.7)%
Recession Watch Spreads
U.S. 2-year 10-year Treasury spread 0.21 .02 100.0% (90.5)%
Cdn 2-year 10-year CGB spread 0.10 -0.21 (10.5)% (310.0)%
Currencies
USS Index 95.73 98.36 (new (0.5)% 2.8% up up up
highs)
Canadian S 0.7350 % 0.6% 2.8 neutral up (weak) down (weak)
Euro 114.58 110.28 (new 0.3% (3.8)% down down down
lows)
Swiss Franc 101.88 101.22 0.2% (0.7)% down up neutral
British Pound 127.50 122.94 1.0% (3.6)% neutral down down
Japanese Yen 91.24 93.53 (0.7)% 2.5% neutral up up
Precious Metals
Gold 1,281.30 1,515.50 (new (0.9)% 18.3% up up up
highs)
Silver 15.54 18.12 (new (1.2)% 16.6% up up up
highs)
Platinum 795.90 958.50 2.9% 20.4% up up up (weak)
Base Metals
Palladium 1,197.20 1,544.70 0.4% 29.0% up up up
Copper 2.63 2.634 3.2% 0.2% neutral down down (weak)
Energy
WTI Oil 45.41 56.52 2.6% 24.5% neutral neutral neutral
Natural Gas 2.94 2.50 9.2% (15.0)% up down down

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.

Copyright David Chapman, 2019
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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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