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Irrational exuberance, COVID-19 surprise, negative spread, gold target, divergences abound, stimulus fuel

Is “irrational exuberance” back? Records keep falling. Maybe this time it is different. But Friday steadied the
market with a downdraft as some economic numbers came in on the low side. And COVID-19 cases are
jumping outside China catching many by surprise. Now in 33 countries. Our recession indicator spread (page
18) is sliding again and the 3m-10 spread has turned negative. Capital flight has been driving the market
pushing the U.S. dollar up and money flowing into U.S. bonds and the U.S. stock market. But money flowing
into gold as well despite the jump in the U.S. dollar. Then on Friday the U.S. dollar dropped sharply and gold
soared. Gold fast approaching our targets and could hit $1,700 this week. Too fast of a move has our fingers on
the “take profits” button.

Our Chart of the Week (page 6) looks at a rather interesting case of possible symmetry in the markets. We look
at the NASDAQ of 1998-2000 and compare it with the NASDAQ of 2018-present.

Could a top be in the markets given the sharp sell-off on Friday? Still needs confirmation but negative
divergences abound as we note in a few charts. In addition to being designed to allocate to cash in the event
of a sustained market decline, the Canadian Dividend Strategy provides downside protection with income-
paying investments such as Granite Real Estate Investment Trust yielding a dividend of 3.89%.*

Oh and dare we mention President Trump wants another round of tax cuts and other stimulus with stock
markets at record highs and unemployment at 50 year lows. Fuel for the fire.

Have a great week!

DC

* Reference to the Canadian Dividend Strategy and its investments is added by Margaret Samuel, President,
CEO and Portfolio Manager of Enriched Investing Incorporated who can be reached at 416-203-3028 or
msamuel@enrichedinvesting.com
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“Explosive growth of shadow banking was about the invisible hand having a party, a non-regulated drinking
party, with rating agencies handing out fake IDs.”
—Paul McCulley, economist, bond investor, PIMCO; coined “shadow banking” in 2007, The New York Times
4/6/2010; b. 1957

“If you are ready to give up everything else to study the whole history of the market as carefully as a
medical student studies anatomy and you have the cool nerves of a great gambler, the sixth sense of a
clairvoyant, and the courage of a lion, you have a ghost of a chance.”

—Bernard Baruch, financier, speculator, statesman, presidential adviser; 1870-1965

“Don’t put all your eggs in one basket.”
—market maxim

Is “irrational exuberance” back? This is how some people are now referring to the bull market that is
approaching its eleventh anniversary. It is a bull market like no other. Naturally, it depends on how one terms a
bull market. A bear market is generally defined as a decline of 20% or more. So, if the market doesn’t fall 20%
or more, the bull continues. On that basis, the current bull is now 4,000 days old or just shy of 11 years. Yes,
there were three corrections along the way. The steepest decline saw the Dow Jones Industrials (DJI) lose
19.4% from October to December 2018. The other two corrections occurred in April to October 2011 (down
16.8%) and in May 2015 to February 2016 (down 14.5%). Other stock market indices may have fallen more
than the DJI did, but our reference point is the DII.

“Irrational exuberance” was coined by former Fed Chairman Alan Greenspan in a 1996 speech. Ironically, that
was about when the late 1990s high-tech/dot.com bubble was getting underway. The 1990s bull market got
underway in October 1990 and topped in January 2000. There was one 19.3% correction in 1998. Altogether,
that bull lasted 3,382 days with a gain of 396%. The current bull market is up 349% to date. For the record, the
1920s bull market that lasted from August 1921 to September 1929 was 2,932 days and gained 497%. There
was one 18.6% correction in 1923.

So, are we in a bubble? Many would argue that we are. But then, many would also argue that we are in a long-
term bull market that has years to run with the odd correction along the way. With all due respect to the bulls,
that is the classic “this time it is different.” Except usually it isn’t.

While the current bull is now the longest on record, it is not the best performing. As we noted, the 1921-1929
bull gained 497% and the 1990-2000 bull was up 396%, but the current one is up only 349%. In all fairness, the
quoted gains are for the DJI only. The S&P 500 is up 396% and the tech-laden NASDAQ has led the way, up
659%. The much-beleaguered Dow Jones Transportations (DJT) that made its top back in 2018 remains up
399%. Canada’s resource-laden TSX Composite is up only 136% in the same period. Gold has been a serious
laggard during this period, up only 71%.
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But if one goes back to the turn of the century the picture is a little different. The best performer since 2000, is
gold up 456%. The DJI is up only 156%, the S&P 500 up 131%, the NASDAQ up 143%, and the DJT up 269%. It
all depends on what time frame one wishes to look at.

The 1920s bull was considered the classic bubble of all time. The 1990s was also a bubble, led by the high-
tech/dot.com stocks. The NASDAQ gained 1370% from 1990 to 2000. What was behind the bubbles? The
themes were similar. A lowering of interest rates, an easing of credit requirements to spur borrowing, and an
increase in the money supply to stimulate the economy. In the 1920s, the U.S. and the world had just come
out of the war years, the pandemic of the Spanish influenza, and the depression of 1920-1921. The end of the
1980s saw the crash of 1987 and the Savings and Loans crisis. All efforts were made to prevent it from
happening again.

The 2010s haven’t been any different. We will call this one the central banks bubble. We have had historically
low interest rates, massive easing of credit resulting in the biggest borrowing binge in history, and massive
monetary stimulation through quantitative easing (QE) and just plain old massive injections of liquidity. The
result: too much money chasing too few goods—the classic definition of inflation, except the inflation showed
up in a stock market bubble. It is the most “juiced” stock market in history. Bubbles have appeared
everywhere—stocks, bonds, housing, art, and more. Everywhere, that is, except wages for the vast majority of
the population. Despite all the stimulus, the stock market has still not returned as much as the 1920s or 1990s
bubbles.

The “Juiced” Bull Market 2009—-
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Our chart shows the impact of each phase of QE plus Operation Twist and, more recently, the Fed’s repo
program that many are calling QE4. And now comes word that President Trump wants another stimulus
package that could help give incentive to households to buy stocks, and the creation of some sort of tax-free
account. Here in Canada we already have a Tax-Free Savings Account (TFSA). All this is coming with stocks at
record highs, and unemployment at a 50-year low. And, of course, an election in November. Nothing like
further stimulus to help one get re-elected.
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No wonder the bulls say to ignore the background noise: coronavirus (COVID-19), trade wars, climate
destruction, geopolitical conflicts (U.S., China, Russia, Iran), the deep polarized divisions in domestic politics,
looming recessions in Japan, France, Austria, Mexico, Hong Kong, and Italy, with the potential for a slowing in
China, Germany, and the United Kingdom—and finally the debt bubble and potential for massive defaults. Oh,
and did we mention the locusts devouring parts of Africa?

We are already seeing the negative impact of COVID-19 with negative impact on tourism, airlines, supply
chains, shipping, and more. While the number of reported cases is slowing, we learn that China is changing its
methodology again, raising the potential for suspicious numbers. There are reports that the cases count is not
only understated but grossly understated. Meanwhile, cases are rising sharply in South Korea and Japan,
making Asia particularly vulnerable to disruption. And that flows over into Europe and North America (U.S. and
Canada). Despite all that, there are many who claim this is just temporary, and when it ends things will return
to normal.

The question we do have to ask ourselves is, when does the system reach the “tipping point” or, as economist
Nouriel Roubini called it, the “Minsky Moment” when a boom and a bubble turn into a crash and a bust.
Rather than “black swans,” Roubini calls them “white swans.” The risks are “known unknowns,” not “unknown
unknowns.”

The Fed Balance Sheet 2006—present
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The chart above shows the massive growth of the Federal Reserve’s balance sheet. It exploded from around
$800 billion in 2007 to over $4 trillion by 2014. Never in the history of the Fed had its balance sheet exploded
so much in such a short period of time. All that money has to go somewhere and it did not find its way into
Main Street. Instead, it went into Wall Street. With QT biting a bit and Fed hiking interest rates, it did play a
role in the market decline in 2018, even if it was not the prime reason. Nonetheless, the Fed stopped hiking
rates, then started lowering them and, in response to what some believe was a need to put a lid on interest
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rates, they started their repo program in September 2019. The result is the Fed’s balance sheet is growing
once again.

By the end of 2020, at the current rate, the Fed’s balance sheet could grow by upwards of $1 trillion. And
where does that money go? Into Wall Street. Printing presses are working overtime, even if the repo program
is ostensibly to prevent a market collapse because of a problem we suspect in the EU banking system or

possibly the Japanese banking system. They might also want to check the Chinese banking system which is also
vulnerable because of huge amounts of loans denominated in U.S. dollars.

The next chart shows the G4 central bank balance sheets as a % of GDP (the G4 is U.S., Japan, Germany, and
the U.K.). It compares the rise with the rise of the MSCI World Index (ex. U.S.). As their balance sheets
exploded upward, the MSCI followed. All that money primarily went into the stock markets, not the economies
whose growth has been anaemic at best since 2009. Many are now falling back into recessions despite years of
QE and historically ultra-low interest rates, including negative rates. If this doesn’t work, then the question is,
what will? Add in money flows (capital flight) out of the EU and Japan because of negative interest rates and
money flows out of China because of problems in Hong Kong and COVID-19 and you have upward pressure on
the U.S. dollar and more money flows into U.S. stocks and bonds. And yes, even some flows into gold.

G4 Central Bank Balance Sheets % of GDP vs. MSCI World Index
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As some say, bull markets do not have an expiration date. A truism is that stories of doom and gloom and bear
markets are far more popular than stories of growing economies and bull markets. But 11-year bull markets
have never happened before. And when previous bull markets came to an end, as they inevitably do, sorry,

this time is not different, and then the finger pointing starts. As the maxim says, “don’t put all your eggs in one
basket.”
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We often see similar chart patterns popping up in even unrelated stocks. After all, there are only so many chart
patterns. But when we see a similar chart on, in this case, the NASDAQ 20 years apart it catches our attention.
We found this rather remarkable. But does it mean anything? Only if the ending is the same. For the NASDAQ
in 2000, it topped in March and by October 2002 it had fallen over 80%. Do we expect that this time? Not
likely, but then who knows.
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Certainly, the rise has not been as steep today as it was back in 1999 to 2000. As well, 2020 is an election year
just like 2000. The odds of the stock market falling too far in an election year are low. After topping in March
2000, the NASDAQ did fall roughly 40% into April. But the S&P 500 was only down about 13% in the same time
frame. After that, the markets recovered into the November election. The major drop came in 2001 and 2002.
Our expectations are similar that the market should hold together in 2020 with the big drop to come in 2021-
2022.

In 1998 the NASDAQ found a bottom in October. 1998 was the year of the Russian/LTCM collapse. The
subsequent rally saw the NASDAQ rise almost 77% into February 1999, a period of four months. Fast-forward
to 2018 and, following a sharp drop into December 2018, the NASDAQ found a bottom and rose for the next
five months for a gain of about 32%. Following the rise into February 1999, the NASDAQ consolidated in an
upward manner until October 1999. What followed was the final spectacular rise of about 88% into March
2000. This time around the consolidation also lasted until October 2019 and has thus far seen the NASDAQ rise
about 28%. Since we do not officially have a top, it is possible that the NASDAQ does keep rising into March
2020. While the rise is not as spectacular as in 1998-2000, the direction is the same; the looks of the two
charts are very similar and we have the same complacency that nothing can stop this market. That is, until it
does.
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% Gains (Losses) Trends
Close Close Week YTD Daily (Short Weekly Monthly (Long
Dec 31/19 Feb 21/20 Term) (Intermediate) Term)
Stock Market Indices
S&P 500 3,230.78 3,337.75 (new highs) (1.3)% 3.3% up up up (topping)
Dow Jones Industrials 28,645.26 28,992.41 (1.4)% 1.6% up up up (topping)
Dow Jones Transports 10,936.70 10,908.94 0.4% 0.1% neutral up up (topping)
NASDAQ 9,006.62 9,576.59 (new highs) (1.6)% 6.7% up up up (topping)
S&P/TSX Composite 17,063.53 17,843.53 (new highs) flat 4.6% up up up (topping)
S&P/TSX Venture 577.54 582.55 2.1% 0.9% up neutral down
(CDNX)
S&P 600 1,021.18 1,009.62 (0.9)% (1.3)% down (weak) up up (topping)
MSCI World Index 2,033.60 2,008.73 (1.2)% (1.2)% down up up
NYSE Bitcoin Index 7,255.46 9,592.78 (6.5)% 32.2% up up up
Gold Mining Stock
Indices
Gold Bugs Index (HUI) 241.94 249.75 (new highs) 10.8% 3.2% up up up
TSX Gold Index (TGD) 261.30 282.89 (new highs) 8.7% 8.3% up up up
Fixed Income
Yields/Spreads
U.S. 10-Year Treasury 1.92 1.46 (new lows) (8.2)% (24.0)%
yield
Cdn. 10-Year Bond 1.70 1.28 (5.8)% (24.7)%
yield
Recession Watch
Spreads
U.S. 2-year 10-year 0.34 0.12 (29.4)% (64.7)%
Treasury spread
Cdn 2-year 10-year 0 -0.14 (7.7)% (140.0)%
CGB spread
Currencies
USS Index 96.06 99.19 (new highs) 0.2% 3.3% up up up
Canadian $ 0.7710 0.7570 0.3% (1.7)% down down down
Euro 112.12 108.49 (new lows) 0.1% (3.3)% down down down
Swiss Franc 103.44 102.21 0.4% (1.2)% down up up
British Pound 132.59 129.59 (0.7)% (2.2)% down up neutral
Japanese Yen 92.02 89.60 (1.7)% (2.7)% down down neutral
Precious Metals
Gold 1,523.10 1,648.80 (new highs) 3.9% 8.3% up up up
Silver 17.92 18.53 4.5%. 3.4% up up up
Platinum 977.80 976.10 0.1% (0.2)% neutral up up
Base Metals
Palladium 1,909.30 2,605.40 (new highs) 10.8% 36.5% up up up
Copper 2.797 2.588 (1.0)% (7.5)% down down down
Energy
WTI Oil 61.06 53.88 3.5% (11.8)% down (weak) down down
Natural Gas 2.19 1.93 5.5% (11.9)% down 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.
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Another week, another all-time high and then, poof, just like that the market tanks on Friday in the face of
rising numbers for COVID-19 outside of China. Korea is seeing a doubling almost every day in the latter part of
the week while a surprise surge is being seen in Iran. It’s a surprise because it isn’t as if Iran gets visitors from
China. We are also seeing jumps in Italy and Japan. While numbers are rising outside of China, we have heard
reports that China is underreporting cases by a considerable amount. St. Louis Fed President James Bullard
believes this is all just temporary (it might be) and will soon blow over. So it is with known unknowns.

It was actually lousy economic numbers that sunk the markets at the end of the week as a bunch of MARKIT
indices came in below expectations and at levels suggesting a recession. As well, existing home sales fell. We
cover those more under our bond comment. The markets suffered their first loss since the COVID-19 crisis
broke in late January. The S&P 500 dropped 1.3% on the week and is now down 1.7% from its all-time high set
Wednesday at 3,393. The S&P 500 has not broken any key points that suggest the top is in, but Friday’s action
certainly felt like a temporary top could be in. Confirmations will come when we break 3,300 and will really be
confirmed under 3,275.

Other indices were also down. The Dow Jones Industrials (DJI) lost 1.4% and, significantly, did not make new
all-time highs even as the S&P 500 and the NASDAQ did. The NASDAQ fell the sharpest, off 1.6%. The Dow
Jones Transportations (DJT) surprisingly had a gain of 0.4%. Strange when airlines are expected to lose billions
to the COVID-19 scare, and does anyone really want to go on a cruise these days? Airlines could be facing a $29
billion loss because of sharply reduced air travel. Tourism has taken a pounding, especially since the Chinese
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were major tourists everywhere. As well, millions visited China every year. Well, not so much any more. The
small cap S&P 600 lost 0.9% on the week.

Elsewhere, the TSX Composite was flat after making new all-time highs but a surprise winner was the TSX
Venture Exchange (CDNX), gaining 2.1%. In Europe, the London FTSE was off a small 0.1%, the Paris CAC 40 fell
0.1% as well after making new all-time highs, and the German DAX also made new all-time highs, then fell 0.6%
on the week. There are signs the German economy could be falling into recession. In Asia, the indices surprised
as China’s Shanghai Index (SSEC) gained 4.2% but the Tokyo Nikkei Dow (TKN) lost 1.4%. Strange for the SSEC
but China is trying to get back to work despite the COVID-19. Seems that things can’t fully grind to a halt. The
World MSCI Index lost 1.2% on the week. Most indices have not given sell signals yet, but another week down
and a sell signal would be in.

So, how much could the market fall if a correction is to get underway? We don’t believe 2020 will see a major
drop, largely because it is an election year. If we hark back to 2000 it too was an election year. The S&P 500 fell
13.8% from a high on March 24, 2000 to a low on April 14, 2000. It tested the 200-day MA before a rebound
got underway that effectively lasted until the next high in September 2000. The NASDAQ got hit harder, losing
40% into May 2000. It too made a feeble recovery into September 2000. A decline to the 200-day MA for the
S&P 500 now would be a loss of another 300 points or roughly 9% from current levels. For more recent
election years, 2008 was the year of the financial crisis and 2012 was a year of market recovery while 2016 saw
the election of Trump. 2008 was a horrible year while 2012 and 2016 were positive years.

If we are following a pattern not dissimilar to 2000 where the market topped following a long bull market, our
expectation is that we would not be hit hard in 2020, but watch out for 2021 once the election is out of the
way. Trump will, no doubt, want to see the markets rising to help his election chances. A correction now would
be ideal as it would get it out of the way with still eight months to go before the election. It’s interesting that,
with the market making new all-time highs again this week, we saw a surge in call option buying and huge
volumes at discount brokerage firms. Tesla and Shopify have become two popular stocks for the retail crowd
to buy, with speculative retail traders chasing the latest craze. That’s the way it is at tops.
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The NASDAQ took the biggest hit this past week of the major indices, losing 1.6% on the week. The NASDAQ
fell 1.8% on Friday and is now down 2% from the all-time high seen on Wednesday. We can’t say that is a
positive sign as the swift decline on Friday appeared impulsive. We note the divergence between the RSI
making a lower high as the NASDAQ made a higher high. These kinds of divergences are not unusual at
significant tops. The NASDAQ has been the big winner, led by the FAANGs, but it is the FAANGs that could also
lead the market down. This past week Facebook fell 1.9%, Amazon lost 1.8%, the now challenged Apple,
because of problems in China from COVID-19, fell a sharp 3.7%, Netflix only lost 0.1% as people will still watch
TV, and finally Google lost 2.3%. As well, Microsoft lost 3.4%. The Semiconductor Index (SOX) lost 3.4% and a
key ETF, the Technology Select SPDR Fund (XLK), dropped 2.5%. If we do have a decline into March as we
suspect, the tech-heavy NASDAQ will probably face the biggest decline. Of the high fliers, Shopify lost 2% but
Tesla continued its raging bull, up 12.6%. Tesla is, we believe, the poster child of high-flying tech stocks. It
could also face the biggest collapse once the bloom wears off, despite this week’s gain that actually fell short
of a new all-time high.
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We have often noted how the large cap stocks are diverging with the small cap stocks, a non-confirmation. The
S&P 600 topped way back in August 2018. It has been nowhere near there since. Even more recently, the S&P
600 put in a high in January 2020 at 1,046. The high this month was a lower high. On the other hand, the S&P
500 not only went on to take out its high of September 2018 but more recently the S&P 500 moved above its
January 2020 high. Divergences and non-confirmations are often seen at major turning points. No, it doesn’t
mean it happens right away and things may need some time to play out. But our experience is that once these
divergences show up and are never resolved it usually signifies a potential major turning point. We have also
noted the non-confirmation between the DJI and the DJT with the DJI making new highs not confirmed by the
DJT.
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We have previously noted the negative divergence between the VIX volatility indicator and the S&P 500.
Here’s another one. This is the percentage of stocks above their 200-day MA. Despite the S&P 500 making new
all-time highs, the percentage of stocks above their 200-day MA was making a lower high. The most recent
high was at 80.96% vs. the January 2020 high of 87.17%. Fewer stocks above their 200-day MA even as the
index is making new all-time highs is a divergence that we should pay attention to—another warning that a top

may be at hand.
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The Cass Freight Index, a measure of North American freight volumes continues to plunge. January 2020
freight activity continued to plunge year-over-year down 9.4%. The plunge is comparable to what was seen as
the U.S. slid into the “Great Recession” of 2007-2009. It is an indication that despite claims this is not exactly a
booming economy. Nor is it good for sustainable growth. Maybe we’ll get a bounce rebound as the index is
hitting a support line. But if plunges through and takes out those lows seen in 1996 and 2000 then we could be
headed for the 2008/2009 lows.
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Another week, another record high. The TSX Composite once again saw new all-time highs this past week as it
was flat on the week (actually it lost a tiny 0.03%). The TSX touched might be the top of a channel created by
drawing a line from the November 2019 high through the January 2020 high. With a high of 17,970 the TSX fell
short of the 18,000 mark. Friday’s down day left a large engulfing candle on the charts suggesting a potential
top. Our first sign of a top will be a break under 17,750. However, confirmation would not come until we break
back under 17,500. The sub-indices had a mixed week with 7 on the plus side and 7 on the negative side. No
wonder the TSX was flat on the week. The big winner was Golds (+8.7%) while the big loser was Information
Technology (-2.7%). Other significant winners were Materials (+3.9%) and Metals & Mining (+2.9%). Losers
included Health Care (-2.6%) and Consumer Discretionary (-1.6%). A key sector is Financials and they fell 0.1%
this past week. Since Financials make up almost a third of the TSX, we need to see them rising if the TSX is to
go up. Golds do not make up a huge proportion of the TSX Composite. Note that, despite the new all-time
high, the RSl is below its previous highs, making a negative divergence.
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Dual trouble? We have mused about the Fed’s repo program. We wondered if there are some banks out there
in trouble and therefore the Fed needs to keep a lid on interest rates. One of the biggest suspicions has fallen
on Deutsche Bank (DB). But then this past week HSBC (HSBC), also known as Hong Kong Shanghai Banking
Corp., popped up with the news that they were laying off 35,000 over three years and dumping a $100 billion
in assets. DB took a $7.3 billion hit. They are also the bank that bailed out Trump, but that is another story. DB
has a huge amount of its capital (estimated at 30%) allocated to businesses that is below their cost of funds. As
someone noted, these two banking behemoths are dying a slow death. DB has been falling for years and now
HSBC is starting to decline as well, although at a much slower pace. HSBC has been lower in 2009, 2009, and
2016.
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Capital flight is driving both the U.S. dollar and U.S. treasuries. Capital flight from the EU and Japan, because of
negative interest rates and capital flight from China and Hong Kong because of COVID-19 and protests in Hong
Kong. This past week the 10-year U.S. treasury note fell to 1.46%, down from 1.59% the previous week. We are
now 1 bp below the previous low seen in September at 1.47% and gaining rapidly on the all-time low seen in
2016 at 1.37%. Another low in 2012 was at 1.43%. The 30-year U.S. treasury bond has fallen under 2.00%,
currently at 1.90%. Not only is that yield a new 52-week low but it is an all-time low. Here in Canada the 10-
year Government of Canada bond (CGB) has fallen to 1.28%. Still, that is above the last low 1.16% seen in July
2019 and above the all-time low of 0.96% set in July 2016. Helping push yields lower and also helping push the
USS Index lower on Friday were the below-expectations MARKIT manufacturing and services indices. The
MARKIT manufacturing PMI came in at 50.8 (just above flashing recession) when the market expected a
reading of 51.5. The January number was 51.9. The MARKIT services PMI came in at a recessionary 49.4 vs.
expectations of 53 and last month’s 53.4. As well, on Friday the existing home sales for January fell 1.3%. That
was actually good as the market had expected a fall of 1.8%. We can’t help but note junk bond yield spreads
that are at 3.49% to the 10-year. A month ago they were at 3.15%. The below CCC-rated spread is 9.85% vs.
10.19% a month ago. Can the 10-year fall further? Yes, it could, but we are getting near what we suspect is a
bottom. The pattern that has formed of making a bottom, then a strong counter rally followed by another
plunge, is a pattern we have seen many times in the past. What usually happens is that we see new lows,
accompanied in this case with extreme bullish sentiment. Then rates begin to rise again.
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Are we sliding closer to recession territory? The closely watched 2—10 recession spread (2-year U.S. treasury
notes less 10-year U.S. treasury notes) bottomed last August at -4 bp. Our other closely watched spread 3m-10
(3-month U.S. treasury bills less 10-year U.S. treasury notes) bottomed around the same time at -52 bp. This
past week the 2-10 spread fell to +12 bp, down from +17 bp the previous week while the 3m—10 spread fell to
-10 bp, down from +1 bp last week. Analyst Tom McClellan has noted there is a 15-month lag between
negative or inverted yield curves and any recession. If that’s correct, then no sign of a recession should show
up until later in 2020. But it points to potential problems in 2021.
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We can’t help but notice that the spread between the annual change for CPl and the yield on U.S. 5-year
treasury notes has turned negative. It is the same thing with the 10-year and just this past week the 30-year
U.S. treasury bond slipped under the CPI rate. Negative real interest rates are joy to gold. We note in particular
two earlier periods: the 1970s, particularly the period from 1975 to 1980, and the 2000s. Gold rose sharply in
the 1970s and was rising sharply as well in the 2000s before peaking in 2011. The long period between 1980
and 2000 saw positive real interest rates and gold underperformed. The spread between CPIl and the 5-year
started narrowing after 2015. Not surprisingly, gold’s bottom was seen in December 2015. How long this
persists is anybody’s guess, but with the Fed trying to push interest rates lower with the repo program plus
money flows into U.S. treasuries, negative real rates could persist. And that is music to gold’s ears.
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The USS Index soared this past week to new 52-week highs and then on Friday it all reversed. The USS Index
fell 59 bp or 0.6% and closed the week barely up 0.2%. The US$ has been driven higher with money flows out
of Europe and Japan because of negative interest rates and out of China and Hong Kong dealing with COVID-19
and protests in Hong Kong. So, is the USS Index rally over? While Friday’s huge engulfing bearish candle looks
terminal, we need to see further evidence. The up move has been quite steep and it was no surprise that
indicators quickly became overbought. As well, sentiment for other currencies plunged. Numbers we saw this
week had sentiment towards the euro, the Swiss franc and the Aussie dollar, down below 10%. The Japanese
yen fell to 16%. The euro, after making new 52-week lows, rebounded closing up 0.1% on the week. The Swiss
franc gained 0.4%. However, the British pound sterling fell 0.7% while the Japanese yen fell 1.7%. The
Canadian dollar managed to eke out a gain of 0.3%. One surprise on the week was the ability for gold to rally in
the face of the USS rally. Usually gold falls when the USS$ goes up. Not this time. Given the steep rise for the
USS Index we need to fall back under 98.50 to confirm to us that a top is in. The breakdown level for the USS
Index is now under 96.25. The 0.6% decline for the USS Index on Friday was the steepest sell-off this year.
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Gold enjoyed a very strong up week, gaining $62 and hitting a high of $1,652 before settling back to close at
$1,648. Gold is getting close to the pennant target of $1,667. Our longer-term target of $1,725/$1,750 is also
now within sight. Despite the elation we are sure the gold bugs are feeling there are some notes of caution.
First the RSl is now well over 70 (currently 78). Over 70 is overbought and a sign that we could see a pullback.
The gold commercial COT fell to 24% this past week, the lowest level we have ever seen. The Daily Sentiment
Index at www.trade-futures.com hit 93% this week. The large speculators COT net long position is as high as
we have ever seen it, although its COT was steady at 88%. Is a top imminent? These are cautionary signals and
they do not necessarily signal a top. Gold typically rallies into the annual Prospectors and Developers
Association of Canada (PDAC) convention to be held March 1-4, 2020. That’s only a week away. If gold is still
rallying hard this coming week, traders and even investors may wish to think to about some profit-taking as
the bullish sentiment is rising too fast too soon. Nonetheless, gold is responding to the COVID-19 crisis, the
threat of a global economic slowdown, negative yield curves, and, negative real interest rates. There may also
be thoughts that the Fed and others are running out of “bullets” to deal with another potential financial crisis.
QE to infinity is all they can do and have been doing. Prudence now dictates caution and stops starting at the
old highs around $1,613. If we were to reverse and close back below that level by the end of the month, we
would have signaled a top. One thing we have been impressed with is gold’s ability to rally despite the sharp
rise in the U.S. dollar this past week. Despite that, beware of a potential top that could come early in the week
or towards the end of the week. We’d prefer to hit our targets of $1,725-51,750, but a failure just below
$1,700 could also happen. The move overall has been too fast. Once a correction sets in, it could easily last 3 or
4 months.
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We suppose this shouldn’t be a surprise, given gold’s rise this past week. Further, the numbers are as of
Wednesday so it doesn’t include Friday’s big move. The gold commercial COT fell to 24% this past week from
26% the previous week. We’ve never really seen it so low. So that is a bit worrisome. Long open interest fell
roughly 6,000 contracts while short open interest rose almost 42,000 contracts. Total open interest leaped
57,000 contracts. The large speculators (hedge funds, managed futures, etc.) was steady at 88% despite long
open interest jumping nearly 52,000 contracts and even as short open interest also rose but only just over
6,000 contracts. The COT is becoming more bearish.
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As gold pushed higher in U.S. dollars, gold was making record highs in Canadian dollars, euros, Japanese yen,
Swiss francs, Australian dollars, and a host of other currencies. We continue to believe that at some point gold
will also make new all-time highs in U.S. dollars. Gold in some currencies is quite overbought with RSls
screaming above 70. But that can persist for some time as it did back in August 2019 before a corrective period

set in. It's a warning sign, not a guarantee, of an immediate top. There is certainly room for gold in Canadian
dollars to hit $2,200 and somewhat higher.
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$SILVER sSilver - Continuous Contract (EOD) CME @ StockCharts.com
21-Feb-2020 Open 15.36 High 1262 Low 1522 Close 1252 Volume 1070 Chg +0.21 (+1.15%) «

) $SILVER (Daily) 18,53
—MA(50) 17,75
—MA(100) 17 55
—mMa(z00) 1688
—EMA(165) 17.21

Wolurne 10,704,500

1975
19.50
1925
19.00
1875

17438 5737

[
55

16.50
16.25
16.00
15.75
15.50
15.26
15.00
| - 10704500
a0
14.25

Mar Apr May Jun Jul Aug Sep Ot How Dec 2020 Feb
MRESI(14) 65,06
@ X
N~ ) = o
/\IJ\'\—\'\ M ¥ T\ / % -
//‘ ¥ J‘r\ 7~ Fal J/ &0
20
0
har Apr hay Jun Jul Aug Sep Dot Mo Dec 2020 Feb

Source: www.stockcharts.com

Silver finally showed some spark with a solid 4.5% gain this past week. With an RSl still under overbought
levels at 70 silver could have further to run. Our only concern, as we note below, is that while gold is making
new 52-week highs silver is not. Silver is still suggesting that it could hit potential targets up to $20.30/5$20.50
based on the triangle that formed August to December 2019. The flag formation that formed in
January/February 2020 suggests targets of $19.40/$19.50. Once silver breaks over $18.60 we could also have
potential targets up to $21.80. Some words of caution are that besides silver lagging gold the commercial COT
for silver is sliding further as well. Nonetheless, the action was positive this past week for silver and we should
see higher prices this coming week. There is some resistance at $18.90 and again up to the August 2019 high of
$19.75.
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Just as the gold commercial COT fell, so did the silver commercial COT, falling to 29% from 30%. Long open
interest rose about 1,000 contracts while short open interest jumped just over 9,000 contracts. The large
speculators COT rose to 78% from 77%. Like the gold COT, the silver COT is also bearish. So we have to keep
this in mind as gold and silver rise in price.
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Gold stocks went gangbusters this past week with both the TSX Gold Index (TGD) and the Gold Bugs Index
(HUI) showing substantial gains and both hitting new 52-week highs. The TGD gained 8.7% on the week and is
now up 8.3% on the year while the HUI jumped 10.8% on the week and finally is in the black for the year, up
3.2%. The rising triangular pattern that formed on the TGD suggests potential targets up to 312/315, another
10% gain from current levels. As we noted with gold, some prudent profit-taking is suggested. The RSI on the
TGD is just over 70 but it can, as it has in the past, get much higher before profit-taking kicks in. The breakout
this past week over 270 came on increased volume, suggesting that this move should have some legs. But
stops are prudent. For the TGD the reversal point would come with a break back under 258.
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$GOLD Gold - Cortinuous Contract (EOD) CME @ StockCharts.com
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While we were pleased that both gold and silver enjoyed a good up week with gold breaking out of the top of

the channel, silver stopped Friday at the top of the channel. We still expect silver to take it out, but what is of

concern is that gold is making new highs while silver is not. As long as this divergence persists, it sounds a note
of caution as gold and silver rise.
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Oil prices were attempting to rebound this past week on hopes that OPEC would cut production. But by week’s
end that basically fell apart as Russia indicated they have no plans to cut production further. OPEC also decided
not to move its March meeting forward even as Saudi Arabia, the UAE and others continue to discuss
production cuts. The result was that WTI oil prices fell about 1% on Friday but still managed to gain 3.5% on
the week. Based on Friday’s action, the rebound rally may be over. WTI oil broke support in late January,
trading under S50. New lows below $49.31 could send WTI oil prices downward towards the lows of 2018 near
$42. With the COVID-19 crisis not resolving itself and potentially spreading and increasing in other countries it
does not bode well for oil demand that could suffer further drops. Natural gas (NG) also managed to bounce
back a bit this past week, gaining 5.5%. However, we still see no sign of a bottom forming. The energy stocks
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were mixed with the ARCA Oil & Gas Index (XOl) down 0.2% while the TSX Energy Index (TEN) gained 0.9%. The
best that can be hoped for with WTI oil prices here is that they continue to find some support just above $50.
The falling MAs up around $56/557 remain enticing rebound targets, but there is no law it has to reach that
high. The XOl appears to be forming a bear pennant after finding an initial bottom at 1,094. A break of 1,105
could target the XOl down to 1,045/1,050. Based on the broad pattern that formed on WTI oil between
June/July 2019 and the high in January 2020, the potential long-term target could be $34/535. Only regaining
back above $57 could this potential scenario change.

Copyright David Chapman, 2020
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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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