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In the last Ian’s Investment Insights,
October 5, 2012, I promised that in this
publication I would focus on the stock
markets (The Dow and the TSX).

So here are my thoughts on these stock indexes. My thoughts regarding how share prices are likely to trend in the foreseeable future
have been influenced by several market newsletter writers; especially by Dr. Robert McHugh, who writes McHugh’s Market and Trading
Report based on the Elliott Wave, and Robert Prechter and his team at Elliott Wave International.
As many of you know, I have long forecast an ultimate target low for the Dow Jones Industrials Average of 1,000 points (See Special Edition - “Dow 1,000 Is Not A Silly Number”. I am sticking to that target. I suspect that many of you have long since stopped believing that
such a low level is remotely possible because, since the publication of that report in November 2009, the Dow has increased in value by
approximately 30%. In the week ending October 5, 2012, the Dow was within 4% of its all time high of 14,200 points which was achieved
in October 2007 and even today it is still only 8% below that record level.
For most of us, our expectations for the future are based upon our most recent experiences. The Dow has made new highs every year
since the March 2009 low of 6,470 points and as I write, the Index is ranging more than two times higher than it was in the dark days of
early March 2009. So, given that positive performance, I would think that most investors continue to believe in the bullish outlook for U.S.
and Canadian stock markets.
I am not in the bullish camp, and neither are the two afore-mentioned gentlemen. In fact, the three of us are very bearish in that we believe
that the stock bear market is about to resume with an unparalleled ferocity. This means that the March 2009 low of 6,470 points on the
Dow will be shattered to the downside. You might remember how dire things appeared with the Dow at that level. Consider how much
worse things will be once that low has been pierced.
The third long wave autumn stock bull market commenced in August 1921, when the Dow made its summer ending bear market low of
63.90 points. The great ‘Roaring 20s’ bull market reached its peak eight years later when the Dow Jones Industrial Average posted a
record high on September 3, 1929 at 381.17 points, which is a gain of 600%.
The ensuing winter bear market collapsed share prices by 89% with the Dow dropping to a low of 41.22 points on July 8, 1932. W. D. Gann
forecast this epic bear market in his ‘Outlook for 1929’, which he published for his subscribers in November 1928. He wrote, “This year
occurs in a cycle which shows the ending of the bull market and the beginning of a prolonged bear campaign. The present bull campaign
has lasted longer than any other previous campaign in the history of this country. The fact that it has run longer and prices have advanced
to such abnormal heights means that when the decline sets in it must be in proportion to the advance. The year 1929 will witness some
sharp, severe panicky declines in many high priced stocks.”
It is true that at the onset of this winter bear market, the Federal Reserve responded by reducing administered interest rates and during
the 1929 stock market crash it flooded the New York banks with money, but that was the limit of its intervention and the vicious bear market
was completed in only two and a half years.
The fourth long wave autumn stock bull market commenced in August 1982, when the Dow Jones Industrial Average made its summer
ending bear market low of 777 points. Unlike its predecessor autumn stock bull market, which lasted 8 years and gained 600%, the fourth
autumn stock bull market ran for seventeen and a half years to January 2000, when the Dow peaked at 11,750 points for a huge gain of
1,500%.
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The winter bear market that began from that 2000 autumn stock market peak dropped the level of the Dow Jones Industrial
Average to 7,178 points in October 2002. This 40% decline hardly fulfilled Gann’s dictum that ‘the decline must be in proportion
to the advance.’ From that October low, however, the stock market advanced, aided and abetted by the Federal Reserve under
Chairman, Alan Greenspan. This advance took the Dow Jones Industrials to a new high of 14,200 points, which was completed in
October 2007. From that level another winter bear market ensued. The Dow Jones Industrial Average dropped to a low of 6,470
points in March 2009. This decline was equal to 54%, which once again hardly fulfilled Gann’s proposition. Again the Federal
Reserve Chairman, this time Ben Bernanke, rushed to the rescue by effectively cutting the Fed Funds rate to zero and flooding
the banks with money. Given this massive fiscal and monetary stimulus, stock prices once again were propelled higher and the
Dow recently reached a new recovery high of 13,662 points.
As I have noted, Federal Reserve action during the 3rd winter stock bear market of 1929 to 1932 was relatively subdued. By
comparison, Federal Reserve action during the current winter stock bear market has been frenetic and panicky. As a result of this
repeated Federal Reserve intervention, the winter bear market has not been concluded, not by any means. Indeed, by January
2013, the bear market will have been in progress for thirteen years.
As I have often written, all markets are governed by natural law. W. D. Gann wrote of this several times; indeed, in his “Outlook
for 1929” in which he forecast the coming bear market and the 1929 stock market crash he wrote: “When the time cycle is up,
neither Republican, Democrat, nor our good President Hoover can stem the tide. It Is Natural Law. Action equals reaction in the
opposite direction. We see it in the ebb and flow of the tide and we know that from the full bloom of summer follows the dead
leaves of winter.”
Up to this point in time, the Federal Reserve has ‘stemmed the tide’ of the winter bear market. However, the end result of this
hubristic interference in the natural process of the market will be a stock market calamity never previously experienced.
When Gann wrote, “Action equals reaction in the opposite direction’, he was paraphrasing Sir Isaac Newton’s third law of motion,
which states “that for every action in nature there is an equal and opposite reaction” and Epictetus’ dictum, “The true extreme
of any position will ultimately become its opposite.” So, if following the 600% 1921 - 1929 stock market gain, the ensuing bear
market reaction was a drop in share prices of almost 90%, what might we assume might be the ultimate bear market reaction to
the preceding bull market gain of 1,500%? Clearly, it must be greater than a 90% correction. Elliott Wave International’s Financial
Forecast targets the Dow bear market low at below 400 points.
Once the bear market resumes, what can the Federal Reserve do to reverse the negative price action? From the following chart,
we can deduce that the most important option that the Fed has used in the past to combat the previous two stock market winter
bear market corrections has been a hasty reduction in the Fed Funds rate. This strategy is no longer an option during the coming
stock market decline because the Fed Funds rate is already essentially at zero.
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In this chart, we can note the actions of the Federal Reserve with regard to administered interest rates. Within a year of the
2000 stock market peak, the Federal Reserve hastily reduced the Fed Funds rate so that by the end of 2002 it was close to 1%
and remained below that level until late 2004 when it was apparent that stock prices were recovering. The Fed Funds rate was
increased parallel to rising stock prices and plateaued above 5% between 2006 and 2007. Once the stock bear market resumed
in 2007, Federal Reserve Chairman, Ben Bernanke, began to collapse the Fed Funds rate so that by the time the bear market
reached its March 2009 low of 6,457 points, it was effectively at zero. This produced the desired effect and stock prices began
their recovery where, at this time, the Dow Jones Industrial Average is now sitting comfortably above 13,000 points. However,
unlike 2004 when administered interest rates were slowly increased parallel to increasing stock prices, this time there has been
no such increase. Indeed, Chairman Bernanke has promised that the Fed Funds rate will remain at this low level until at least
2015. In 1929, Professor Irving Fisher, a well respected Yale University economics professor, pronounced that, “Stocks have
reached a permanently high plateau”. Perhaps, Mr. Bernanke is of the same opinion and that an interest rate reduction policy is
redundant because stock prices are never going down. He will be sadly disillusioned.
As mentioned earlier, I place great store in the Elliott Wave work of both Robert Prechter’s team at Elliott Wave International and
Dr. Robert McHugh, who writes a daily and weekend commentary on www.technicalindicatorindex.com.
The Robert Prechter team believes that the stock bear market has already commenced. Writing in the November publication of
The Elliott Wave Financial Forecast, Steve Hochberg and Pete Kendall reflect on ‘The Disharmony of the Averages’ – “As Elliott Wave Financial Forecast has noted many times over the years, a healthy trend is one in which the constituent parts of the
market in question reach new extremes in unison. We have also pointed out that over the course of the great topping process
the stock market has been anything but synchronized. The NASDAQ peaked in 2000, while the Dow Jones Industrials reached
their all-time high in 2007. The third peak, which we think is completing now has been the most disjointed of the three, with most
new all-time highs occurring in indexes of highly speculative stocks. The NYSE Composite left the uptrend on April 29, 2011, a
year and half ago, and the Dow Jones Transportation Average was close behind (Giving a Dow Theory non-confirmation). The
short term triple top (of the Dow Jones Industrial Average) has evidenced the same splintering, as the S&P topped on September
14, the NASDAQ on September 21 and the Dow on October 5. Stock markets can hover at elevated levels for a while, because
the optimism engendered by a trend toward positive social mood dissipates gradually. However, such a shaky near-term finish
within a much larger and equally shaky 13-year triple top suggests that the distribution phase is complete, or very nearly so. An
era of epic financial instability lies ahead.”
Dr. McHugh is of the opinion that directly in front of us lies one final stock market advance, which should complete what he calls
the ‘Jaws of Death’ pattern. “…An Ascending Broadening Wedge top pattern is completing now in the Industrials, a pattern that
started from the autumn bull market peak in 2000. This final advance is in the form of an a-b-c-d-e pattern, with the final wave
e-up rally leg underway now, starting from the June 4th lows. The Tuesday, September 11th rise above the April 2nd highs to
above 13,297.11, confirms the above scenario is occurring.” Here is the Dr. McHugh’s chart of the developing a-b-c-d-e pattern
with the culminating e-wave now underway.
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In the following chart, which Dr. McHugh has kindly given me permission to publish in this report, he shows the “Big Picture Historical Elliott Wave Labeling for the Dow Industrials.” The most crucial thing that you must understand from this labeling is that
the huge top that is now completing will be followed by a Grand Supercycle degree Wave IV down. “The Great Depression (Bear
market 1929 - 1932) was of Supercycle degree, wave (IV) down, and was not of Grand Supercycle degree like the coming Bear
Market will be, which means that this coming Bear Market will be worse….” The ‘Jaws of Death’ pattern is clearly discernible at
the top right hand portion of the chart.
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Robert Prechter’s team is also convinced that we are in a Grand Supercycle Wave 4 down with an ultimate Dow Jones Industrial
target of below 400 points.
So is the high, the 13,662 point level that the Dow reached on the 5th of October 2012, or are we going to follow Dr. McHugh’s
target of making one further wave up to perhaps as high as 14,400 points to complete the ‘Jaws of Death’ pattern? From my
observations, one can make a case for either outcome.
Firstly, let us look at the idea that 13,662 points was the high level for the Dow of this post March 2009 recovery. Below is the
monthly chart of the Dow Jones Industrial Average and what is evident from this chart is that a key point reversal top occurred in
October. For those who don’t know about key point reversals, let me explain. A key point reversal top is made when prices make
a new high but close below the closing price of the previous bar level. A key point reversal bottom is made when the bar level
makes a new low but closes above the level of the previous bar. There are several examples of key point reversals on this chart,
the most obvious is the large KP reversal low made in March 2009. Key point reversals are reliable indicators of a change in the
index trend.

DJIA Monthly Chart. Closing Level October 31, 2012 – 13,096.46 points

Admittedly, the key point reversal top made this October is not that pronounced given that the October high of 13,662 only surpassed the September high by 9 points. However, the October closing level was 340 points below the September closing level
and that is quite a significant difference. This KP reversal would be negated if in November the DJIA made a lower low than the
October low of 13,040 and then closed above the October closing level of 13,097 points.
On the Monthly chart the MACDI has given a sell signal, but that too is not that pronounced at this time.
Now let me show you why Dr. McHugh’s final leg up might also be an option, by examining the DJIA daily point chart.
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DJIA Daily Chart. Closing level November 2, 2012 – 13,093.16 points

While it hasn’t yet given a buy signal, the MACDI certainly looks as if it will do so fairly soon from an oversold level. At least in the
short term this means that stocks are likely to rally. However, there appears to be considerable resistance to this advance around
the 13,660 price level.
My best guess is that if there is a McHugh rally it will terminate somewhere close to the middle of January or even as far out as
March next year, 2013. I selected this particular time frame because the DJIA made its autumn stock bull market peak on January 14, 2000; whereas the NASDAQ topped on March 10, 2000. My disposition is to favour the January time frame because the
DJIA is the focus of analysis.
Overall, I am inclined to believe that the recovery high was already been made on October 5, 2012, when the Dow Jones Industrials made an intraday high of 13,662.87 points. In my Special Edition entitled ‘This Is It’, published in November 2007, I made
reference to W. D. Gann’s cycle work and demonstrated that in 2007 that “All of Gann’s cycles forecast a stock market crash
for this year.” The peak in stock prices was reached in October that year and from that point on a stock market crash developed
culminating in the low of March 2009.
The 100 - year cycle was very important to Gann, but he also believed that the 20 - year cycle, one fifth of the 100 - year cycle,
was also very relevant to predicting cycle changes. “The most important time cycle is the 20 - year cycle or 240 months and most
stocks and averages work closer to this cycle than any other.” W. D. Gann, Method for Forecasting the Stock Market.
In “This Is It”, I showed how many of these 20 - year cycles converged in 2007. The same is true in 2012 and that makes it very
likely that the stock market top is either in, or at least will soon be in before the end of this year. I cannot see any 20 - year cycle
anniversaries occurring in 2013.
In 1932, which is 4 X 20 years ago, the 3rd Long Wave winter bear market reached its low.
In 1982, which is 2.5 X 20 years ago, the 4th Long Wave autumn bull market began.
October 1987, which is 2.25 X 20, begins the year of the memorable stock market crash.
In October 2002, which is .5 X 20 years ago, the 1st current winter bear market reached its low.
In October 2007, which is .25 x 20 years ago, the Dow Jones Industrial Average closed at an all time high.
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Given the virtual certainty of the coming collapse in U.S. stock prices, how is the S & P/Toronto Stock Exchange Index likely to
fare? There can be no stock exchange index anywhere that can escape from the coming stock market carnage. The one saving
grace for this index is that gold shares comprise about 10% of its value. Gold company shares are likely to rise sharply in price in
line with a massive demand for the metal itself as economic and financial chaos prevails. (In light of my extreme bearish outlook
for the general stock markets, I will detail my prognosis for gold and gold shares in the next Ian’s Investment Insights due for
publication on Friday, December 7th.)

Summary:
U.S. and Canadian stock markets and for that matter, all stock markets are on the verge of a massive decline. At the very least,
the Dow Jones Industrial Average is going to return to 1,000 points, which acted as significant resistance from 1966 to 1982. This
would be a 93% decline from the Dow Industrials all time high of 14,200 reached in October 2007. Such a large loss might support Gann’s adage that ‘action equals re-action in the opposite direction.’ But, Robert Prechter and his team envisage something
greater than a 97% decline in the Dow Jones Industrials.
The two winter declines, 2000 to 2002 and 2007 to 2009 dropped the DJIA in value by 40% and 54%, respectively. Considering
that the preceding autumn bull market increased prices by 1,500%, neither of these declines fulfill the concept that ‘to every action
there is an equal and opposite reaction’, nor considering the 1,500% bull market advance do they come anywhere close to the
90% loss experienced between 1929 and 1932, following a comparatively muted 600% gain in the preceding autumn bull market.
All markets are governed by natural law. The natural cycle of economic growth followed by decay in the stock markets has been
circumvented, at least up until now, by massive fiscal stimulus and monetary policy ‘quantitative easing’ on the part of the U.S.
Federal Reserve and other Central Banks. I might add that this circumvention occurred in both the growth cycle and now in the
decay cycle. Therefore, the final outcome will be significantly more catastrophic than had the natural economic cycle been allowed to run its course without human interference.
The U.S. Federal Reserve has reached its limits with regard to maintaining stock prices at ‘a permanently high plateau.’ Dr.
Greenspan’s and Dr. Bernanke’s favourite method of boosting stock prices by significantly reducing administered interest rates is
no longer an option because the Federal Funds Rate is at zero.
The Elliott Wavists, Robert Prechter and Dr. Robert McHugh, agree that the coming decline is wave (IV) of a Grand Supercycle
degree. This is a degree larger than the Supercycle degree wave (IV) down that occurred in the 3rd winter bear market of 1929
to 1932, which amounted to a 90% loss in stock prices. “The Great Depression was of Supercycle degree, wave (IV) down, and
was not of Grand Supercycle degree, like the coming Bear Market, which means this coming Bear Market will be worse….”Dr.
Robert McHugh.
The recovery high has either concluded with the DJIA reaching 13,662 points in October 2012, or it could end on a new high
completing Dr. McHugh’s e-wave, which would also complete the ‘Jaws of Death’ pattern. This high would likely be reached near
mid-January 2013.
Alternatively, the Dow could post a new high, followed by a continuation of the bear market before the end of December this year.
This would be in keeping with Gann’s important 20-year cycle (see above).
Whatever, the Dow Jones Industrial Average is living on borrowed time and with a maximum potential point increase of 10%.
Thereafter, the winter bear market is likely to resume with an unparalleled intensity, subjecting investors to crippling losses. As I
see it, this is a very dangerous time to be invested in the general stock market.

Written by: Ian Gordon
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“Those who cannot remember the past are condemned to repeat it.” Santayana

