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2018 Review

Before looking ahead to 2019, we’ll take 
the opportunity to review a year that provided 
an unexpected level of volatility, especially after 
2017 – a year in which equity market volatility 
was one of the lowest on record (see chart on 
page 2). 

While increased volatility in 2018 could 
have been expected based on a reversion to 
its historical average, we would be remiss if 
we overlooked the impact of Donald Trump’s 
unpredictable and disruptive behaviour (often 
expressed via Twitter) on the global economy, 
financial markets, and our society.

 
   Summary

• The TFSA contribution limit for 2019 is $6,000, and the lifetime contribution limit increases to $63,500. 
We continue to believe that these accounts represent the best opportunity to accumulate tax-advantaged 
wealth and income. 

• 2018 was a disappointing year for investors with cash being the top performing asset. Falling bond 
yields (rising prices) surprised the consensus forecast once again. The Canadian dollar depreciated against 
the US dollar by almost 9% in 2018 – benefitting Canadian holders of US assets. 

• Political volatility reverberated into financial markets in 2018 and we expect more of the same in 2019. 
Expectations for economic and earnings growth have been revised significantly lower. Declines in equity 
markets compared to fundamentals suggests to us that there is potential for positive surprises in 2019 and 
equity market upside after the deep correction that ended 2018. We believe we are in the later stages of the 
long economic cycle.

• Central banks are likely to slow the pace of monetary policy tightening in 2019 after raising rates 
aggressively in 2018.  Monetary policy is expected to remain broadly supportive through 2019, and central 
bank policy mistakes remain a risk for equity markets. Further fiscal policy stimulus in the US and stimulus in 
China would be a positive for equity markets and is likely to occur in 2019 as growth rates decelerate. 
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reversal even as economic and earnings growth 
rates decelerate from lofty levels.  The question: 
“how bad could this really get?” was responsible 
for a large portion of 2018’s late year sell-off.  
Expectations have now fallen, leaving room for 
positive surprises on many fronts.

After a satisfying year in 2017, for which Mr. 
Trump was quick to take credit for in a series of 
“tweets” (many, correctly in our view, attribute 
Obama-era policies with the buoyant stock mar-

Unfortunately, we see more of the same 
from Trump’s policies and increased gridlock 
in Washington, as the president faces a Demo-
cratic majority in the House of Representatives.  
However, we are also cautiously optimistic that 
2018 marked a low point for the Trump admin-
istration, both domestically and abroad, when it 
comes to its impact on financial markets.  Rel-
ative to fundamentals, we believe markets be-
came overly pessimistic in 2018, especially in the 
last few weeks, leaving the potential for positive 

Source: Bloomberg LP. As at September 30, 2018. Returns based on price index only, excludes dividends and in US$. Maximum 
decline is the largest intra-year market drop from a peak-to-trough during the calendar year. Calendar-year returns shown from 
1980 to 2017. Annualized return includes reinvestment of dividends. The S&P 500 Index is a broad-based market-capitalization-
weighted index of 500 of the largest and most widely held U.S. stocks.

This chart, courtesy of the Q3 2018 Edgepoint commentary shows we have experienced few years since 
1980 with volatility as low as it was in 2017, when the largest intra-year decline was only 3%. 
2018 ended the year with a decline of nearly 20%, reverting to above average volatility since 1980; with 
2018 now complete, we can say annual returns have been positive in 29 of 39, or 74% of years. 
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ket and economy in 2017),  two significant equi-
ty market corrections occurred in 2018. The first 
in January and a second which started in Octo-
ber and continued through the remainder of the 
year.  The latter decline was particularly severe, 
resulting in disappointing calendar year returns 
and a close test of an aging equity bull market—
which remains intact at the time of writing.

Leading up to, and following the correc-
tion in January, we suggested clients raise cash 
(including $US), increase allocations to fixed 
income and preferred shares, and upgrade the 
“quality” of the equity portion of their portfolios.  
At that time, market sentiment was extremely 
high.  Based on this market optimism, earnings 
growth forecasts were raised (implying gains 
for equity markets), and many were forecasting 
rising bond yields, both in the US and Canada, 
implying steep losses for bond investors. 

As it turned out, cash was the top perform-
ing asset in 2018 (see chart on page 1), an event 
not seen since 1994, and bond yields declined 
(prices rose), yet again surprising the nearly an-

nual consensus forecast for yields to rise. Cana-
dian holders of US dollars also received a bonus 
– one of the few in 2018 - as the Loonie depreci-
ated against the US dollar by almost 9% over the 
year, improving domestic currency returns.

As 2018 started to unfold, it became evi-
dent that Trump’s tactics: the self-created trade 
wars and bullying approach to negotiations, 
the upsetting of long-held international allianc-
es, the polarizing domestic and foreign policy 
changes, the ongoing investigations, and the 
revolving door of “trusted” advisors had the 
potential to unsettle the global economy.  In-
ternational markets began to deteriorate (and 
have yet to recover) while US corporate profits 
and confidence eroded, becoming a headwind 
against the intended effects of his corporate tax 
cut package and deregulation initiatives that 
contributed to the January 26th peak of 2872.87 
on the S&P500 index.

In late September, financial markets be-
came nervous about how bad things could get 
and began to “de-couple” from strong economic 

The US dollar rose 
by 9% against the 
Canadian dollar in 
2018. It has rebounded 
to start 2019.
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as a barometer for the performance of his ad-
ministration, and we accordingly think falling 
markets will cause him to soften his stance on 
issues that are most linked to market and eco-
nomic performance, such as the trade war, the 
government shut down, and his criticism of the 
US Federal Reserve and its chairman, Jerome 
Powell—whom he appointed to the role only a 
year earlier.

To summarize 2018, the combination of 
rising interest rates, questionable domestic and 
foreign policy decisions in the US, and an up-
ending of global trade agreements proved too 
much for global equity markets.  These negative 
impacts on the global economy—and by exten-
sion corporate earnings—caused sharp declines 
in equity markets, bond yields, and most curren-
cies against the US dollar.  Expectations of future 
economic and corporate earnings growth were 
revised lower for 2019 as have the expected 
number of central bank interest rate increases. 

One last lesson to re-iterate from 2018: we 
continue not to “follow the herd” and speculate 
on risky companies or ideas such as cryptocur-
rencies and cannabis stocks.  We believe inves-
tors should own quality businesses within a 
portfolio that is diversified across all asset class-
es, including cash.  A well-diversified portfolio 
continues to offer what we believe is the best 
combination of downside protection and upside 
participation over the course of one’s lifetime.

Outlook for 2019

Creating an outlook for 2019 is not some-
thing that we like to do—the probability of be-
ing wrong is extremely high, especially with The 

fundamentals.  These fears worsened as year end 
approached and Trump mused about firing Fed 
Chairman Powell and actively criticized the US 
Federal Reserve, claiming “The only problem our 
economy has is the Fed. They don’t have a feel 
for the Market, they don’t understand necessary 
Trade Wars or Strong Dollars or even Democrat 
Shutdowns over Borders. The Fed is like a pow-
erful golfer who can’t score because he has no 
touch - he can’t putt!” (Twitter, Dec 24, 2018, via 
Bloomberg, https://www.bloomberg.com/fea-
tures/trump-tweets-market/). 

The independence of central banks from 
the ruling government is a treasured principle of 
monetary policy and fundamental to maintain-
ing stable inflation and inflation expectations 
— a key objective of all developed economy 
central banks.  Trump’s blatant disregard for 
independence worried US Treasury Secretary, 
Steven Mnuchin, so much that he held a confer-
ence call that day with US bank chiefs to reas-
sure them stability would be maintained.  When 
word of this call hit the markets, it exacerbated 
the declines—a needless policy mistake, as the 
markets were not concerned about the stability 
of the banks.

As we entered 2019 with soft markets, 
Mr. Trump has started blaming the Democrats: 
“As I have stated many times, if the Democrats 
take over the House or Senate, there will be 
disruption in financial markets” (Globe and Mail, 
January 4, 2019).  Interestingly, equity markets 
started to correct well before the outcome of 
the November 2018 midterm elections was 
decided—spiking briefly on election day, be-
fore resuming their decline toward year end.  
Trump is quick to use buoyant equity markets 
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Trump Show 2.0 (to borrow the headline from 
The Economist)—and we think a one-year in-
vestment horizon is much too short.  Rather, we 
approach money management with a long-term 
view, a broad lens and a simple scenario-based 
approach (A—Bad, B—Baseline, C—Good), 
assign a probability to each scenario, and recom-
mend accordingly.

We also understand that there are multiple 
economic and market cycles that will occur over 
time and that economic cycles tend to average 
about 5.75 years (the average length since WWII 
over 11 cycles according to the US National 
Bureau of Economic Research – the current cycle 
continues to raise the average).  Within an eco-
nomic cycle, financial markets will often have 
multiple short-term fluctuations and cycles, 
most of which are caused by political influence 
and market emotion.  Indeed, absent a “Wash-
ington DC-induced panic”, we believe the 2018 
sell-off will be viewed as a short-term fluctua-
tion within the longer bull market which will 
continue with respectable, albeit decelerating 
economic and corporate performance in 2019.  
This causes us to reduce our expected return on 
equities compared with previous years. 

We view short-term equity market fluctua-
tions as the fertile ground where opportunities 
emerge to acquire quality assets at attractive 
prices.  We spend very little time forecasting 
what might happen in the short-term, preferring 
to respond to the opportunities created by news 
and volatility.  We also spend our time monitor-
ing for risks and seek to identify when defensive 
action is prudent.

With that said, our base case scenario for 

2019 is as follows:

Equity Markets

Much has been written above about equity 
markets, so we’ll get straight to the point.  We ex-
pect 2019 to be an average year for North Amer-
ican equity markets based on decelerating but 
“above trend” economic fundamentals.  The US is 
expected to lead the way economically and is pre-
ferred over most developed markets.  We do see a 
few good opportunities in Canada and Europe but 
expect on average the US will outperform both.  
A renewed debt crisis in Europe, a bad Brexit, or a 
geo-political flare-up remain wild card risks in any 
of our equity market scenarios. 

Developing and emerging market equities 
are inexpensive compared to US markets after a 
large decline in 2018, however many concerns 
remain and there are few positive catalysts to 
reverse the trend.  We expect 2019 will bring clo-
sure to the US - China trade war and the Chinese 
government will likely enact stimulus measures at 
some point in the year.  Until these obstacles are 
cleared, developing and emerging equity markets 
and economies are expected to struggle both 
with growth and the effects of a strong US dollar.  
Many expect Chinese stimulus will positively im-
pact Canada via higher commodity prices.  We be-
lieve this is less clear as commodity prices would 
likely rise as the US dollar declines with a stronger 
global economy, and Chinese stimulus is unlikely 
to be targeted at infrastructure projects as it was 
in the past.  An increase in commodity demand 
from China would be minimal (China is the largest 
consumer of many key commodities) as any Chi-
nese stimulus is likely to encourage households to 
spend more.
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ways to invest in the gold market, those who are 
interested are welcome to contact us for more 
details).

Canadian Economy:

Canada appears increasingly vulnerable to 
a multitude of challenges—helping to explain 
the precipitous fall in Canadian bond yields and 
the discounted values in the Canadian equity 
market compared to the US.  While this low valu-
ation is the compelling reason to “buy Canada”, it 
feels like there is another shoe waiting to drop in 
Canada before a durable recovery takes place. 

The political climate in Canada has deteri-
orated since last year and we are vulnerable to 
a wider range of risks outside of our direct con-
trol.  The long awaited slow-down in Canada’s 
housing market has arrived with sales volumes 
declining significantly and prices softening.  
Canada has also suffered some highly publicized 
manufacturing job loses in 2018 and could be 
poised to lose more in 2019 – Canadian energy 
companies currently have little in the way of 
plans for hiring additional workers.  

We are in the “later innings” of the econom-
ic cycle and Canada’s households find them-
selves highly leveraged and have saved very lit-
tle.  With wage growth remaining near inflation 
rates, rising interest rates and high debt levels 
will make it difficult for households to drive eco-
nomic growth as they have done in past years on 
the back of appreciating home values – further 
declines in house prices have the potential to 
further reduce consumer spending. 
   

 

Interest Rates and Bond Yields

While many commentators, including those 
whom we regularly read, suggest bond yields 
are still poised to rise significantly on the back 
of stronger growth and rising inflation, we re-
main satisfied with the risk-return-trade-off on 
longer dated bonds.  There is a convincing body 
of literature that supports the “lower-for-longer” 
scenario for interest rates—Japan provides the 
prescient example of how aging demographics 
and elevated debt levels lead to chronically sub-
dued growth and inflation despite persistently 
low (and even negative) interest rates.  Canada, 
Europe, China, and the US to a lesser extent, 
share too many similarities in our view to ignore 
this scenario—not to mention the many other 
risks that push investors to the safety of gov-
ernment bonds. (The low growth/low inflation 
scenario would fall under scenario A—bad for 
equity prices, good for bond prices). 

While rates could very well spike higher in 
the high growth scenario (Scenario C) on the 
back of higher inflation and a tight labour mar-
ket causing rising wages, rate-reset preferred 
shares would then provide attractive capital 
appreciation in addition to the attractive yields 
they already offer.  This would partially com-
pensate for losses on bond positions because 
of rising interest rates brought on by higher 
inflation and/or growth.  Working against higher 
inflation expectations is the constant evolution 
of technology, which is becoming increasingly 
adept at replacing human capital and stymying 
wage increases and overall inflation. However, 
if inflation were to show signs of increasing, we 
would recommend an additional allocation to 
real return bonds and gold.  (There are multiple 
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US Economy:

While the scope of risks has grown, eco-
nomic growth in the US remains above the 
long-term trend, coming off a period of robust 
growth in early 2018.  Inflation remains near the 
central bank’s target of 2% and unemployment 
is at record lows.  A global recession is the pri-
mary concern for equity markets; this was a low 
probability event until events in 2018 rattled 
confidence, increasing the probability in 2019. A 
recession this year is not our base case forecast.

Decelerating global growth rates, owing to 
slowing economies in Europe, Japan, China, and 
Canada will impact the US on the trade front, 
while infrastructure spending and a healthy US 
consumer should be sufficient to keep growth 

at around 2%.  Despite recent interest rate in-
creases by the Federal Reserve, monetary policy 
remains accommodative globally, even if the 
Federal Reserve’s balance sheet continues to 
modestly contract each month.  We expect the 
Federal Reserve to take a more gradual approach 
to tightening financial conditions going forward 
– the term “data dependent” was repeated multi-
ple times in the last FOMC press conference.

Absent a mistake by the President, or per-
haps less likely, the Fed, US economic fundamen-
tals remain on track for reasonable growth in 
2019.  In our view, the correction in October was 
a resetting of growth expectations rather than a 
prelude to a Bear market but we acknowledge 
the outlook has deteriorated from a year ago.

US consumer confidence remains high, even after declining in November and December (the chart shows 
only until October 2018). The US household savings rate remains robust, allowing a draw-down in 
savings to support consumption and complement continued labour market strength.  
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What We Believe You Should Know:

The views and opinions in this report are our own and we have prepared all of the information. These views and opinions could 
be incorrect, and while we believe we have sourced the information in the report from reliable sources, we cannot warrant their 
accuracy. The content of this report should not be considered investment advice as it may not be suitable for your personal 
circumstances, and is not a solicitation to buy or sell securites. We encourage you to speak to an investment professional before 
making any investment related decisions. This report may also discuss topics that overlap with tax-related matters. We are not tax 
advisors and we recommend that you seek independent advice from a professional advisor on tax-related matters.  

© 2018 Lighthouse Wealth Management. All Rights Reserved. 
Lighthouse Wealth Management is a personal trade name of David Charlebois and Stephen Gaskin.

What You Need to Know:

This information has been prepared by David Charlebois who is an Investment Advisor and Stephen Gaskin who is an Associate 
Investment Advisor for HollisWealth® and does not necessarily reflect the opinion of HollisWealth. The information contained in 
this newsletter comes from sources we believe reliable, but we cannot guarantee its accuracy or reliability. The opinions ex-
pressed are based on an analysis and interpretation dating from the date of publication and are subject to change without notice. 
Furthermore, they do not constitute an offer or solicitation to buy or sell any of the securities mentioned. The information con-
tained herein may not apply to all types of investors. The Investment Advisor can open accounts only in the provinces in which 
they are registered. HollisWealth® is a division of Industrial Alliance Securities Inc., a member of the Canadian Investor Protection 
Fund and the Investment Industry Regulatory Organization of Canada.

Insurance products provided through Hollis Insurance Agency.


