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As the calendar gets ready to flip, we believe the ‘end
of cycle’ game is alive and well. The ‘end of cycle’ is the
point in time during the economic cycle when market
participants constantly debate how near or far is the
cycle’s end. For those keeping score at home, our base
case calls for a constant slowing in the rate of growth, but
no outright recession through 2020. That said, we see the
distributions of risk heavily skewed to the downside of our
below consensus forecasts, as illustrated in Exhibit 1.
While peak growth is most likely behind us, we believe the
proper question for this debate should focus more on how the
deceleration unfolds. The US economy has been growing well
above potential and as a result, output gaps are now completely
closed. The classic balancing act at this stage would typically
consist of a central bank tightening monetary policy on one
side and the strong economic drivers on the other. This time
around has been made more complicated by (1) the removal of
unconventional central bank policies (quantitative tightening,
or QT) on one side and, (2) late-cycle tax cuts on the other with
(3) substantial trade frictions sprinkled on top of the whole
equation. This heightened complication created by these extra
factors creates uncertainty which, in turn, gets translated into the
markets as inherent risk which manifests itself via volatility as
alternative end-game scenarios get priced.

“Therein lies the rub”
This misquotation of the famous quote from Shakespeare’s
‘Hamlet’ captures the essence of the issue: we believe the
economy is going to slow from current levels, the only question
is, what will be the leading agent of change – central banks or
geopolitics? If the trade picture were to immediately resolve
itself and go back to circa-2016 policies, a substantial economic
headwind would be removed, and the Federal Reserve (Fed)
would be more apt to continue hiking towards 3.25% as implied
by their projections— colloquially known as the ‘dot plot’.
However, if trade spats continue to escalate then the Fed will

likely have to alter its projected course by either slowing or
stopping the pace of rate hikes and, possibly, the pace of balance
sheet withdrawal. This current dynamic simply cannot hold, and
we believe something will have to give. In light of our somewhat
jaundiced views regarding the trade situation, we tend to favor
the latter scenario, and only see the FOMC hiking once in 2019
which would peak the funds rate at 2.75% for this cycle.

Can’t we all just get along?
The current evolving state of international trade turns many
of the core tenets of Adam Smith and David Ricardo (the early
pioneers of trade theory) on its head. As is commonly understood,
the erecting of trade restrictions (tariffs, et al) distorts
established economics and creates inefficiencies and deadweight
losses that must be absorbed by market participants. However,
the true impact goes well beyond these immediate costs in that
it also alters the hurdle rates for business, a critical factor in
determining the ‘if/when/and how’ of capital expenditures and
foreign direct investment. While not as immediate as a tariff,
these ‘costs’ can be much more substantial in the long run and
thus massively complicate the out-year forecasts of economic
growth.
Our base case is that the US will likely continue on a relatively
more restrictionist trade agenda that reverses the multi-decade
trend of trade liberalization a direct result of President Trump’s
key advisors in this area—US Trade Representative Robert
Lighthizer and Special Assistant to the President Peter Navarro—
both of whom are two of the most draconian trade hawks the US
has seen in many decades. Should there be a cabinet reshuffle
that sees the exit of either or both of these men, it could be the
sign of a meaningful positive turning point in the tone of the US
towards trade. Until then, it will be quite challenging to achieve
net liberalization on substantive trade issues. Thus, like our macro
forecasts, the key question here is centered on how the restrictive
trade policy unfolds—does the pendulum swing back far and
rapidly? Or is it more subtle? We think it is the latter, but the
former is what drives the negative skew around our base case.

Exhibit 1: Aegon AM US' Macro Forecasts
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Asset Allocation Implications
If our base forecasts are correct, then a purely defensive
portfolio would not be optimal yet, but is getting closer. As
Exhibit 2 demonstrates, the 10 year-3 month yield curve
flattened substantially in 2018, and is now in striking distance of
inverting—48 basis points as of December 12, 2018.
Exhibit 2: The 10 Year-3 Month Treasury Yield Curve
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Sources: Bloomberg, Aegon AM Macro Strategy. As of 12/18/2018.

This has real economic consequences as the closer the yield
curve gets to inversion, the more it removes a key incentive for
lending to longer term projects that boost growth prospects.
It is important to note that a yield curve inversion does not
typically lead to a recession overnight. Once a curve inverts,
there is usually a lag before a recession occurs given how many
economic actors are involved, but a recession has historically
occurred within approximately 24 months, with 9 months being
the quickest.
As we wrote in our piece, “Implications of an Inverted Yield
Curve,” published in August of this year, an inverted yield curve

typically signals the later stages of an economic cycle and is not
ideal for the productive flow of investment capital and continued
above-trend growth, it does not necessarily imply serious trouble
for financial markets, at least within the context of continued
economic growth. However, it is important to note that riskier
assets, such as high yield bonds and equities, tend to generate
lower risk-adjusted returns than investment grade credit or
government bonds following a curve inversion.
Unless an investor needs duration for structural purposes, why
would they take on long-term risk when they can get the same or
higher yield with better risk-adjusted returns, in cash and cashlike assets? When overlaying this dynamic in the world of asset
allocation, we caution against an ‘all or nothing’ attitude towards
risk. Instead, we analogize a risk dial that can fluidly be turned
down to match the reduction in the yield curve. Said another
way, early in the expansion when curves are very steep and
output gaps are large, it is much more palatable to aggressively
position a portfolio to ride the beta wave, as demonstrated in
Exhibit 3. When it is late in the cycle, a more balanced approach is
consistent with the negatively skewed distribution of risks.

The year ahead
As the New Year approaches, the name of the game is how will
all of this unfold: how will the deceleration unfold? How will the
restrictive trade policy unfold? How near is the cycle’s end? Our
base case is that there will likely be a constant slowing in the
rate of growth with no outright recession through 2020. But,
the distribution of risks around that base case is skewed to the
downside.
See also our Aegon Real Assets Macro Outlook for the year
ahead.

Exhibit 3: Curve v. Output Gap
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