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¢ The global economy seems to be entering the late phase
of the business cycle ("late cycle"), characterized by positive
performance in equity markets but also heightened investor
uncertainty and market volatility. We think this phase can
continue for at least another year.

e CIO holds tactical overweights in global and emerging
market equities, as well as USD-denominated emerging
market sovereign bonds, complemented by a number of
countercyclical positions aimed at reducing portfolio risk.

¢ We do not believe that a transition to the next stage of the
cycle — recession — is likely in 2019. Still, we provide three
possible scenarios for an "end of the cycle" as well as an
upside scenario for global markets next year.

As the global bull market approaches its 10th anniversary, volatility
has returned to markets. Many investors are now asking where we
stand in the economic cycle, how much longer it might be before
the next downturn occurs, and how to position for this period of
uncertainty.

We believe the global economy is now in late cycle which can persist
for at least another year. Although unlikely in 2019, the next phase
of the business cycle could be a recession accompanied by a bear
market. With various drivers affecting markets today, we discuss
three risks that could lead us to this phase, and present a fourth
scenario in which this late cycle stage proves temporary and a mid-
cycle regime resumes instead. We also offer a view on how major
asset classes could perform in each of these scenarios (see Table 1).

We hope this analysis proves useful for investors looking to prepare
their portfolios for various potential downside scenarios. For more
information regarding our current investment positioning, please
see the latest UBS House View.

Where are we in the cycle?

In our complementary paper "The business cycle: An investment
framework," we describe late cycle as a state of moderating
economic growth and tightening central bank policy. By this
definition, the global economy seems to be entering a late cycle as
we look into the new year.

Source: UBS, as of December 2018
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Fig. 1: Estimated business cycle dynamic (US)
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In early 2018, our global economic growth outlook pointed to accel-
erating growth, market volatility was still at cycle lows, and the pro-
tectionist US tariff measures were still in nascent form. In the context
of tightening global monetary policy, this placed us firmly in mid-
cycle.

Since then, however, market volatility has risen back to historical
averages, growth in several regions started to disappoint, and the
US output gap has continued to close.

Today, global economic data show broad-based signs of moder-
ation, suggesting we may be past the peak in growth and entering
a late cycle phase. In the US, housing data are weakening while the
impulse from earlier corporate tax cuts is fading. In the Eurozone,
the weakness in business activity seems to be more broad-based
than what the new emissions regulation and the related slowing
in the car sector alone would justify. And in China, the economy
continues to slow, driven in part by the government's own delever-
aging efforts, and in part by the effects of the US tariffs on Chinese
exports.

As we enter 2019, we expect global economic growth to moderate
10 3.7% from an estimated 3.8% this year, with all major countries
save for Japan and Brazil contributing to the slowdown (see Fig.
2). We also expect major central banks to continue to withdraw
monetary policy support. The US Federal Reserve is now close to a
"neutral” policy bias according to its own official communication,
and we expect it to continue to raise interest rates next year, though
perhaps at a slower pace than it did in 2018. The European Central
Bank has confirmed it will end its quantitative easing program this
year, which would make 2019 the first year in this business cycle
when global centrals banks are shrinking, rather than growing, their
balance sheets in aggregate (see Fig. 3).

While all of these views are consistent with a late cycle regime going
forward, recent market behavior has also been largely consistent
with a late cycle. The VIX Index, a measure of US equity market
volatility, has averaged 19.7 so far in the fourth quarter compared
with 12.9 in third quarter, while US high yield credit spreads over US
Treasuries have increased to 454 basis points from 320 basis points
over the past months.

How have markets done in past late cycle periods?
Historically, a late cycle does not imply poor investment perfor-
mance (see our related report The business cycle: An investment
framework). Quite the contrary, it is normally characterized by
healthy, if also volatile, returns in equities. Credit markets can expe-
rience pockets of weakness — as we are currently seeing in US BBB
corporate bonds — but still offer opportunities under the right eco-
nomic conditions (see Fig. 4).

At this stage of the cycle, safe-haven investments and hedges may
become increasingly useful in a portfolio context. That said, their
attractiveness increases only as the probability of a recession starts
to rise. Current signals broadly suggest that the risk of a recession
in 2019 remains quite low, which means overly hedging a portfolio
may prove counterproductive at this point.

Fig. 2: Global growth is expected to slow
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Fig. 3: Central banks are reducing their
balance sheets in aggregate
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Fig. 4: The cycle compass

eEquities
+HY Bonds

+|G Bonds
Treasuries

Annualized
performance

20%
10%
5%
0%
5%

-10%

Source: Bloomberg, Congressional Budget Office, OECD, UBS, as of December 2018. Note: Approximate total returns on asset classes by business cycle stage, annualized, based

on historical observations over the past 30 years and CIO expert assessment.

What could lead us to the end of the cycle?

With volatility picking up late in 2018, and with signs emerging that
the economy is entering late cycle, more investors are asking how
much longer the current expansion can continue and how the next
downturn might look. We think the late cycle phase can continue
for at least another year, and concur with the Fed that the economic
data today suggest that the risk of a recession within the next 12
months is low.

But we are monitoring three primary risks that could tip us from late
cycle into a recession, each with different potential implications for
asset markets.

Risk 1: Fed tightening

Historically, recessions and cyclical bear markets were often pre-
ceded by tighter financial conditions in the US and a peak in the
US federal funds rate. We expect the Federal Reserve to increase
rates very gradually, but rising wage pressures due to a tight labor
market could force it to accelerate the pace of monetary tightening.
This would create challenges for the US economy and for emerging
countries that finance their activities with USD-denominated debt
(e.g., Turkey, South Africa).

Risk 2: Escalation of global trade tensions

With little doubt, global trade tensions will remain a key topic for
investors in 2019. While the China-US trade dispute has calmed
down a bit since the G20 summit in Buenos Aires, it is far from being
resolved. For example, the US has postponed its plan to increase
the tariff rate on USD 200bn worth of Chinese imports to 25%
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from 10%, but by no means is the plan off the table. Moreover,
the looming US tariffs on automobile imports are weighing on car
producers around the world, especially those in Europe.

In sum, while not our base case, a sharp escalation of the global
trade dispute could trigger the end of the cycle, particularly in com-
bination with peaking US policy interest rates.

Risk 3: China hard-landing

A sharp slowdown in Chinese growth could spell trouble for
Asia and export-oriented economies in general. Overall, we expect
China's real GDP growth to slow in a healthy fashion, to 6.1% in
2019 from 6.5% in 2018. But a weaker economy, a buildup in debt,
and a depreciating currency raise the risk of rapid capital outflows
and a sharper deceleration in economic growth.

Despite the soft patch in local economic data and the potential for
escalation in the China-US trade dispute, we see encouraging signs
that Beijing is being proactive in counteracting a sharp slowdown.
We believe the government will take more steps to support the
real economy, capital reform, and foreign investment. We also think
China-traded stocks (i.e., onshore Chinese equities) have more than
priced in the potential economic weakness related to the trade con-
flict, but we are monitoring the situation closely.

Upside scenario: Return to mid-cycle

As we mention in "The business cycle: An investment framework, "
in the real world the economy does not always follow a sequential
path along its business cycle stages. For example, if central bank
policy remained accommodative and allowed economic growth to
regain solid footing, and if growth expectations turned more opti-
mistic from here, then the business cycle could return to a mid-cycle
phase. This would be good news for financial markets, especially
for risky assets such as equities and credit which have recently suf-
fered from falling valuations. An improvement in the global growth
cycle could allow valuations to expand, and risky assets could enjoy
strong capital gains next year.

Table 1: CIO key upside and downside risk scenarios

Selected Scenarios

Scenario Description

Expected market performance for select asset classes

Positive
outlook with
increased
volatility

Trade: A
comprehensive
deal with
rollback of
existing tariffs

Base case

Key upside
scenarios

China: Stable
GDP growth

Trade: Further
US sanctions
Key
downside
scenarios Fed ends the
business cycle

Global economic performance remains solid,
but engoing trade tensions and uncertainty
about Eurozone growth keep the volatility high.

‘With China ready to make clear concessions to
the US, both countries strike a new deal that
reduces existing trade barriers

Chinese GDP growth remains in a 6.6-6.8%
range as the current account balance goes back
above USD 100bn

Further sanctions are implemented, notably an
increase of tariffs on USD 200bn of Chinese
goods from 10% to 25%, tariffs on remaining
Chinese imports, and tariffs on car imports

As US inflation rises rapidly, the Fed is forced to
hike rates at each meeting. This leads to a flat

or inverted US Treasury yield curve towards mid-

US equities +0-5% due to solid economic activity supported by government spending, business confidence
and capital access

Eurozone equities +0-5% amid political uncertainty surrounding ltaly, Brexit and the ongoing trade conflict
EURUSD between 1.15 and 1.20 as monetary policy is being normalized

US equities +10-15% as increased confidence in the cycle allows P/Es to expand to 17-18x and 2019 EPS

estimates hold in the mid USD 170z

Chinese equities +10-15% due to a strong recovery on risk sentiment and better than expected

fundamentals

USD - EURUSD 1.20-1.25

Chinese equities +15-20% due to a recovery on valuation as growth beats consensus expectations

EMBIGD +6-7% as spreads tighten to around 310bps due to improving EM growth prospects

CNY - USDCNY to 6.50 as strong Chinese growth supports the domestic equity market, preventing outflows

and supporting inflows of capital

US equities -5-10% composed of a 3-5% hit to our EPS estimates coupled with P/Es contracting 0-5%
() Chinese equities -20-25% as sentiment tanks further with worse than expected economic consequences

USD - EURUSD to around 1.10 as US tariffs are supporting the USD

US equities -10-15% as valuations fall 5-10% as fears about the end of the cycle rise and earnings do not

qrow in 2019
US high yield -6-9% US high yields spreads widen towards recession levels, while mid- to longer-term US

Treasurv vields fall

sooner 2019, followed by an equity bear market. A US
recession starts early 2020. USD - EURUSD falls to or below 1.10 as the USD strengthens due to contractionary monetary policy
Expected total retums cwer 3 b-morth honzon N f
Mote: Upside and downside scenarios are pessible events cutside of €10's base case expectations. Expected trend in asset class

Far futher information please contact CIO stiategist Dirk Efferberger, dirk effenberger@ubs.com

+50% #25% 0% -25%

Source: UBS, as of December 2018
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How to invest today

At the time of writing, CIO holds tactical overweights in global and
emerging market equities as well as dollar-denominated emerging
market sovereign debt. We believe these "risk on" positions should
perform well at this stage of the business cycle while also being
supported by other factors. We expect economic growth to slow
but remain close to trend in 2019, providing support for corporate
earnings. Furthermore, the recent market sell-off has left risk assets
trading at attractive valuations. Global stocks, for example, are now
trading on a trailing price-to-earnings ratio of 15.5 times com-
pared to a long-term average of 18.3 times, while emerging market
stocks are trading at a larger-than-normal 25% discount to their
developed-market peers.

We have recently seen volatility rise as investors begin to focus on
potential economic imbalances and fear a recession ahead. This is
why we also recommend that investors include countercyclical posi-
tions in their portfolios that can help contain portfolio volatility and
reduce the burden of timing the cycle should things take a turn for
the worse.

Longer-term, CIO continues to stress the importance of a well-
diversified strategic portfolio. Holding a combination of equities,
fixed income, and alternatives can help investors achieve consistent
returns at a preferred level of volatility beyond a single business
cycle.

For more information regarding our current tactical investment rec-
ommendations, please see the latest UBS House View.
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amounts due or payable, the price or the value of any financial instrument or financial contract; or (iii) to measure the performance of any financial instrument including, without
limitation, for the purpose of tracking the return or performance of any Value or of defining the asset allocation of portfolio or of computing performance fees. By receiving this
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not be reproduced or copies circulated without prior authority of UBS. Unless otherwise agreed in writing UBS expressly prohibits the distribution and transfer of this material to
third parties for any reason. UBS accepts no liability whatsoever for any claims or lawsuits from any third parties arising from the use or distribution of this material. This report is
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