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The first quarter of 2018 ushered in a 

sharp rise in equity volatility, putting 

an end to the multi-year period of 

unusually low volatility. During the 

month of February, equities suffered 

the largest drawdown since February 

2016, with the S&P 500 Index 

declining 10.2% from the all-time high 

reached in the first month of this year. 

The February drawdown was the fifth 

largest drawdown witnessed since the 

bull market started in March 2009, as 

can be seen in Figure 1.  

Implied volatility jumped to its highest 

level since August 2015, as measured 

by the spot Chicago Board Options 

Exchange Volatility Index (VIX) which 

touched 50 intra-day on February 6th 

(Figure 2). The rapid rise was 

exacerbated by vulnerable short 

volatility products that looked to 

benefit from VIX futures’ upward-

sloping term structures and benign 

volatility regimes. The unwinding of 

these short volatility structures 

accentuated the move as the vehicles 

were forced to buy volatility 

instruments such as VIX futures to 

rebalance. As stated in our last 

quarterly letter, we expected volatility 

to rise and for drawdowns to be larger 

than witnessed in 2017.1 That being 

said, we were still surprised by the 

quickness of the selloff given the 

strong momentum seen in the fourth 

quarter of 2017 and in January. 

There appears to be several factors 

that drove the selloff in equities as the 

market was looking for an excuse to 

First Quarter 2018 Review 

Source: Bloomberg, DoubleLine 
Please see appendix for index definitions. 

Figure 2: Chicago Board of Exchange Volatility Index (VIX) 
March 31, 2015 to March 31, 2018 

Figure 1: S&P 500 Index Drawdown 
March 9, 2009 to March 31, 2018 

Source: Bloomberg, DoubleLine 
Please see appendix for index definitions. 

1. Source: DoubleLine Economic Update, Fourth Quarter 2017.  https://doubleline.com/2018/02/4q-economic-update-multi-asset-growth-strategy-3/ 
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retrace the strong performance seen 

during January. Some of the common 

factors include: 1) what some would 

consider a hawkish Federal Open 

Market Committee (FOMC) meeting 

in March; 2) the increased probability 

of trade wars; 3) ongoing political risk 

with the Trump administration; 4) 

declining momentum seen in 

Technology stocks; and 5) rising 

funding costs seen in LIBOR-OIS  

spread.2 While some of these 

arguments are more valid than others 

we observe that all of these factors 

increased the level of uncertainty on 

the margin, which was a headwind to 

risk sentiment.  

Despite U.S. equities declining during 

the quarter, Emerging Markets (EM) 

stocks (our preferred overweight) 

managed to produce a 1.4% return 

during the period. EM equities 

benefitted from a declining U.S. Dollar 

(USD) and rising commodity prices, as 

well as strong forward earnings 

growth.  

Perhaps the biggest disappointment 

during the quarter was the 

underperformance of commodity-

related equities. Despite WTI rallying 

7.5% during the period, Energy stocks 

declined by 5.9%, underperforming 

the S&P 500 Index.3 Driven by strong 

momentum, Technology and 

Consumer Discretionary sectors 

continued to outperform. As 

expected, Utilities and Real Estate 

underperformed as yields moved 

Figure 3: Performance of S&P 500 Sectors 
As of March 31, 2018 

Source: Bloomberg, DoubleLine 
Please see appendix for index definition. 

Figure 4: Performance of Asset Classes* 
As of March 31, 2018 

Source: Bloomberg, DoubleLine 
Please see appendix for index definitions. 
*Returns in U.S. Dollars 

2. LIBOR - OIS = London interbank offered rate vs overnight index swaps 
3. WTI = West Texas Intermediate 
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higher during the quarter. Sector 

performance can be seen in Figure 3.  

In line with our views expressed at the 

end of the year, yields on U.S. 

Treasuries (UST) continued to head 

higher with the yield on 10-year UST 

topping out at 2.95%, the highest level 

since the Taper Tantrum in 2013. 

Fixed income sectors declined with 

U.S. Investment Grade (IG) corporate 

bonds underperforming, down 2.3%, 

suffering from the inherent higher 

duration of the asset class. The USD 

declined 2.3% during the quarter 

while the Euro and Japanese Yen 

rallied 2.7% and 6.0%, respectively. In 

Commodities, WTI reached its highest 

level since December 2014 while 

Industrial Metals underperformed, 

including Copper which declined -8.3% 

during the quarter. Cross asset 

performance for the first quarter and 

past 12-months can been seen in 

Figure 4. 

Many asset classes have performed in 

line with our expectations at the end 

of last year: 1) interest rates have 

moved higher; 2) equity volatility has 

increased; and 3) the USD has 

declined. The question is, where do 

we go from here? 

The widely believed global growth 

narrative seems to have lost some of 

the momentum seen at the beginning 

of the year. Atlanta Fed GDPNow for 

the first quarter has declined from a 

high of 5.4% to 2.4% as of March 31st 

 

 Outlook 

Figure 5: LIBOR-OIS Spread and U.S. Dollar Index (DXY) 
As of March 31, 2018 

Source: OECD, Wall Street Journal 
*LHS = Left Hand Side 
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mainly driven by a decline in personal 

consumption and private direct 

investment. In Europe, the economic 

data has started to surprise to the 

downside, with the Citi Economic 

Surprise Index at the lowest level in 

five years; however, it is important to 

note the data is still relatively strong. 

Traditional growth-sensitive market 

indicators such as Copper price and 

Caterpillar stock’s relative 

performance have taken a pause from 

their uptrends. It appears the 

increased fear of trade wars is further 

impacting growth expectations.  

Given the moderation in global 

growth momentum, the steep rise in 

interest rates, and a large short 

positioning seen on 10-year UST 

futures in the Commodity Futures 

Trading Commission (CFTC) data – a 

good contrarian indicator – we have 

become more neutral on government 

bonds and duration. From a technical 

perspective both the 10-year and 30-

year have bounced off key support 

and have been consolidating over the 

last month. An important technical 

level for the 30-year yield lies at 3.22-

3.25%. If that level breaks, then yields 

will likely resume the uptrend. We 

expect inflation to head modestly 

higher and possibly top out around 

mid-year based on our internal 

forecast. Many of the inflation 

indicators we monitor point to higher 

inflation over the medium term. See 

our Inflation is Inflationary piece for 

more details on our inflation outlook.4 

UST supply is likely to increase 

significantly over the next two years, 

which is a major headwind for 

government bonds particularly at a 

time when the Federal Reserve (Fed) 

is reducing the size of its balance 

sheet and other major central banks 

are tapering asset purchases. Given 

these fundamentals, we have a low 

conviction bias for yields to break 

higher over the medium term.  

Equity volatility has increased and 

caused financial conditions to tighten 

over the quarter. The low volatility 

period witnessed in 2017 is likely over 

and we expect volatility to be higher 

over the medium term. Typically 

during the later stages of the 

economic cycle equity volatility rises. 

Many of the factors that drove 

volatility lower over the last few years 

are diminishing. These factors include 

accommodative global central bank 

policies and outright volatility selling 

from retail investors. 

Rising funding costs seen in LIBOR-OIS 

and TED spreads are also contributing 

to tightening financial conditions.5 

While the rise in unsecured interbank 

lending costs appear to be driven by a 

potentially unforeseen byproduct of 

the new Tax Cuts and Jobs Act, we 

observe that rising LIBOR-OIS spreads 

have, in the past, been associated 

with stronger USD (see Figure 5). A 

stronger USD could cause financial 

conditions to tighten further creating 

a negative feedback loop; however, 

we admit that a stronger USD is not in 

line with our view. Needless to say the 

USD needs to be monitored.  

Deteriorating financial conditions 

could put the Fed’s tightening 

monetary policy plan on pause if the 

pressures continue. As can be seen in 

Figure 6, during both the current 

hiking cycle and 2004-2006 hiking 

cycle the Fed has generally hiked 

when financial conditions were 

relatively accommodative. It has yet 

to be seen how the Powell-led FOMC 

will react to increased market 

volatility and tightening financial 

conditions. So far, the Fed has not 

tried to reign in market expectations 

of future hikes despite higher volatility 

and tighter financial conditions. The 

market is still learning just how far out

-of-the-money the Powell put is. 

While we expect volatility to stay 

elevated and observe that the global 

growth narrative is losing some steam, 

we remain neutral equities. Although 

growth expectations may be 

moderating, the global growth 

outlook is still relatively positive and 

we see little signs of a recession over 

the next few quarters. As can be seen 

in Figure 7, an analysis of economic 

cycles going back to 1966, shows that 

recessions do not typically occur when 

the Conference Board Leading 

Economic Index (LEI) is at current 

levels. Empirical evidence shows 

recessions generally occur a few 

months after the year-over-year (YoY) 

change in LEI drops below zero.  

4. Source:  “Inflation is Inflationary, DoubleLine, April 2018. https://doubleline.com/2018/04/mag-asset-allocation-series-april-2018-inflation-is-
inflationary/ 
5. TED = Treasury bill vs EuroDollar futures contract  
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We are neutral global equities but we 

are less constructive on U.S. and 

European equities. U.S. equities are 

richly valued on a number of metrics, 

indicating that much of the positive 

impulses from tax reform and 

improving growth are already priced 

in. A tailwind for U.S. equities, global 

central bank balance sheet expansion 

is subsiding and is expected to reverse 

sometime next year. In Europe, 

valuations are relatively attractive 

versus the U.S.; however, we are 

concerned about the negative impact 

from a rising Euro and the region 

appears vulnerable to an escalation of 

protectionism, particularly Germany. 

As mentioned earlier, growth does 

appear to be decelerating in the 

eurozone, although we do note that 

it’s coming off very high levels. As can 

be seen in Figure 8, the Markit 

Manufacturing Purchasing Managers 

Index (PMI) in many eurozone 

countries has declined over the last 

few months.  

We prefer to take equity risk in EM 

equities which are still trading at 

discounts to U.S. and other developed 

equity markets. We are encouraged 

by the outperformance of EM during 

the recent drawdown and high 

volatility. EM equities should continue 

to benefit from higher commodities, 

an asset class we remain constructive 

on. A few risks for EM are the 

potential for a decline in global trade, 

a rise in the USD, tightening financial 

conditions, and a global growth 

slowdown that is centered on China. 

Figure 7: Leading Economic Indicators (LEI) Leading Up to Recessions 
As of March 31, 2018 

Source: Bloomberg, DoubleLine 
*Assumes recession starts in 12 months 
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As of March 31, 2018 
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While we don’t see these risks as an 

imminent threat, we will continue to 

monitor them. 

Currently we are neutral interest rates 

and will let the market show us the 

direction of the next move. As 

previously mentioned, the global 

growth narrative has lost some of its 

momentum and we will need to see a 

material improvement in the realized 

‘hard’ data, such as that from 

government statistical agencies used 

in constructing real gross domestic 

product (GDP), or progress on global 

trade to keep the narrative alive. 

Inflation should trend higher over the 

second quarter but we will need to 

see a sustained breakout of higher 

wage growth to extend the 

reflationary theme. Financial 

conditions have tightened as a result 

of such factors as higher volatility and 

rising funding costs. So far we haven’t 

seen a pass-through into rising credit 

risk or rising USD. The market 

environment appears to have changed 

ending the extended period of low 

volatility and abnormally high risk-

adjusted returns seen in equities. In 

our view, investors should be more 

selective rather than blindly 

leveraging equity beta as there will be 

clear winners and losers. Good luck. 
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Basis Point -A basis point (bps) equals to 0.01%. 

Beta - Beta is the measure of a mutual funds' volatility in relation to the market. By definitions, the market has a beta of 1.0, and individual mutual funds are raked ac-
cording to how much they deviate from the market. A beta of above 1.0 means the fund swings more than the market. If the fund moves less than the market, the beta is 
less than 1.0. 

Bloomberg Financial Conditions Index - An index that provides a daily measure of the relative strength or weakness of the U.S. money, bond and equity markets.  

Chicago Board Options Exchange (CBOE) Volatility Index (VIX) - An index that represents the cash-pay securities of the Citigroup High-Yield Market Capped Index, a 
modified version of the High Yield Market Index, by delaying the entry of fallen angel issues and capping the par value of individual issuers at $5 billion par amount out-
standing. 

Citi Economic Surprise Index - An index that represents weighted historical standard deviations of data surprises (actual releases vs Bloomberg survey media n). A 
positive reading of the Economic Surprise Index suggests that economic releases have on balance been beating consensus. The indices are calculated daily in a rolling 
three-month window. The weights of economic indicators are derived from relative high-frequency spot FX impacts of 1 standard deviation data surprises. The indices 
also employ a time decay function to replicate the limited memory of markets.  

Conference Board’s U.S. Leading Economic Index (LEI) - An index that measures the value of ten key variables to forecast future economic activity.  

Drawdown - The peak-to-trough decline during a specific record period of an investment, fund or commodity. A drawdown is usually quoted as the percentage between 
the peak and the trough. 

Duration - A commonly used measure of the potential volatility of the price of a debt securities, prior to maturity. Securities with a l onger duration generally have 
more volatile prices than securities of comparable quality with a shorter duration.  

“Emerging Markets” - Morgan Stanley Capital International Emerging Markets Index (MXEF) - A float-adjusted market capitalization index designed to measure equity 
market performance in global emerging markets. The index consists of 26 emerging economies, including but not limited to, Argentina, Brazil, China, India, Poland, Thai-
land, Turkey, and Venezuela. 

“EM Sovereign” - Bloomberg Barclays Emerging Markets Sovereign Index  - A hard currency EM index that includes fixed and floating-rate U.S. dollar-denominated debt 
issued by sovereign EM issuers. 

Eurostoxx Index - A stock index of Eurozone stocks designed by STOXX, an index provider owned by Deutsche Borse Group and SIX group, with the g oal of providing a 
blue-chip representation of Supersector leaders in the Eurozone. 

Gross Domestic Product (GDP) - The market value of all final goods and services produced within a country in a given period. GDP is considered an indicator or metric 
of a country’s standard of living. 

Markit Manufacturing Purchasing Managers Index - An indicator of the economic health of the manufacturing sector. The PMI is based on five major indicators: new 
orders, inventory levels, production, supplier deliveries and the employment environment. 

Morgan Stanley Capital International All Country World Index (MSCI ACWI) - A market-capitalization-weighted index designed to provide a broad measure of stock 
performance throughout the world, including both developed and emerging markets. 

Morgan Stanley Capital International All Country World Index ex U.S. (MSCI ACWI ex U.S.) - A market-capitalization-weighted index that captures large and mid cap 
representation across 22 of 23 Developed Market countries (excluding the U.S.) and 24 Emerging Market countries. The Index covers approximately 85% of the global 
equity opportunity set outside the U.S. 

Morgan Stanley Capital International Emerging Markets Index (MSCI EM) - A free float-adjusted market capitalization index that is designed to measure equity market 
performance of emerging markets. As of May 27, 2010 the MSCI Emerging Markets Index consisted of 21 emerging market economies. 

Nikkei 225 Index - A price-weighted index comprised of Japan's top 225 blue-chip companies on the Tokyo Stock Exchange. The Nikkei is equivalent to the Dow Jones 
Industrial Average Index in the U.S.  

Spread - The difference between yields on differing debt instruments, calculated by deducting the yield of one instrument from another. The higher the yield spread, the 
greater the difference between the yields offered by each instrument. The spread can be measured between debt instruments of differing maturities, credit ratings and 
risk.  

Standard & Poor’s U.S. 500 Index (S&P 500) - A capitalized-weighted index of 500 stocks chosen for market size, liquidity and industry grouping, among other factors. 
This index is designed to be a leading indicator of U.S. equities and is meant to reflect the risk/return characteristics of the large cap universe. 

“U.S. Corporate IG” -  Bloomberg Barclays U.S. Aggregate Corporate Index - An index that measures the investment grade, U.S. dollar-denominated, fixed-rate taxable 
bond market, including Treasuries, government-related and corporate securities. 

“U.S. Corporate HY” - Bloomberg Barclays U.S. Corporate High Yield Index - An index that measures the U.S. dollar-denominated, high yield, fixed-rate corporate bond 
market. 

“U.S. Treasuries” -  Bloomberg Barclays U.S. Treasury Index - An index that measures U.S. dollar-denominated, fixed-rate, nominal debt issued by the U.S. Treasury 

U.S. Dollar Index (DXY) - DXY is the U.S. Dollar Index (USDX) indicates the general value of the U.S. Dollar. Average exchange rates between the US dollar and six major 
world currencies. 

An investment cannot be made directly in an index. 

  Disclosures 

The funds' investment objectives, risks, charges and expenses must be considered carefully before investing. The statutory 
and summary prospectuses contain this and other important information about the Funds and may be obtained by calling 
1 (877) 354-6311/1 (877) DLINE11, or visiting www.doublelinefunds.com. Read carefully before investing.  
Opinions expressed are subject to change, are not intended to be a forecast of future events, a guarantee of future results, nor investment advice.  
Mutual fund investing involves risk. Loss of Principal is possible.  
Past performance does not guarantee future results. 
Earnings growth is not representative of the fund's future performance.  
CFA® is a registered trademark owned by CFA Institute.  
DoubleLine Funds are distributed by Quasar Distributors, LLC.  

http://www.doublelinefunds.com/


10  

 

  

Disclaimers 

Economic Update 3/31/18 

Important Information Regarding This Report 

Issue selection processes and tools illustrated throughout this presentation are samples and may be modified periodically. Such charts are not the only tools used by the 

investment teams, are extremely sophisticated, may not always produce the intended results and are not intended for use by non-professionals. 

DoubleLine has no obligation to provide revised assessments in the event of changed circumstances. While we have gathered this information from sources believed to 

be reliable, DoubleLine cannot guarantee the accuracy of the information provided. Securities discussed are not recommendations and are presented as examples of 

issue selection or portfolio management processes. They have been picked for comparison or illustration purposes only. No security presented within is either offered for 

sale or purchase. DoubleLine reserves the right to change its investment perspective and outlook, as well as portfolio construction, without notice as market conditions 

dictate or as additional information becomes available. This material may include statements that constitute “forward-looking statements” under the U.S. securities laws. 

Forward-looking statements include, among other things, projections, estimates, and information about possible or future results related to a client’s account, or market 

or regulatory developments. 

Ratings shown for various indices reflect the average for the indices. Such ratings and indices are created independently of DoubleLine and are subject to change without 

notice. 

Important Information Regarding Risk Factors 

Investment strategies may not achieve the desired results due to implementation lag, other timing factors, portfolio management decision-making, economic or market 

conditions or other unanticipated factors. The views and forecasts expressed in this material are as of the date indicated, are subject to change without notice, may not 

come to pass and do not represent a recommendation or offer of any particular security, strategy, or investment. Past performance (whether of DoubleLine or any index 

illustrated in this presentation) is no guarantee of future results. You cannot invest in an index. 

Important Information Regarding DoubleLine 

In preparing the client reports (and in managing the portfolios), DoubleLine and its vendors price separate account portfolio securities using various sources, including 

independent pricing services and fair value processes such as benchmarking.  

To receive a complimentary copy of DoubleLine’s current Form ADV (which contains important additional disclosure information), a copy of the DoubleLine’s proxy voting 

policies and procedures, or to obtain additional information on DoubleLine’s proxy voting decisions, please contact DoubleLine’s Client Services.  

Important Information Regarding DoubleLine’s Investment Style 

DoubleLine seeks to maximize investment results consistent with our interpretation of client guidelines and investment mandate. While DoubleLine seeks to maximize 

returns for our clients consistent with guidelines, DoubleLine cannot guarantee that DoubleLine will outperform a client's specified benchmark. Additionally, the nature 

of portfolio diversification implies that certain holdings and sectors in a client's portfolio may be rising in price while others are falling; or, that some issues and sectors 

are outperforming while others are underperforming. Such out or underperformance can be the result of many factors, such as but not limited to duration/interest rate 

exposure, yield curve exposure, bond sector exposure, or news or rumors specific to a single name. 

DoubleLine is an active manager and will adjust the composition of client’s portfolios consistent with our investment team’s judgment concerning market conditions and 

any particular security. The construction of DoubleLine portfolios may differ substantially from the construction of any of a variety of bond market indices. As such, a 

DoubleLine portfolio has the potential to underperform or outperform a bond market index. Since markets can remain inefficiently priced for long periods, DoubleLine’s 

performance is properly assessed over a full multi-year market cycle. 

Important Information Regarding Client Responsibilities 

Clients are requested to carefully review all portfolio holdings and strategies, including by comparing the custodial statement to any statements received from 

DoubleLine. Clients should  promptly inform DoubleLine of any potential or perceived policy or guideline inconsistencies. In particular, DoubleLine understands that 

guideline enabling language is subject to interpretation and DoubleLine strongly encourages clients to express any contrasting interpretation as soon as practical. Clients 

are also requested to notify DoubleLine of any updates to Client’s organization, such as (but not limited to) adding affiliates (including broker dealer affiliates), issuing 

additional securities, name changes, mergers or other alterations to Client’s legal structure. 

DoubleLine® is a registered trademark of DoubleLine Capital LP. 

© 2018 DoubleLine Capital LP 


