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In the second quarter of 2017, global 

central banks moved to the forefront 

as key drivers of global financial 

markets. The Federal Reserve (Fed) 

continued with its rate hiking cycle 

and hiked interest rates for the third 

consecutive quarter. While the hike 

was fully priced in by the market, the 

Federal Open Market Committee 

(FOMC) unexpectedly disclosed more 

details on its balance sheet 

normalization strategy.  Commentary 

from Fed Chair Janet Yellen came as a 

modest hawkish surprise to the 

market. Yellen’s dismissal of the 

recent decline in core inflation due to 

“one-off” reductions in wireless 

telephone services and prescription 

drugs raised concerns that the Fed 

would continue to tighten monetary 

policy despite missing its 2% inflation 

mandate. 

As we anticipated, U.S. interest rates 

declined in the second quarter as the 

yield on the 10-year U.S. Treasury  

(UST) reached an intraday low of 

2.10% in mid-June. A combination of 

factors drove U.S. yields lower during 

the quarter including lower-than-

expected headline and core inflation 

prints, more political gridlock with the 

new administration, downside 

surprises in growth expectations, 

astonishingly low yields in Europe and 

Japan, and a Fed inclined to continue 

to tighten monetary policy despite 

subdued inflation.   

As we highlighted in the last quarterly 

letter, “with the Fed tightening 

monetary policy, the front-end of the 

UST yield curve should stay elevated, 

causing the yield curve to flatten.”1 

That is exactly what we saw in the 

second quarter with the spreads 

between 2-year and 10-year UST 

yields and 5-year and 30-year UST 

yields tightening significantly. 

By coincidence or perhaps 

coordination, the Fed wasn’t the only 

developed market central bank to 

pivot to a more hawkish tone during 

the quarter. In fact, a number of 

central banks seemed to rethink 

monetary policy in June. 

President of the European Central 

Bank (ECB) Mario Draghi hinted in a 

speech that the ECB might slowdown 

or even reverse elements of 

quantitative easing if the 

improvements in growth and inflation 

dynamics continue. Draghi also 

echoed Yellen’s comments that the 

recent downside surprise in inflation 

was mainly due to temporary factors 

and stated that the longer-term 

trajectory of inflation appears to be 

more reflationary. Draghi’s message 

spurred weakness in European bond 

markets which dragged down UST 

prices in the final days of the second 

quarter. 

The Bank of England (BoE) maintained 

its key policy rate at 25 basis points 

(bps) at its June meeting but the vote 

was divided 5-3, with three voting 

members preferring to raise rates in 

the face of rising inflation. BoE 

Governor Mark Carney acknowledged 

that “some removal of monetary 

stimulus is likely to become 

necessary” if inflation dynamics 

remained high.2 

Bank of Canada (BoC) Governor 

Stephen Poloz stated that very low 

interest rate policy appears to have 

done its job of supporting growth, 

preparing the market for the eventual 

Second Quarter 2017 Review 

1. Source: DoubleLine Economic Update, First Quarter 2017.  Link. 
2. Source: Policy Panel: Investment and growth in advanced economies - remarks by Mark Carney, June 28, 2017. Link.   

Figure 1: Performance of Asset Classes 
As of June 30, 2017 

Source: Bloomberg, DoubleLine 
Please see appendix for index definitions. 
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interest rate hike that would come in 

July. 

The hawkish rhetoric weighed on the 

U.S. Dollar (USD) with the U.S. Dollar 

Index (DXY) down 4.7% during the 

quarter. The Euro was particularly 

strong, up 7% vs. the dollar during the 

period. Commodity-based currencies 

such as the (Brazilian Real, Colombian 

Peso and Russian Ruble) 

underperformed as oil prices declined 

significantly, with West Texas 

Intermediate (WTI) down 9.01% 

during the quarter. 

International equities outperformed 

U.S. equities in the second quarter 

with the MSCI ACWI (Ex-U.S.) up 7.1% 

versus S&P 500 up 3.1%. European 

equities outperformed U.S. equities in 

USD terms following the Macron 

victory in the French general 

elections. Emerging market (EM) 

equities also performed well, up 6.3% 

during the quarter, driven by USD 

weakness and loose financial 

conditions. Figure 1 on the previous 

page shows cross asset returns for 

the quarter. 

In the second half of the year 

monetary policy makers will likely 

continue to be the main driver of 

global financial markets. The 

simultaneous shift to a more hawkish 

(or less dovish) stance has increased 

expectations of the removal of global 

accommodative monetary policy in 

developed markets. The key question 

will be if risk assets can continue to 

perform well if the monetary 

punchbowl is drained? 

The Fed has indicated it expects to 

hike another 25 bps in the second 

half of 2017 and will begin the 

process of reducing its balance sheet 

before the end of the year. Many 

market participants as well as the Fed 

believe the reduction of the Fed’s 

balance sheet will put upward 

pressure on yields. While this may 

seem logical, empirical evidence 

shows yields tend to move in the 

same direction as the pace of Fed 

balance sheet expansion. As seen in 

Figure 2, the 10-year UST yield 

actually declined in 2011 when the 

Fed stopped expanding its balance 

sheet. At the end of 2012, the Fed 

started a third round of quantitative 

easing (QE3) but 10-year yields 

started to rise during the balance 

sheet expansion. In 2014, as the Fed 

gradually reduced the pace of asset 

purchases, yields started to decline.  

At first glance, the price action of 

bonds in relationship to the Fed’s 

balance sheet during the 2011-2015 

period may seem counter intuitive. 

However, if we change perspective 

and look at Fed balance sheet 

expansion (quantitative easing) as 

reflationary monetary policy and 

balance sheet reduction (quantitative 

tightening) as deflationary monetary 

policy then it starts to make sense. 

Using this framework, if the Fed starts 

reducing its balance sheet, or in other 

words begins quantitative tightening 

later this year, then we could see 

yields potentially move lower, 

particularly if inflation remains 

subdued. 

Inflation is another key input to 

monitor over the next few months. 

We forecast headline inflation to 

bottom out in the third quarter as the 

energy component of Consumer Price 

 Outlook 

Source: Bloomberg, DoubleLine 
RHS = Right-Hand Side 

Figure 2: Fed Balance Sheet and 10-Year UST Yield 12-Month Change 
As of June 30, 2017 
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Index (CPI) declines. Some 

components of Core CPI, which 

excludes food and energy, are also 

looking weak, including shelter (Figure 

3). If both Headline and Core CPI 

continue to run below the Fed’s 2% 

target the market may start to 

perceive further Fed tightening as a 

policy mistake.  

The Fed will continue to tighten 

monetary policy as long as financial 

conditions remain accommodative.  As 

can be seen in Figure 4, financial 

conditions have actually eased 

dramatically since the Fed first started 

hiking rates in December 2015. Using 

this metric the Fed is in the clear to 

continue tightening monetary policy. 

The other wild card is the ECB, which 

may prove to be the most important 

market driver in the second half of the 

year. We find it interesting that select 

economic data in Europe is on par, if 

not stronger, than in the U.S. yet one 

central bank is discussing reducing its 

balance sheet while the other is 

expanding its balance sheet at a rapid 

pace. This divergence of central bank 

monetary policy became a key macro 

driver over the last couple years and 

has led to a large dispersion in U.S. 

and European rates. Europe’s extreme 

negative yield differentials vs. the U.S. 

weakened the Euro versus the USD, 

taking the EURUSD exchange rate to 

the lowest level since 2002. But the 

central bank divergence theme 

appears to be coming to an end as 

central bank monetary policies start to 

converge with a more broadly 

adopted tightening cycle.  

In the coming months the ECB will 

have to decide whether to remove 

accommodative monetary policy by 

reducing its monthly asset purchases 

or adjust the self-imposed limitations 

to its asset purchase program. The 

central bank will soon run out of 

eligible bonds to buy. The ECB might 

Figure 3: Contributions to U.S. Headline Consumer Price Index Year-over-Year 
As of June 30, 2017 

Source: Bloomberg, DoubleLine 

Figure 4: Change in Financial Conditions and Fed Hiking Cycles 
As of June 30, 2017 

Source: Bloomberg, DoubleLine 
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find itself in a position to taper its 

asset purchase program if growth and 

inflation trends continue in the same 

trajectory which could put upward 

pressure on European bond yields. We 

think European government bonds are 

an interesting underweight at current 

prices and should underperform in a 

number of scenarios. Higher bund 

yields will also create favorable yield 

differentials for the Euro which should 

support the currency versus the USD.  

In Figure 5, we show two key drivers 

of European government bonds: ECB 

monetary policy and Eurozone 

nominal gross domestic product (GDP) 

growth. We analyze the potential 

asset performance under four 

different scenarios.  

The hawkish ECB scenarios 1 and 2 in 

Figure 5 are pretty bad for bonds 

regardless of growth. A hawkish ECB 

implies that the central bank would 

begin tapering its asset purchases  

which would cause yields to rerate 

higher from extremely low levels. The 

convergence of central bank policy 

would support the Euro versus USD as 

yield differentials become less 

extreme. Scenario 3 would also be a 

less constructive scenario for bonds as 

higher growth would likely cause the 

market to question the ECB’s 

commitment to bond buying. Under 

this scenario, higher growth would 

increase the pressure from Germany 

to remove unconventional monetary 

policy. The curve would potentially 

steepen as the front-end remained 

anchored under negative policy rates.  

Scenario 4 is the most constructive 

scenario for European bonds, but 

given the current very low yields the 

upside for owning European bonds 

could be limited. Using this simple 

framework, combined with extremely 

low yields, we can see that the case 

for owning European government 

bonds, in particular the long bonds, is 

poor. 

A selloff in European bonds would 

likely put upward pressure on U.S. 

    Source: DoubleLine 
    For illustrative purposes only. 

Figure 5: European Central Bank (ECB) Monetary Policy & Growth Matrix 
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Figure 6: S&P 500 Performance and Fed Hiking Cycles 
As of June 30, 2017 

Source: Bloomberg, DoubleLine 

80

85

90

95

100

105

110

115

120

125

1 5 9

1
3

1
7

2
1

2
5

2
9

3
3

3
7

4
1

4
5

4
9

5
3

5
7

6
1

6
5

6
9

7
3

7
7

8
1

8
5

8
9

9
3

9
7

1
0

1

1
0

5

C
h

an
ge

 in
 F

in
an

ci
al

 C
o

n
d

it
io

n
s

Weeks into Hiking Cycle

1994

1999

2004

Current



6  

 

Economic Update 

  

Economic Update 6/30/17 

yields as well. However, quantitative 

tightening and rate hikes could act as 

counter-currents. We prefer to be 

more tactical with U.S. rates while 

maintaining a more defensive position 

on duration exposure. 

How will risk assets perform in an 

environment of global monetary 

tightening? So far global equities and 

credit have shrugged off the Fed’s 

tightening cycle. As can be seen in 

Figure 6 on the previous page, U.S. 

equities have performed very well 

while the Fed has been tightening 

monetary policy. In fact, the equity 

performance during the current hiking 

cycle has outpaced equity 

performances during the previous 

three hiking cycles.    

Empirical evidence shows that as the 

Fed tightens monetary policy the yield 

curve tends to flatten and eventually 

inverts. The inverted yield curve 

weighs on banks’ net interest margins 

(NIM) and eventually leads to tighter 

lending standards, which is in part the 

impetus for economic contraction. 

While the yield curve has flattened 

during the current tightening cycle the 

curve is still upward sloping, with the 

2-year and 10-year UST spread 

hovering around its 40-year average. 

There needs to be quite a bit of 

further flattening before the yield 

curve inverts during this cycle. In 

tandem, most of the economic data 

we monitor point to continued 

economic expansion, which creates a 

positive environment for risk assets.  

Absent a recession, it is rare to have a 

large drawdown in equities. That 

being said, the higher valuations in 

equities give us some pause and 

therefore we prefer to allocate to 

regions where valuations are not as 

rich. EM should outperform U.S. 

equities if financial conditions remain 

benign and the USD stays weak. 

Higher yields in Europe should support 

European financials, and even U.S. 

financials somewhat. 

The second half of the year may be 

characterized by central bank policy. 

While there are cross currents driving 

U.S. rates, an asset class where we 

would prefer to be more tactical, 

European rates seem poised to head 

higher. We like being underweight 

select European rates along with 

being long Euro versus USD. Risk 

assets should continue to be 

supported by loose financial 

conditions and low market volatilities; 

however, if the Fed continues to 

tighten while inflation remains muted 

we will likely see the curve flattening 

and financial conditions deteriorate, a 

not so friendly environment for risk 

assets. While a recession does not 

seem imminent, that can quickly 

change. While we are comfortable 

maintaining select risk exposures in 

the portfolio we will continue to 

vigilantly monitor the macro 

landscape for downside risks. Good 

luck in the second half of the year.   
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Basis Point -A basis point (bps) equals to 0.01%. 

Consumer Price Index (CPI) - A measure that examines the weighted average of prices of a basket of consumer goods and services, such as transportation, fo od and 

medical care. The CPI is calculated by taking price changes for each item in the predetermined basket of goods and averaging them; the goods are weighted according to 

their importance. Changes in CPI are used to assess price changes associated with the cost of living. 

Duration - A measure of the sensitivity of the price of a fixed income investment to a change in interest rates, expressed as a number of years.  

“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” - 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. 

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. 

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.  

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” -  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” - 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” -  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. 

Yield Curve  - A graph showing the yield of fixed-interest securities against the length of time until maturity.  

An investment cannot be made in an index. 

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. 
CFA® is a registered trademark owned by CFA Institute.  
DoubleLine Funds are distributed by Quasar Distributors, LLC.  

  Disclosures 

http://www.doublelinefunds.com/
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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. 

© 2017 DoubleLine Capital LP 


