DoubleLine

Quantitative Easing:

Welcome to the Hotel California

by Bill Campbell

In their iconic song, “Hotel California,” the Eagles sum up the trap
of living to excess with the paradoxical finish: “You can check out
any time you like, but you can never leave.” That couplet
captures the dilemma facing the G4 central banks. The Federal
Reserve (Fed), Bank of England (BOE), European Central Bank
(ECB) and Bank of Japan (BOJ) are trying to reverse decade-long
“Quantitative Easing” policies which staved off the global credit
crisis but, if left too long in place, risk a global currency crisis.
They recognize the need to unwind their asset purchases and
restore policy to a normal setting. Unfortunately, the next
recession may derail this overdue normalization, forcing the
banks to resume asset purchases. Such an outcome could lead to
a crisis of confidence in the G4 currencies as a store of value.

In times of recession or economic shock, central bankers
implement counter-cyclical monetary policy to support the
economy. The conventional means to accomplish this is a
lowering of short-term interest rates. Historically, this approach
has been limited to taking short-term rates no lower than zero.
But what if the severity of a crisis requires stimulus beyond the
zero bound? In a 2002 paper, Ben Bernanke, then a governor of
the Fed, presented a blueprint for the extraordinary monetary
policies which central bankers, including Bernanke as Fed
chairman, would use to fight deflation in the wake of the credit
meltdown.

The expanded policy tools included asset purchases (in the case
of the Fed, U.S. Treasuries and Agency mortgage-backed
securities), which came to be called Quantitative Easing (QE), and
negative rates, practiced by BOJ and briefly by the ECB. The BOJ is
the farthest along in this experiment. Confronted with deflation a
decade earlier than the U.S. and Europe, the BOJ has expanded its
policy toolkit to use asset purchases, including even equities,
negative interest rates and other extraordinary measures.

The large-scale asset purchases artificially reduced interest rates
on government securities. This starved investors out of low-risk
government debt and into higher-yielding but riskier assets. To
the extent this market intervention supported employment and
held deflation at bay, QE could be termed an interim success. The
problem is that no one has a second half of the Bernanke
blueprint. How do we exit these extraordinary policies before
they do more harm than good?

The acute phase of the credit crisis ended years ago, giving way to
nearly a decade of global economic growth. The central banks,
however, have lacked the courage to unwind QE.
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During congressional testimony in May 2013, then-Fed Chairman
Bernanke ignited what came to be called the “taper tantrum”
when he appeared to telegraph a reversal of QE. Government
yields jumped, prompting sell-offs in risk assets as well. The
result: the Fed blinked, and postponed cutting back on its $85
billion of monthly bond purchases.

In June 2017, ECB President Mario Draghi gave a speech at the
Portuguese resort of Sintra in which he stated that “all signs now
point to a strengthening and broadening recovery in the euro
area.” The markets took those words as a nod to removing
extraordinary stimulus. Yields on European government bonds
backed up as market participants tried to find a new clearing price
which discounted the new reality. Like the Fed, the ECB blinked,
walking back talk of QE exit.

Both the Fed and ECB kept “livin’ it up at the Hotel California” —
missing a window to start unwinding their asset purchases.

Unfortunately, history has shown us that central bankers only
become comfortable enough to start tightening at the end of a
recovery or late in a cycle, when growth is strong and asset
valuations are lofty. But at this point in the cycle, we often see a
reduction in expected future returns of risky assets as yields and
spreads have already compressed significantly. At this point in
the cycle, central banks raise policy rates, which increases the
discount rate used to value assets, reducing their valuations.

In “Hotel California,” the late Glenn Frey has said that he and
fellow Eagles member Don Henley “wanted to write a song that
was sort of like an episode of the Twilight Zone.” Today, many
investors find themselves in a central bank-produced twilight
zone of distorted asset prices. Thus, they are making the logical
decision to buy the relatively high-yielding safe assets and reduce
holdings of richly valued risk assets. This behavior is flattening
yield curves, frustrating central bank efforts to normalize rates.

By waiting so late in the business cycle to begin normalization,
the G4 central banks may run out of time to complete this
process before the next economic contraction. If so, the next
recession will likely compel policymakers to reverse course and
resume asset purchases despite their swollen balance sheets. We
may even see the Fed and BOE imitate their Japanese and
European counterparts in acquiring assets further down the risk
spectrum. The BOJ already owns a significant portion of the
outstanding ETF market. The ECB has purchased corporate as
well as government debt. To paraphrase Frey and Henley, the G4
bankers are all just prisoners here, of their own device. m
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Yield Curve - A line that plots the interest rates, at a set point in time, of bonds
having equal credit quality but differing maturity dates.

Normalization - The standardization of data obtained from different sources at
different periods, through peer review or comparison against the objectives of
data collection.

G4 Central Banks—The Bank of England (BOE), the Bank of Japan (BOJ), the
Federal Reserve (FED), and the European Central Bank (ECB)

Exchange-Traded Fund (ETF) - A marketable security that tracks a stock index, a
commodity, bonds, or a basket of assets.

Additional Disclaimer

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 directly 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.

Quantitative Easing (QE)— An unconventional monetary policy in which a central
bank purchases government securities or other securities from the market in order
to lower interest rates and increase the money supply.

Taper Tantrum - Term used for the 2013 surge in U.S. Treasury yields, which
resulted from the Federal Reserve's use of tapering to gradually reduce the
amount of money it was feeding into the economy.

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.
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