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Weekly Market Commentary | Week of February 13, 2017

 

HIGHLIGHTS

We evaluate real estate investments by looking at three key cycles: the economic cycle, the building
cycle, and the interest rate cycle.
We believe we are in a good spot in the economic cycle for real estate, particularly with respect to the
job market.
The building cycle shows little sign of the overbuilding that has ended prior cycles.
While we expect interest rates to rise gradually, we expect increases to be modest and for increases to
be driven by improving economic growth and a gradual pickup in inflation, conditions historically
favorable for real estate.

REAL ESTATE OVERVIEW: ALL ABOUT THE CYCLES

Analyzing real estate is all about the cycles. Evaluating real estate investments, including real estate
investment trusts (REIT), depends on evaluating three cycles: the economic cycle (primarily jobs), the building
cycle, and the interest rate cycle.

We believe we are in a good spot in the economic cycle for attractive U.S. real estate returns, with steady job
gains and an improving domestic economic growth outlook. The building cycle for real estate shows little sign
of the type of overbuilding that has ended previous cycles. Finally, although we expect interest rates to rise, we
expect increases to be modest, and for the increases to be driven by improving economic growth and a gradual
pickup in inflation, conditions historically favorable for real estate stocks.

Based on these metrics, our real estate outlook is favorable, especially for income investors in the case of
REITs. Below we discuss these cycles and what they mean for publicly-traded real estate in 2017.

CYCLE #1: ECONOMIC CYCLE

We believe real estate is well positioned for this stage of the economic cycle. Job growth has been steady, with
an average of 195,000 jobs created monthly over the past 12 months. Jobs put workers in offices. Jobs give
workers the wages to shop in the malls (or online, creating demand for warehouse space). Jobs enable workers
to pay higher rents for their houses and apartments. And jobs help create inflationary pressure that gives real
estate owners the pricing power to raise rents. All of these factors tie real estate to employment. This close
relationship is evidenced by the 0.9 correlation between real estate stocks and total private employment 

, highest among the 11 S&P 500 sectors. [Figure 1] Note that the stock performance leads the job count by
about six months.

So where do we go from here? We have indicated that we expect job growth to slow in 2017, but several factors
suggest the potential for continued solid gains and support for real estate investments. Fiscal stimulus from tax

http://lpl-research.com/NOD/021317_WMC_Figure1.pdf
http://lpl-research.com/NOD/021317_WMC_Figure1.pdf
http://lpl-research.com/NOD/021317_WMC_Figure1.pdf
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reform, infrastructure spending, and deregulation could help stimulate job growth, although the help may not
come until late in the year. Consumer and business confidence are high, which tends to result in additional
hiring. The employment component of the Institute for Supply Management's manufacturing index is strong,
having increased five straight months to 56.1 (50 is the breakpoint between expansion and contraction). All in
all, the job picture looks good, although some slowdown in the 2016 pace would not surprise us, especially
considering the economic expansion is nearly eight years old and unemployment is near its expected long-term
rate.

Other cycle gauges we watch include the yield curve (the difference between short-term and long-term interest
rates) and the index of leading indicators (LEI). These indicators, among others, suggest the cycle has a ways
to go and further gains for real estate may lie ahead. And don't forget interest rates are still low and the Federal
Reserve (Fed) has only hiked rates twice, suggesting the economic cycle has a good amount left in the tank.

CYCLE #2: BUILDING CYCLE

When assessing the building cycle, the key question to ask is whether the real estate industry is overbuilding.
One consequence of the 2008-2009 financial crisis was that the supply of real estate was significantly
constrained by the severity of the recession and reduced credit availability. The slower pace of building leaves
the commercial real estate market in better supply-demand balance today than it has been at this stage of prior
cycles. Case in point, the level of commercial construction in the latest gross domestic product (GDP) data, at
$440 billion, is still only about halfway to the 2000 and 2007 peaks despite the $100 billion increase since the
post-crisis trough in early 2011 . Not only that but the pace of construction has pulled back since[Figure 2]
2014, further evidence of the lack of froth.

Our proprietary LPL Research "Over Index" (a component of the ) also sheds lightRecession Watch Dashboard
on the question of whether the real estate industry is overbuilding. This index has three components:
overspending, overconfidence, and overborrowing. Scaled to 100%, the overborrowing measure--based on
both consumer and business debt--is at just 32% (based on available data as of January 6, 2017), indicative of a
disciplined market. The other two components are both at 40% or lower.

We do not see evidence of excessive froth in real estate lending markets. The latest Fed loan officer survey
showed more tightening of commercial real estate lending standards than easing, although the survey showed
less tightening over the past two quarters. Depending on the path of bank regulation, we could see further
easing, but the key here is these data reflect discipline. The latest survey conducted by the Real Estate

 indicated that those expecting tighter commercial real estate financing conditions are equal toRoundtable
those expecting easier conditions, and the ratio has been improving over the past several quarters. Finally,
commercial real estate loan delinquency data indicates a healthy market, with a delinquency rate of 0.87%,
below the troughs of the 1990s and 2000s. A healthy market coupled with disciplined lending practices is a
good combination. Overall, we see good balance in the commercial real estate markets.

http://lpl-research.com/hoc/recession-watch.html
http://www.rer.org
http://www.rer.org


 4    Your Guide to Life Planning

 
CYCLE #3: INTEREST RATE CYCLE

Rising interest rates are one of our biggest concerns when considering real estate. Higher interest rates reduce
the attractiveness of potential distributions offered by REITs, and they increase borrowing costs for
developers. As a result, real estate securities tend to underperform the broad equity market when interest rates
rise. This relationship is shown in , which presents the relative performance of real estate (comparedFigure 3
with the S&P 500) plotted against the inverse of the 10-year Treasury yield. This relationship does not always
hold, but certainly has over the past five years.

Higher interest rates are not all bad news. The interest rate cycle is tied to inflation, an important component
of real estate values. Real estate owners often have the ability to raise rents in an inflationary environment and
preserve or enhance the value of their assets. Higher rents support REIT dividend growth, which has
historically exceeded the rate of inflation. In fact, the income component of REIT returns has exceeded
inflation, based on the Consumer Price Index (CPI), in 15 out of the past 16 years based on S&P Dow Jones
Indices data.

We expect interest rates to rise gradually over the course of 2017 and into 2018, presenting a headwind for real
estate relative performance. However, should equity market returns in 2017 be modest as we expect, real
estate--especially REITs--may have the potential to deliver an above-market total return.

OTHER CONSIDERATIONS

We believe the aforementioned cycles inform the majority of the decision regarding investing in real estate, but
here are a few other things to consider:

Cyclical vs. defensive sectors. We expect the macroeconomic environment to favor cyclical sectors,
a potential headwind to real estate relative performance. Cyclical sectors are more economically
sensitive, while defensive sectors are less sensitive to changes in economic conditions.
Valuations are slightly rich. Although the market values for publicly-traded real estate are slightly
below net asset values (the actual values of the underlying properties), valuations based on cash flows
are above average and cause for some concern. Cash flow growth is expected to be modest and may not
support valuations.
Tax reform uncertainty is high. While some form of tax reform is very likely and should help the
economic backdrop, some measures under discussion may have a negative impact on real estate, in
particular the possible elimination of the deductibility of interest on debt. A border adjustment tax as
part of tax reform may also increase the cost of construction. The timing and nature of tax reform
remain a source of uncertainty for real estate.
Stand-alone sector lift? Being split out of financials into its own S&P sector may still lead to greater
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interest among generalist investors (discussed ). Generalists remain underweight the sector.here

CONCLUSION

Evaluating domestic real estate depends on evaluating three cycles: the economic cycle, the building cycle, and
the interest rate cycle. We believe we are in a good spot in the economic cycle; the real estate building cycle
shows little sign of overbuilding that has ended previous cycles; and although we expect interest rates to rise,
we expect increases to be modest and for the increases to be driven by improving economic growth and a
gradual pickup in inflation, conditions historically favorable for real estate stocks.* It's not all clear skies, but
we believe the outlook for real estate in 2017 is favorable.

*We expect mid-single-digit returns for the S&P 500 in 2017 consistent with historical mid-to-late economic
cycle performance. We expect S&P 500 gains to be driven by: 1) a pickup in U.S. economic growth partially
due to fiscal stimulus; 2) mid- to high-single-digit earnings gains as corporate America emerges from its
year-long earnings recession; 3) an expansion in bank lending; and 4) a stable price-to-earnings ratio (PE)
of 18-19.

IMPORTANT DISCLOSURES
The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for
you, consult your financial advisor prior to investing. All performance referenced is historical and is no
guarantee of future results.
The economic forecasts set forth in the presentation may not develop as predicted and there can be no
guarantee that strategies promoted will be successful.
Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal,
and potential liquidity of the investment in a falling market.
Because of its narrow focus, specialty sector investing, such as healthcare, financials, or energy, will be
subject to greater volatility than investing more broadly across many sectors and companies.
Alternative strategies may not be suitable for all investors and should be considered as an investment for the
risk capital portion of the investor’s portfolio. The strategies employed in the management of alternative
investments may accelerate the velocity of potential losses.
Investing in real estate/REITs involves special risks such as potential illiquidity and may not be suitable for
all investors. There is no assurance that the investment objectives of this program will be attained. REITs are
linked to the commercial real estate market which can be volatile due to adverse macro-economic changes
and their impact on property values , tenant defaults, and occupancy rates among other things.
Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of
principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value.
However, the value of fund shares is not guaranteed and will fluctuate.
Yield spread/differential is 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.

INDEX DESCRIPTIONS
The Standard & Poor’s 500 Index is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of 500 stocks
representing all major industries.
The Institute for Supply Management (ISM) Index is based on surveys of more than 300 manufacturing
firms by the Institute of Supply Management. The ISM Manufacturing Index monitors employment,
production inventories, new orders, and supplier deliveries. A composite diffusion index is created that
monitors conditions in national manufacturing based on the data from these surveys.
The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban
consumers for a market basket of consumer goods
and services.

This research material has been prepared by LPL Financial LLC.
To the extent you are receiving investment advice from a separately registered independent investment
advisor, please note that LPL Financial is not an affiliate of and makes no representation with respect to
such entity.
Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not
Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit
Tracking #1-581494 (Exp. 02/18)

http://lpl-research.com/%7Erss/LPL_RSS_Feeds_Publications/TimelyTopics/Timely_Topics_RealEstate_08232016.pdf
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THE VALENTINE'S DAY INDEX

KEY TAKEAWAYS

Common Valentine's Day gifts saw lower-than-average inflation in 2016.
The cost of a night at home fell for just the third time in the history of our Valentine's Day Index, while
the prices of all other gift categories increased.
Jewelry saw the largest cost increase (5.8%), the cost of a night out increased by 2.6%, while the cost of
taking a trip increased by just 0.5%.

The impact of economics on everyday life isn't always clear, but the week ahead is different. Tuesday marks the
fourth-busiest shopping holiday of the year -- Valentine's Day, and the following day sees the release of
Consumer Price Index (CPI) data for January 2017. The consensus opinion of economists expects a
month-over-month increase of 0.3% and a 2.1% rise year over year. Core inflation, which removes the impact
of volatile food and energy prices, is expected to come in at 2.2% year over year. These numbers are important,
but of even more near-term importance for those still looking for the right gift is how much more expensive
common Valentine's Day gifts have become over the last year. Those who have waited until the last minute to
buy are in luck, as we answer that question by taking a look at LPL Research's annual Valentine's Day Index.

THE VALENTINE'S DAY INDEX

Our index tracks the cost of typical Valentine's Day gift categories over time using data from the Consumer
Price Index (CPI). To get a clearer idea of price increases in individual gifts, we have separated the index into
four common gift categories. Grouping all items together into the Valentine's Day Index [Index Graphic]
shows that Valentine's Day inflation increased by 0.9% in 2016, slower than the 15-year average of 1.95%. The
rise was also slower than headline CPI (2.1%) and core inflation (2.2%). 

http://lpl-research.com/NOD/021317_WEC_Figure1.pdf
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A NIGHT IN

A night at home -- including candy, flowers, a home cooked meal, and a bottle of wine or champagne -- may be
the best bet for value conscious consumers this year. Following seven years of increases, the cost of a night at
home decreased by 1.1% in 2016. This is only the third time the price of this gift category has fallen in the
history of the index, and it also ranks as the largest single year decline in 16 years. All of the items in this gift
basket fell in price, but the cost of food was the biggest driver, falling more than 2%.

A NIGHT OUT

Dinner and a movie, one of the most common Valentine's Day traditions, saw a price increase of 2.6% in 2016,
just below its average increase of 3.1% over the previous 15 years. This gift idea includes dinner at a restaurant,
movie tickets, and child care. The cost of child care has seen the largest increases in price over the entire
history of the index, increasing a cumulative 79% since 2001, or about 3.7% per year. This year's 2.9% gain was
smaller than average, but still the largest gain of any item in this gift basket.

A GETAWAY

Taking a trip was also a relative bargain in 2016's version of the index; and though prices rose a little faster this
year, this gift idea remains a potential winner. Prices -- which include dining out, lodging, and airline fares --

http://lpl-research.com/NOD/021317_WEC_Figure1.pdf
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increased by just 0.5% year over year. For those looking to spend more, a trip is definitely a better deal than
jewelry, with airline fares down 4.7%, seeing the largest year-over-year drop in price relative to any other gift
in the index.

JEWELRY

Jewelry, always a popular Valentine's Day gift, was one of the better values in last year's Valentine's Day Index
given that it had fallen in price for the past four consecutive years. Those who wanted to wait another year
before spending the big dollars that jewelry commands are likely to be disappointed, given that prices
increased by 5.8% year over year. This makes jewelry the item with the largest jump in price in this year's
index. 

CONCLUSION

LPL Research's Valentine's Day Index can help last-minute shoppers (including perhaps a few here at LPL
Research) determine which gift idea represents the best value this year. A night at home became cheaper
during 2016, which has only happened two other times in the 16-year history of the Valentine's Day Index,
making it a better deal than dinner and a movie this year. For those looking to spend a little more, taking a trip
still offers a reasonable value relative to other gift ideas. But those looking for a deal on jewelry may have
missed their opportunity, as prices increased by 5.8% in 2016, breaking a streak of four consecutive years of
falling prices. 

 

 

IMPORTANT DISCLOSURES

Past performance is no guarantee of future results. All indexes are unmanaged and cannot be invested into
directly.

The opinions voiced in this material are for general information only and are not intended to provide or be
construed as providing specific investment advice or recommendations for any individual security.The
economic forecasts set forth in the presentation may not develop as predicted.

Because of their narrow focus, specialty sector investing, such as healthcare, financials, or energy, will be
subject to greater volatility than investing more broadly across many sectors and companies. 

The Consumer Price Index (CPI) is a measure of the average change over time in the prices paid by urban
consumers for a market basket of consumer goods and services.

 

This research material has been prepared by LPL Financial LLC.

To the extent you are receiving investment advice from a separately registered independent investment
advisor, please note that LPL Financial LLC is not an affiliate of and makes no representation with respect to
such entity.

Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not
Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit

 

RES 5794 0217 | Tracking #1-581472 (Exp. 02/18)
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IRAs continue to play
a prominent role in
the retirement saving
strategies of
Americans.

Brush Up on Your IRA Facts

 
LPL Tracking# 1-406605

As a reminder, advisors using and customizing pre-approved materials must read and adhere to the policies
found in Section 15.26.3 of the Advisor Compliance Manual.

If you are opening an IRA for the first time or need a refresher course on the specifics of IRA ownership, here
are some facts for your consideration.

IRAs in America

IRAs continue to play an increasingly prominent role in the retirement saving strategies of Americans.
According to the Investment Company Institute (ICI), the U.S. retirement market had $25 trillion in assets as
of September 30, 2016, with $7.8 trillion of that sum attributable to IRAs.  In mid-2016, 42.5 million -- or 34%1

-- of U.S. households reported owning IRAs.2

Traditional IRAs, the most common variety, are held by 25.5% of U.S. households, followed by Roth IRAs,
which are held by 17.4% of households, and employer-sponsored IRAs (including SEP IRAs, SAR-SEP IRAs,
and SIMPLE IRAs), which are held by 5.7% of households.2

Contributions and Deductibility

Contribution limits. In general, the most you can contribute to an IRA for 2017 is $5,500. However, if you
are age 50 or older, you can make an additional "catch-up" contribution of $1,000, which brings the maximum
annual contribution to $6,500.

Eligibility. One potential area of confusion around IRAs concerns an individual's eligibility to make
contributions. In general, tax rules require that you must have compensation to contribute to an IRA.
Compensation includes income from wages and salaries and net self-employment income. If you are married
and file a joint tax return, only one spouse needs to have the required compensation.

With regard to Roth IRAs, income may affect your ability to contribute. For tax year 2017, individuals with an
adjusted gross income (AGI) of $118,000 or less may make a full contribution to a Roth IRA. Married couples
filing jointly with an AGI of $186,000 or less may also contribute fully for the year. Contribution limits begin
to decline, or "phase out," for individuals with AGIs between $118,000 and $133,000 and for married couples
with AGIs between $186,000 and $196,000. If your income exceeds these upper thresholds, you may not
contribute to a Roth IRA.3

Deductibility. Whether you can deduct your traditional IRA contribution depends on your income level,
marital status, and coverage by an employer-sponsored retirement plan. For instance:3

If you are single and covered by an employer-sponsored retirement plan, your traditional IRA
contribution for 2017 will be fully deductible if your AGI was $62,000 or less. The amount you can
deduct begins to decline if your AGI was between $62,000 and $72,000. Your IRA contribution is not
deductible if your income is equal to or more than $72,000.

If you are married, filing jointly, and the spouse making the IRA contribution is covered by an
employer-sponsored retirement plan, your 2017 IRA contribution will be fully deductible if your
combined AGI is $99,000 or less. The amount you can deduct begins to phase out if your combined
AGI is between $99,000 and $119,000. You may not claim an IRA deduction if your combined income
is equal to or more than $119,000.

If you are married, filing jointly, and your spouse is covered by an employer-sponsored plan (but you
are not), you may qualify for a full IRA deduction if your combined AGI is $186,000 or less. The
amount you can deduct begins to phase out for combined incomes of between $186,000 and $196,000.
Your deduction is eliminated if your AGI on a joint return is $196,000 or more.

If neither you nor your spouse is covered by an employer-sponsored retirement plan, your contribution
is generally fully deductible up to the annual contribution limit or 100% of your compensation,
whichever is less.

Keep in mind that contributions to a Roth IRA are  tax deductible under any circumstances.not

Distributions

You may begin withdrawing money from a traditional IRA without penalty after age 59½. Generally,
previously untaxed contributions and earnings are taxable at the then-current regular income tax rate.
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Nondeductible contributions are generally not taxable because those amounts have already been taxed.

You must begin receiving minimum annual distributions from your traditional IRA no later than April 1 of the
year following the year you reach age 70½ and then annually thereafter. If your distributions in any year after
you reach 70½ are less than the required minimum, you may be subject to an additional federal tax equal to
50% of the difference.

Unlike traditional IRAs, Roth IRAs do not require the account holder to take distributions during his or her
lifetime. This feature can prove very attractive to those individuals who would like to use the Roth IRA as an
estate planning tool.

This communication is not intended as investment and/or tax advice and should not be treated as such. Each
individual's situation is different. You should contact your financial professional to discuss your personal
situation.

 

 

 

 

 

Investment Company Institute, "Retirement Assets Total $25.0 Trillion in Third Quarter 2016,"1

December 2016.

Investment Company Institute, "The Role of IRAs in U.S. Households' Saving for Retirement, 2016,"2

January 2017.

Internal Revenue Service, "IRS Announces 2017 Pension Plan Limitations; 401(k) Contribution Limit3

Remains Unchanged at $18,000 for 2017, October 27, 2016.

© 2017 Wealth Management Systems Inc. All rights reserved.

1-406605
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Bond Market Perspectives | Week of February 6, 2017

 

MBS: HIGH-QUALITY MIDDLE GROUND KEY TAKEAWAYS

In volatile, risk-off markets, when stocks and corporate bonds may lose value, MBS tend to outperform
and aid in diversifying portfolios.
The Bloomberg Barclays MBS Index has a higher yield per unit of bond duration (price sensitivity to
changes in interest rates) than the Treasury, corporate, and aggregate indexes, offering the potential for
a more defensive posture in rising rate environments.
At almost 30% of the broad Bloomberg Barclays Aggregate Index, MBS are a high-quality option
investors should be aware of.

An often overlooked sector, high-quality mortgage-backed securities (MBS) offer investors high credit quality,
with a modest yield premium to Treasuries. MBS have more risk than Treasuries, but carry higher average
ratings than corporate bonds, which rely on the credit worthiness of the underlying company for their backing.
Serving as a reasonable middle ground between quality and credit makes the MBS sector appealing to
investors who want the potential to mitigate price losses. In rising equity markets, MBS have historically
outperformed Treasuries because of the additional yield. Conversely, more often than not, when investors have
shed risky assets and the S&P 500 has moved down in a risk-off move, MBS have outperformed corporate
bonds. An important distinction must be made between agency and non-agency (see callout box), especially as
it relates to 2008. The "subprime" MBS bonds in 2008 largely fell into the non-agency category. 

PERFORMANCE

The Bloomberg Barclays Mortgage Backed Bonds (MBS) Index outperformed the Bloomberg Barclays U.S.
Treasuries Index in most years where the Treasury index return was negative. In 2009 for example, the S&P
500 Index rebounded from its 37% loss the prior year to post a return of 26% . In bullish stock[Figure 1]
markets like this, investors shed high-quality, higher priced assets in search of greater returns. That year, the
AAA Treasury index lost 4%, while the lower-quality MBS gained 6%. With the exception of 2010, this pattern
has held in all years where stocks have done better; MBS have beaten Treasuries. Conversely, when the
lower-rated Bloomberg Barclays Corporate Index return was negative for the year (in bearish stock market
environments) the Bloomberg Barclays MBS Index outperformed corporates. This was evident in 2008, when
corporate bonds struggled. Corporate bonds lost 5%, while MBS returned 8% and Treasuries returned 14%.
Clearly, risk-off markets are favorable for the higher-quality MBS sector. 

http://lpl-research.com/NOD/020717_BMP_Figure1.pdf
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MORTGAGE-BACKED SECURITIES
MBS are bonds that can be backed by a pool of residential mortgages. Although varying in structure, generally
they are created by a government entity or a financial institution after loans are extended to homeowners.
Principal and interest payments from the mortgages are used to pay interest and principal to the
bondholders. MBS can be broken down into two broad issuer groups: agency, those issued by government
agencies such as Ginnie Mae (GNMA) and Fannie Mae (FNMA), and non-agency, those issued by financial
institutions. The difference between the two is the overall credit quality. Agency MBS are AAA rated due to
the backing of the government agency, whereas non-agency MBS can vary in rating due to the credit quality of
the different issuers.

 

YIELD

One of the major advantages for MBS relative to other bond sectors is their higher yield per unit of interest rate
risk (yield per unit of duration). Simply calculated as the yield of the index divided by the duration, this
measures the percentage increase in rates that the investment can withstand before interest income is
overwhelmed by a decline in principal. For example, the Bloomberg Barclays MBS Index has a current yield of
2.92% and duration of 4.91. Dividing the two gets 59 basis points of yield protection. In other words, to offset
the yield of the investment, it would take a 60 basis point rise in interest rates before losses are incurred, over a
one-year period. The yield advantage the MBS Index currently holds over corporates is 14 basis points, 31 basis
points better than Treasuries, and 16 basis points higher than the Bloomberg Barclays Aggregate Index 

. Since the MBS Index is higher yielding, investors are being compensated on a yield per unit of[Figure 2]
duration basis, allowing for more price protection if rates continue to rise. 

http://lpl-research.com/NOD/020717_BMP_Figure1.pdf
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RISKS 

With interest rates expected to be range bound to slightly higher in 2017, one major risk associated with MBS,
prepayment risk, is essentially taken off the table. Prepayment risk is prevalent when homeowners refinance
their loans to take advantage of lower mortgage rates, resulting in additional principal payments to
bondholders. Bondholders usually reinvest these cash flows, but lower prevailing rates means the cash would
likely be reinvested at a lower rate. 

Theoretically, as mortgage rates rise, prepayments will fall given that homeowners are content to keep their
lower rates. As prepayments fall, the bond takes longer to pay off, increasing duration (price sensitivity to
changes in interest rates). Bond prices then cheapen to compensate investors for the duration extension 

, so it is important to buy bonds at the cheapest possible price to shield against losses. [Figure 3]
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Default risk is a concern as well. In this event, house payments become too expensive for some homeowners to
maintain, causing a default on payments, which can negatively impact the price of MBS. After the 2008
housing crisis, rules were instituted to help borrowers avoid defaulting. Tighter lending standards, changes in
the loan-to-value calculations, and the implementation of strict due diligence rules have helped to reduce the
risk of widespread defaults. 

Last, a risk that we are closely monitoring comes from comments from the Federal Reserve (Fed) related to the
potential downsizing of its balance sheet. The Fed holds a large portfolio of agency MBS as a result of its
quantitative easing program that ran from 2008 through 2014, so any liquidation or downsizing would add
additional bond supply to the market and act as a headwind. Actual reduction appears unlikely for now, but
investors should be aware of this potential risk. 

CONCLUSION

The fourth quarter of 2016 was difficult for fixed income investors, with most sectors giving back their entire
yearly gains as rates increased post-election. The negative tone in the bond market has carried over into 2017,
and as such, fixed income investors are nervous and looking for defensive sectors. While searching for ways to
diversify portfolios, MBS can provide suitable investors with a vehicle to diversify fixed income allocations and
potentially serve as a defensive lever in rising rate environments. 

Given the risk of increased market volatility, and rates remaining range bound to higher, the above-average
credit quality of the MBS sector should allow for greater liquidity. Prices are cheaper after the backup in rates
in the fourth quarter of 2016; therefore, investors have some price protection against the extension risk of their
bond duration. Relative to Treasury bonds and some corporates, MBS may offer a better risk/reward tradeoff
and an attractive alternative for conservative investors who would like to manage some interest rate and credit
risk.
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IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for
you, consult your financial advisor prior to investing. All performance reference is historical and is no
guarantee of future results. All indexes are unmanaged and cannot be invested into directly

The economic forecasts set forth in the presentation may not develop as predicted and there can be no
guarantee that strategies promoted will be successful.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values and yields will
decline as interest rates rise, and bonds are subject to availability and change in price.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a
non-diversified portfolio. Diversification does not ensure against market risk.

Government bonds and Treasury bills are guaranteed by the U.S. government as to the timely payment of
principal and interest and, if held to maturity, offer a fixed rate of return and fixed principal value.
However, the value of fund shares is not guaranteed and will fluctuate. 

Corporate bonds are considered higher risk than government bonds but normally offer a higher yield and
are subject to market, interest rate, and credit risk as well as additional risks based on the quality of issuer
coupon rate, price, yield, maturity, and redemption features.

Mortgage-backed securities are subject to credit, default, prepayment risk that acts much like call risk when
you get your principal back sooner than the stated maturity, extension risk, the opposite of prepayment risk,
market and interest rate risk.

The credit ratings are published rankings based on detailed financial analyses by a credit bureau specifically
as it relates the bond issue's ability to meet debt obligations. The highest rating is AAA, and the lowest is D.
Securities with credit ratings of BBB and above are considered investment grade.

INDEX DEFINITIONS

The Bloomberg Barclays U.S. Aggregate Bond Index is a broad-based flagship benchmark that measures the
investment-grade, U.S. dollar-denominated, fixed-rate taxable bond market. The index includes Treasuries,
government-related and corporate securities, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS,
and CMBS (agency and non-agency).

The Bloomberg Barclays Mortgage Backed Bonds (MBS) Index tracks agency mortgage backed
pass-through securities (both fixed-rate and hybrid (ARM) guaranteed by Ginnie Mae (GNMA), Fannie Mae
(FNMA), and Freddie Mac (FHLMC).

The Bloomberg Barclays Corporate Investment Grade Credit Index is a broad-based benchmark that
measures the investment-grade, U.S. dollar-denominated, fixed rate, taxable corporate bond market. It
includes USD-denominated securities publicly issued by U.S. and non-U.S. industrial, utility, and financial
issuers that meet specified maturity, liquidity, and quality requirements.

The Bloomberg Barclays U.S. Treasury Index is an unmanaged index of public debt obligations of the U.S.
Treasury with a remaining maturity of one year or more. The index does not include T-bills (due to the
maturity constraint), zero coupon bonds (strips), or Treasury Inflation Protected Securities (TIPS). (The long
and the intermediate are subindexes of the U.S. Treasury Index, based on duration length.)

The Standard & Poor's 500 Index is a capitalization-weighted index of 500 stocks designed to measure
performance of the broad domestic economy through changes in the aggregate market value of 500 stocks
representing all major industries.

This research material has been prepared by LPL Financial LLC.

To the extent you are receiving investment advice from a separately registered independent investment
advisor, please note that LPL Financial LLC is not an affiliate of and make no representation with respect to
such entity.

Not FDIC or NCUA/NCUSIF Insured | No Bank or Credit Union Guarantee | May Lose Value | Not
Guaranteed by Any Government Agency | Not a Bank/Credit Union Deposit

Tracking # 1-579869 (Exp. 02/18)
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The Internet Crime
Complaint Center
reported complaints
resulting in over
$800 million in losses
in 2014.

Surf Safely: Protect Yourself From Online Scams

 
Online criminals continuously change their operating methods. That's why it is crucial that Internet users keep
up on the latest scams and the steps to take to protect their personal and financial information when online.

Here is an overview of two of the most widespread techniques being used to commit online fraud, as well as
some practical tips to protect your personal security.

Phishing: This is one of the most popular methods of online fraud. Phishing, or "spoofing," is a scheme
whereby users are sent fake emails that claim to be from a legitimate source. The email directs the user to a
counterfeit website where they are asked to update personal information, such as passwords and user names or
credit card, Social Security, and bank account numbers. By hijacking brand names of banks, online retailers,
and credit card companies, phishers often convince recipients to respond.

Crimeware: This is a class of computer programs designed exclusively to facilitate online identity theft.
Cyber thieves use a variety of techniques to steal confidential data through crimeware, including:

Secretly planting keystroke loggers onto a user's computer to collect sensitive data -- such as login and
password information for online bank accounts -- and reporting the data back to the thief.
Redirecting a user's browser to a counterfeit website controlled by the thief even when the user types
the website's proper address in the address bar.
Stealing passwords cached on a user's system.

This type of scam received national attention several years ago when it was revealed that business executives at
major U.S. firms were the targets. The "bait" used to lure the recipient was an official-looking subpoena from
the U.S. District Court in San Diego. When recipients clicked on the document to view it, software designed to
collect keystroke data was secretly installed on their computers. It was estimated that thousands of people fell
victim to this scam.

Play It Safe

The Federal Bureau of Investigation estimates that online scams were responsible for over $800 million in
losses in 2014.  With the number and sophistication of online scams increasing, there are some basic1

recommendations you can follow to help avoid becoming a victim.

Don't recognize it? Don't open it. Do not open any email, email attachment, or website link from
suspicious or unknown senders.
Don't give out your info. Be wary of any e-mail that asks for personal information such as
passwords or account numbers. Similarly, avoid any email that promises a prize or gift in exchange for
completing a survey or answering questions online.
Blast those pop-ups. These small windows typically appear on or behind the window that you are
currently viewing. While many are harmless advertisements, some may contain viruses or software that
can monitor your Web activity.
Be sure sensitive data is encrypted. Always ensure that you are using a secure website -- one that
employs state-of-the-art encryption technology -- when submitting credit card data or other sensitive
personal information.
Check your accounts. Regularly log in to your online accounts and check your bank, credit, and
debit card statements to ensure all transactions are legitimate.
Keep your system up-to-date. If your computer's operating system is more than five years old it
may not offer the same degree of protection as newer models. Most system manufacturers issue
updates and security patches on their websites or automatically through your Internet provider.
Similarly, be sure to use the latest Web browser and anti-virus software.

Finally, if you think you've fallen victim to a scam, report it. The FBI has a Cyber Operations unit devoted to
fighting cyber crime. Their Internet Crime Complaint Center is at .www.ic3.gov

 

Federal Bureau of Investigation, Internet Crime Complaint Center, 2014 (most recent available).1

© 2017 Wealth Management Systems Inc. All rights reserved.

Compliance Tracking #517633
This article was prepared by Standard & Poor's Financial Communications

http://www.ic3.gov/


The opinions voiced in this material are for general information only and are not intended to provide specific
advice or recommendations for any individual. To determine which investment(s) may be appropriate for
you, consult your financial advisor prior to investing. All performance referenced is historical and is no
guarantee of future results. All indices are unmanaged and cannot be invested into directly.

Mark Dutram, CFP is a Registered Representative with and Securities are offered through LPL Financial,
member FINRA/SIPC. Insurance products offered through LPL Financial or its licensed affiliates.

First City Bank of Florida is not a registered Broker/Dealer and is not affiliated with LPL Financial

Not FDIC/NCUA Insured
Not Bank/Credit Union

Guaranteed
May Lose Value

Not Insured by any Federal Government Agency Not a Bank Deposit

 

This newsletter was created using , powered by Wealth Management Systems Inc.Newsletter OnDemand

http://fc.standardandpoors.com/ondemand/index.vm?client=fcon

