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Bond Market Perspectives | Week of July 10, 2017

 

Key Takeaways

The second quarter of 2017 has carried over several themes from the first quarter: declining
longer-term interest rates, flattening of the yield curve, and continued confidence in corporate bonds.
The unwind of reflationary Trump trades continued in the second quarter, with the winners in the first
half of the year being those who were hit the hardest in late 2016, such as preferred securities, EMD,
and municipal high yield.
After sending conflicting messages during the first half of the year, bond and stock markets may be
telling similar stories thus far in the third quarter.

 

Second Quarter Recap

The second quarter of 2017 carried over many of the same themes from the first quarter, with longer-term
rates declining and the yield curve flattening. Duration (interest rate sensitivity) remained a tailwind and
stability in credit markets powered lower-quality fixed income to outperform higher-quality. Additionally,
many of the so-called Trump trades from the fourth quarter of 2016 continued the unwind begun in the first
quarter of the year.

 

TRUMP TRADES CONTINUE TO UNWIND

Many segments of the market hardest hit during the fourth quarter of 2016 (with the ascendancy of
reflationary Trump Trades) have been beneficiaries of strength during the first half of the year. Preferred
stocks, for instance, returned -4.5% during the fourth quarter of 2016, as the elevated interest rate sensitivity
of the asset class was a hindrance amid the rapid rise in rates. Emerging market debt (EMD) returned -4.2%
during the fourth quarter of 2016 on concerns of protectionist trade policy by the incoming Trump
administration. It is no coincidence that these two sectors are the strongest through the first half of this year,
with preferreds leading the way, up 9.8%, and EMD up 6.2%. Preferreds benefited not only from the decline in
longer-term interest rates in the first half of 2017, but by the recent rally in financials, which led all S&P 500
Index sectors in June with a 6.4% return and outperformed the broad market in the second quarter. EMD has
rallied on concerns over protectionist policy largely fading from headlines.

Aside from domestic lower-quality credit sectors like bank loans and high yield (which continued strength
from the fourth quarter of 2016), the first half of 2017 has thus far been somewhat of a reversal of many trends
seen late last year [Figure 1].

 

http://lpl-research.com/NOD/Bond_Market_Perspectives_07112017-1.pdf
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FLATTENING YIELD CURVE

Another rate hike during the Federal Reserves (Fed) June 1314 meeting pressured short-term rates higher,
while softer than expected inflation readings helped pressure longer-term rates lower throughout the second
quarter, evidenced by breakeven inflation rates declining materially. The result was that the yield curve, a
proxy for future growth and inflation expectations, flattened considerably to the lowest level since before the
U.S. election [Figure 2]. Fixed income markets seemed much less optimistic about domestic economic
prospects than equity markets, which continued higher during the quarter. 

The yield curve has steepened during the beginning of the third quarter, a healthy sign for the U.S. economy,
and one step towards fixed income markets starting to tell a similar story to equity markets, after sending
somewhat conflicting messages for the first half of 2017.

 

CORPORATE CONFIDENCE (IN SPITE OF OIL)

Despite another quarterly decline in the price of oil (-5.8% in Q1 and -9.0% in Q2), corporate credit continued
to strengthen, with valuations richening over the quarter [Figure 3].

The weakness in oil did lead to spreads in energy sector corporate bonds widening, but the problem remained
contained with limited spillover. Thus far in the third quarter of 2017, investment-grade corporate energy
sector spreads have come back down from year-to-date highs and high-yield energy sector spreads have
moderated, though they remain elevated relative to the end of the first quarter.

Forward-looking indicators reinforced a positive view of the credit cycle during the quarter. The Feds Senior
Loan Officer Survey (FSLO) has historically been a good leading indicator of default rates. The survey indicates
whether banks are tightening or loosening lending standards for medium- and large-sized companies. This
stands to reason: companies that can get a loan now will generally not default soon. As the modified adage
goes, a rolling loan gathers no loss. As of April 30, 2017 (the most recent reading), banks are now loosening

http://lpl-research.com/NOD/Bond_Market_Perspectives_07112017-2.pdf
http://lpl-research.com/NOD/Bond_Market_Perspectives_07112017-3.pdf
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lending standards (making it easier, all else equal, for companies to get a loan) on a net basis for the first time
since July 31, 2015. This data point is solid confirmation of the default picture continuing to improve in 2017,
and it helps to explain the continued richening of valuations in investment-grade and high-yield bonds.

 

WHICH THEMES PERSIST?

Despite two quarters of fairly consistent behavior from fixed income markets, we believe some of these themes
may not persist. The flattening of the yield curve may have run its course, partially evidenced by the steepening
witnessed early in the third quarter. Long-term rates may have found a local bottom in mid- to late-June, and a
pickup in growth and/or inflation could push rates modestly higher from here, as is our base case outlined in
our . We believe confidence in corporate credit remains in play, as defaults are trending lowerMidyear Outlook
to near historically low levels and lending standards support that case. High-yield valuations remain
expensive, however, and much of that good news has already been priced into the market. 

Central bank influence could continue to have an impact on fixed income markets as well. The Fed has pointed
to one additional rate hike this year, which has flattened the yield curve more often than not in the recent past.
Additionally, however, the Fed plans on normalizing its balance sheet this year (maybe as soon as September),
 which could help pressure longer-term rates higher and steepen the yield curve. 

 

CONCLUSION

The second quarter of 2017 was in many ways an extension of the first quarter, with rate markets implying a
less optimistic economic outlook than equity markets. In previous analyses of the flattening of the yield curve,
we submitted that the true state of the economy was likely somewhere between the pessimism of the bond
market and the relative exuberance of equity markets. It seems that may be playing out thus far in the start of
the third quarter, with the gap between stock and bond market signals closing. Since mid-June, the yield curve
has been steepening with longer-term rates increasing and equities have been trading sideways. The third
quarter may be the one in which markets sync up and start telling the same story once again.

 

 

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.

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.

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.

International debt securities involves special additional risks. These risks include, but are not limited to,
currency risk, geopolitical and regulatory risk, and risk associated with varying settlement standards. These
risks are often heightened for investments in emerging markets. 

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. 

High yield/junk bonds (grade BB or below) are not investment grade securities, and are subject to higher
interest rate, credit, and liquidity risks than those graded BBB and above. They generally should be part of a
diversified portfolio for sophisticated investors. 

Bank loans are loans issued by below investment grade companies for short term funding purposes with
higher yield than short-term debt and involve risk. 

Preferred securities investing involves risk, which may include loss of principal.

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.

http://lpl-research.com/outlook/MYO_2017_SinglePage.pdf
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However, the value of fund shares is not guaranteed and will fluctuate. 

INDEX DESCRIPTIONS

The BofA Merrill Lynch Preferred Stock Hybrid Securities Index is an unmanaged index consisting of a set of
investment-grade, exchange-traded preferred stocks with outstanding market values of at least $50 million
that are covered by Merrill Lynch Fixed Income Research.

The JP Morgan Emerging Markets Bond Index is a benchmark index for measuring the total return
performance of international government bonds issued by emerging markets countries that are considered
sovereign (issued in something other than local currency) and that meet specific liquidity and structural
requirements.

The Bloomberg Barclays High Yield Bond Index covers the universe of publicly issued debt obligations rated
below investment grade. Bonds must be rated below investment grade or high yield (Ba1/BB+ or lower), by
at least two of the following ratings agencies: Moodys, S&P, and Fitch. Bonds must also have at least one
year to maturity, have at least $150 million in par value outstanding, and must be U.S. dollar denominated
and nonconvertible. Bonds issued by countries designated as emerging markets are excluded.

The Bloomberg Barclays U.S. Corporate Bond Index is a broad-based benchmark that measures the
investment-grade, U.S. dollar-denominated, fixed-rate, taxable corporate bond market.

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 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 Credit Suisse Leveraged Loan index tracks the investable market of the U.S. dollar denominated
leveraged loan market. It consists of issues rated 5B or lower, meaning that the highest rated issues included
in this index are Moodys/S&P ratings of Baa1/BB+ or Ba1/BBB+. All loans are funded term loans with a
tenor of at least one year and are made by issuers domiciled in developed countries.

The Bloomberg Barclays U.S. Mortgage Backed Securities (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 U.S. Treasury TIPS Index is a rules-based, market value-weighted index that tracks
inflation-protected securities issued by the U.S. Treasury. 

RES 5976 0717   |   Tracking #1-624477   (Exp. 07/18)
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Weekly Economic Commentary | Week of July 10, 2017

 

Key Takeaways

U.S. manufacturing output broke above its pre-recession high in the first quarter.
The ISM PMI for manufacturing rose in June to its highest level since August 2014.
Despite a divergence with Markit's PMI, we believe the manufacturing rebound is intact.

 

Manufacturing Matters

U.S. manufacturing still matters when evaluating the U.S. and global economy. While manufacturing as a
percent of the U.S. economy has declined steadily since the end of World War II, its impact is greater than its
size. Manufacturing tends to be more cyclical than service activity, and it remains a bellwether for the overall
economy. S&P 500 Index companies are heavily skewed toward manufacturing-related activity and changes in
earnings growth rates tend to track manufacturing activity. U.S. manufacturing has also become increasingly
focused on high tech industries that invest heavily in research and development. Finally, manufacturing still
matters for the global economy-manufacturing has shrunk as a percent of the U.S. economy for decades, but
the U.S. economy has also been growing over that period, helping manufacturing expand over the last several
decades [Figure 1]. To this day, the U.S. remains the second largest manufacturer in the world. In this week's
commentary, we take a look at recent data on U.S. manufacturing.

 

JUNE ISM PMI RISES

The Institute for Supply Management's (ISM) manufacturing Purchasing Managers' Index (PMI) remains the
headline monthly data point for manufacturing. The ISM PMI accelerated to 57.8 in June, its highest level
since August 2014, placing it in the top 10% of all values since the end of the recession. The ISM report gives a
healthy overall picture of current U.S. manufacturing activity.

The ISM PMI is the average of five different components: new orders, production, employment, supplier
delivery time, and inventories. Each of these areas provides a different view on current and anticipated
manufacturing activity. The five components tend to move together, but new orders is viewed as the strongest
leading component as rising orders will typically lead to increased production; this component was the
strongest of the five in June to 63.5. Production, the most direct reflection of current activity, made the biggest
move, rising from 57.1 to 62.4. Inventories, which accumulate when businesses try to get ahead of future
expected demand, was the only component to move into contraction territory (below 50), falling from 51.5 to
49.0. Declining inventories can reflect falling expectations of future demand, but it can also reflect a rise in
demand that outstrips current production.

A couple of things to keep in mind with a PMI: The numbers aren't direct reports of actual activity, current or
future. Surveyed respondents are given just three possible answers to each question-increased, decreased, or
unchanged. The index value for each component is the percentage of respondents who said increased plus half
the percentage who said unchanged, essentially treating unchanged as a tie. A number above 50 simply means
more participants responded with "increased." While you would expect activity to be stronger overall if you're
getting more positive responses, the index really reflects breadth and changes in activity rather than the level

http://lpl-research.com/NOD/Weekly_Economic_Commentary_07102017-1.pdf
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of activity. In order to get that data to match up with the overall economy better, surveys are weighted by broad
industry classification. In addition, the questions are about this month compared to last, so a strong PMI
indicates things are picking up, but if activity has been low, it can still reflect low (but now improving) activity
levels.

 

THE ISM - MARKIT PMI DIVERGENCE

While ISM's PMI posted a strong number in June, the competing manufacturing PMI, by the information
services firm Markit, has been declining slowly from a peak of 55.0 in January to 52.0 in June, still in
expansion territory but a meaningful divergence from ISM's 57.8. In the available three-year history of the
Markit survey, June 2017 is the largest divergence between the two surveys on record. Markit's survey has a
slightly lower average over the entire period, and the last time there was large divergence, it worked in the
other direction. In November and December of 2015, when the ISM PMI was signaling contraction as the
collapse of oil prices, a strong dollar, and weak global growth weighed on U.S. manufacturing activity, Markit's
PMI remained in expansion territory. 

Since Markit's PMI has a short history, there is no way to determine whether one of the surveys tends to have
the greater pull after the two have diverged. There is also not a lot of difference between how the two indexes
are constructed. The five component questions that make up the final PMI for both are basically the same and
both weight their indexes by industry classifications. But some small differences do exist. Markit doesn't
weight the five components equally: weightings ranges from 30% for the new orders index component to 10%
for inventories. Markit also tries to adjust for size, so large companies that represent a greater portion of
manufacturing activity get greater weight. The two also have different methods for seasonality adjustments.

Which is better? Given that the two surveys are similarly constructed and that economic data tends to be noisy,
any real preference for one or the other doesn't make sense and we would view the likely "true" value
somewhere in the middle. Markit's method is a little more tailored to the economy in a way that may make it
marginally more meaningful. ISM, on the other hand, has a long history that makes it more useful when
looking at historical relationships. Our general view would be to look at them together, tilting toward Markit
slightly when trying to evaluate the current situation, but research conclusions that draw on ISM's long history
should continue to put more emphasis there.

 

WHAT ABOUT OTHER MEASURES MANUFACTURING ACTIVITY?

One of the advantages of PMIs is that they are very timely. Data for June 2017 was released on July 3. In
addition, the responses come from purchasing managers, who are well positioned to assess changes in activity
at their own businesses. Nevertheless, PMIs are still surveys, not hard economic data. The timeliest hard data
on manufacturing is the manufacturing component of industrial production, with the most recent current data
available from May 2017. 

The picture provided by the industrial production data tilts positive. Manufacturing production climbed
steadily from September 2016 through February 2017, rising modestly each month. Then the data gets clear
after that-two fairly large declines (March at -0.7% and May at -0.4%) sandwich a large uptick (April's mighty
+1.2%, the best month in over five years). While noisy, the direction of the general trend over this short period
looks more in line with ISM's index [Figure 2].

http://lpl-research.com/NOD/Weekly_Economic_Commentary_07102017-2.pdf
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CONCLUSION

While manufacturing has declined relative to the overall U.S. economy for decades, it continues to expand as
the U.S. economy grows and has finally topped its pre-recession high in real output in the first quarter of 2017.
Manufacturing continues to recover following weakness in 2016, and while Markit's PMI tempers some of our
enthusiasm about the strong ISM PMI data, we do not consider the divergence a concern and continue to see
strong potential for manufacturing to continue to grow.

 

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.

Investing in stock includes numerous specific risks including: the fluctuation of dividend, loss of principal
and potential illiquidity 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.

DEFINITIONS

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.

Purchasing Managers Indexes are economic indicators derived from monthly surveys of private sector
companies, and are intended to show the economic health of the manufacturing sector. A PMI of more than
50 indicates expansion in the manufacturing sector, a reading below 50 indicates contraction, and a reading
of 50 indicates no change. The two principal producers of PMIs are Markit Group, which conducts PMIs for
over 30 countries worldwide, and the Institute for Supply Management (ISM), which conducts PMIs for the
US.

RES 5975 0717   |   Tracking #1-624144   (Exp. 07/18)
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Weekly Market Commentary | Week of July 10, 2017

 

HIGHLIGHTS

Another quarter with double-digit, year-over-year earnings growth for the S&P 500 appears likely for
the second period, but it won't match the pace of the first quarter.
Annual comparisons are getting tougher with the one-year anniversary of the 2015-2016 earnings
recession trough having past.
We have several reasons to be optimistic, as was the case last quarter, including generally good macro
data and resilient analysts' earnings estimates.
Second quarter earnings growth will be about more than just an energy rebound, with solid
contributions expected from technology and financials.

SECOND QUARTER 2017 EARNINGS PREVIEW: Q1 A TOUGH ACT TO FOLLOW

Earnings season is underway this week (July 10-14) and may be another good one, with double-digit S&P 500
Index earnings growth possible. But getting to double digits will be tougher than it was in the first quarter
when S&P 500 earnings increased more than 15% year over year.

First quarter earnings season will be a tough act to follow as the year-over-year comparison gets more
challenging. The first quarter of 2016 was the trough of the earnings recession, so the first quarter of 2017 had
the easiest annual comparison. Growth improved (fell less) in the second quarter of 2016 as corporate America
began to emerge from the earnings recession, lifting the base for comparison for the just-completed second
quarter. This trend will continue over the rest of 2017 given the earnings growth acceleration achieved during
the third and fourth quarters of 2016 .[Figure 1]

 

http://lpl-research.com/NOD/071017_WMC_Figure1.pdf
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CAUSE FOR OPTIMISM

The Thomson-tracked consensus for second quarter earnings growth stands at 8%. Given the typical 3-4%
upside to estimates, growth in the 11-12% range is a reasonable expectation. There are several reasons to be
confident that results may be in that range if not better:

Better second quarter economic growth. Consensus estimates are calling for a 3.0% increase in
gross domestic product (GDP) on an annualized basis for the second quarter, up from the 1.4% pace in
the first quarter and providing a solid backdrop for steady revenue and earnings gains (consensus is
calling for 4.6% revenue growth in the second quarter). The strong manufacturing and services surveys
from the Institute for Supply Management (ISM) during the quarter, especially the June readings
(57-58) are supportive. Wage growth has risen at a moderate roughly 2.5% pace based on national
income data, helping corporate America protect relatively high profit margins. Meanwhile, data
overseas has generally reflected improving economic conditions, albeit gradually, in Europe, Japan,
and the emerging market economies, a positive for U.S. multinationals.

We see the increased frequency of economic data missing consensus expectations in recent months as
more of a sign of overly optimistic forecasts than of new incremental weakness in economic conditions.

Resilient estimates. Earnings estimates have held up relatively well in recent months. For the
second quarter, the current 8% growth rate is just 2% below the estimate as of April 1, 2017, compared
with the typical 3-4% decline. Based on FactSet analysis, this below-average decline is the best in three
years. Estimates for the second half of 2017 fell by less than 1% during the second quarter, an
encouraging result even though these estimates may still come down a bit more, as they typically do.

A key question for the outlook is whether any pro-growth policies will be implemented in time to help
before year-end. We are skeptical at this point, although we could see a several percentage point boost
to S&P 500 profits in 2018, if not more, should tax rates be lowered. One of our goals this earnings
season, in addition to gauging the level of corporate optimism, is to try to assess how much, if any,
policy boost is embedded in analysts' expectations (we believe it to be minimal at this point).

Pre-announcements. The ratio of companies pre-announcing negative second quarter 2017 results
relative to those pre-announcing positive results (1.9) is better than that of the year-ago quarter (2.3),
the last quarter (2.4), and the 20-year average (2.7), suggesting a high percentage of companies could

http://lpl-research.com/NOD/071017_WMC_Figure1.pdf
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exceed estimates again. An impressive 75% of companies exceeded consensus estimates in the first
quarter, leading to a 5% overall upside surprise.

Companies do face several headwinds, including a stronger U.S. dollar (up 4% year over year based on average
prices in the second quarter 2017 versus 2016), lower inflation which translates into less pricing power and
consequently lower revenues for many industries, and a flatter yield curve, which impacts financials as the gap
between lenders' cost of funds and lending rates narrows.

Even though oil prices were up on average in the quarter year over year, the price slid from late May through
late June and ended the quarter about $4 per barrel below where it started, introducing some risk to the
energy sector outlook (while providing a small "tax cut" to energy consumers). We expect corporate America to
fight through these headwinds just fine overall but acknowledge further risk to energy sector estimates-which
have fallen in recent months-for the remainder of the year.

MORE THAN JUST ENERGY

Energy should be the biggest contributor to overall earnings growth in the second quarter, as it was in the first,
even after lowered estimates. Oil rose about 5% on average, year over year in the second quarter (a far cry from
the 54% increase in the first quarter). But other sectors will make a meaningful contribution, most notably
technology and financials.

The energy sector's expected 2.6% contribution to the consensus 8% earnings growth estimate for the S&P 500
is significant (as is the more than 600% potential increase in the sector's earnings off of depressed year-ago
levels). However, the expected contribution from technology to overall earnings growth is a close second at just
a hair above 2%. The technology sector's expected 11.2% earnings growth rate appears very likely to exceed all
sectors outside of energy. This result could be at least a couple of percentage points higher after all reports are
in based on the historical pattern and our positive assessment of the sector. Semiconductor industry earnings
gains are expected to drive the biggest share of the increase in technology sector earnings.

Despite the drag on lenders' net interest margins from a flattening yield curve observed during the quarter and
generally sluggish loan growth recently, the financials sector is expected to produce about 8% growth in
earnings in the second quarter , which corresponds to a 1.1% contribution to the overall 8%[Figure 2]
consensus S&P 500 earnings growth figure.

http://lpl-research.com/NOD/071017_WMC_Figure2.pdf
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CONCLUSION

We believe another quarter of double-digit earnings growth for the S&P 500 in the second quarter is possible,
given generally solid overall economic data, the strong rebound in energy sector profits, and solid financial and
technology sector earnings gains. Earnings estimates have been resilient and the ratio of positive to negative
pre-announcements is as positive as it has been in three years. And, despite several headwinds, including the
tougher annual comparison, lower inflation, U.S. dollar gains, the recent flattening in the yield curve, and the
drop in oil prices, we believe corporate America will deliver more good news this quarter.

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

http://lpl-research.com/NOD/071017_WMC_Figure2.pdf
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subject to greater volatility than investing more broadly across many sectors and companies.

The fast price swings in commodities and currencies will result in significant volatility in an investor’s
holdings.
Gross Domestic Product (GDP) is the monetary value of all the finished goods and services produced within a
country’s borders in a specific time period, though GDP is usually calculated on an annual basis. It includes
all of private and public consumption, government outlays, investments and exports less imports that occur
within a defined territory.

Yield Curve is a line that plots the interest rates, at a set point in time, of bonds having equal credit quality,
but differing maturity dates. The most frequently reported yield curve compares the three-month, two-year,
five-year and 30-year U.S. Treasury debt. This yield curve is used as a benchmark for other debt in the
market, such as mortgage rates or bank lending rates. The curve is also used to predict changes in economic
output and growth.

All investing involves risk including loss of principal.

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 U.S. Institute for Supply Managers (ISM) manufacturing index is an economic indicator derived from
monthly surveys of private sector companies, and is intended to show the economic health of the U.S.
manufacturing sector. A PMI of more than 50 indicates expansion in the manufacturing sector, a reading
below 50 indicates contraction, and a reading of 50 indicates no change.

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 #1-624069 (Exp. 07/18)
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Under federal tax
law, the maximum
amount an employee
can borrow from his
or her plan account is
50% of the vested
account balance or
$50,000, whichever is
less.

Plan Loan and Hardship Distribution Requests

 
For many employees, the assets in their 401(k) plan accounts represent a majority of their savings. Not
surprisingly, these employees may sometimes make requests for plan loans and hardship distributions. If you
are receiving distribution requests, the following information should be a helpful review for handling them.

Employers sponsoring 401(k) plans are not required to offer plan loans or hardship distributions. However,
many employers include plan loan and hardship provisions in their plans to encourage employees to
participate. The reasoning is that, if employees know they can access the money in their plan accounts if they
really need to, they will be more comfortable contributing to the plan.

Plan Loans

Under federal tax law, the maximum amount an employee can borrow from his or her plan account is 50% of
the vested account balance or $50,000, whichever is less. An exception to this rule is when 50% of the vested
account balance is less than $10,000. In this case, if the plan allows, the participant may borrow up to
$10,000. Most plan loans must be repaid within five years. However, loans used to buy a principal residence
may have a longer repayment period. Loans are typically repaid through payroll deduction.

To help control the use of plan loans, many employers impose restrictions, such as loan fees and a minimum
loan amount (usually between $500 and $1,000), and place limits on the number of outstanding loans an
employee can have at a time.

Hardship Distributions

The plan documents must specify a method for determining eligible hardships. Hardship distributions --
unlike loans -- are not repaid to the plan. While the plan generally can allow a hardship distribution for any
reason, it must have established rules to ensure that the distribution will be used for an immediate and heavy
financial need.

The safe harbor method permits hardship distributions to: (1) pay certain medical expenses incurred by the
participant, participant's spouse, or dependents; (2) purchase a principal residence; (3) cover post-secondary
educational expenses for the participant, the participant's spouse, children, or dependents; (4) prevent eviction
from or foreclosure on a principal residence; (5) pay the funeral/burial expenses of a spouse, parents, children,
or dependents; and (6) certain expenses related to the repair of damage to the participant's principal
residence.

Hardship distributions generally are limited to the amount of the employee's total elective contributions as of
the date of distribution minus the amount of any previous hardship distributions.

Please talk with us if you have questions about plan loans, hardship distributions, or your retirement plan's
provisions for them.

© 2017 DST Systems Inc. All rights reserved.

1-608858



 15    Your Guide to Life Planning

With a profit sharing
plan, the employer
benefits because
contributions to the
plan are deductible
(as long as the
relevant tax law
requirements are
met).

Profit Sharing Plans: A Win-Win Benefit for Your Business

 
What can you do to keep your workforce satisfied? Experts admit that keeping personnel content can be
difficult even in the best of economic times. Convincing them that they have a direct impact on the business,
and making sure that they share in its success -- which, after all, depends on them -- are ways to encourage and
reward employees. Over the years, business owners have learned that one of the most effective ways to
accomplish these goals is through the use of a profit sharing retirement plan.

Profit sharing plans offer benefits for both employees and employers. Under a typical plan, the employer
makes contributions from profits to plan accounts established for individual employees. The amount of the
contributions is based on the level of profits for a given year. When they retire, employees are entitled to the
profit sharing contributions along with any account earnings that have accumulated over the years. It is not
unusual for a profit sharing plan to be coupled with a 401(k) salary deferral plan. This allows employees to
make tax-favored contributions of their own to the plan, which potentially helps them build up even more
retirement funds for the future.

In general -- and especially in times of economic uncertainty -- a small or fledgling business may be hesitant to
set up an employee retirement plan that will require contributions to be made every year. With a profit sharing
plan, there is no such requirement. The employer is able to choose, based on how the business has done in a
particular year, whether to make a contribution to the plan. If the business is not in a financial position to
contribute to the plan, no contribution is required. Or, an employer might decide to reduce the size of the
contribution he or she had hoped to make. A profit sharing plan offers this flexibility.

With a profit sharing plan, the employer benefits because contributions to the plan are deductible (as long as
the relevant tax law requirements are met). The sponsoring employer also benefits because employees realize
that their employer has made a commitment to them. They feel they have a stake in the business, which can
improve morale and even reduce employee turnover. Long term, that can boost the business' profitability, too.

A profit sharing plan is established for the exclusive benefit of employees or their beneficiaries and must not
discriminate in favor of highly compensated employees. Certain requirements regarding coverage and the
eligibility of employees to participate must also be met.

Employees reap various benefits in addition to the potential build-up of retirement funds. One benefit is the
tax advantage that comes with a profit sharing plan. Contributions made to such a plan are generally not
taxable until employees receive distributions from the plan when they retire (or under certain other
conditions). Plan earnings are also not taxable while they are held by the plan. And an owner-employee can
benefit the same as other employees, as long as the tax law's nondiscrimination rules are followed.

If you would like to look into the potential benefits of a profit sharing plan -- for your employees and your
business -- contact your retirement plan advisor.
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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, CPWA, 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
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