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THE ECONOMY AT A GLANCE

ECONOMIC HIGHLIGHTS Rript At

BETTER GLOBAL GROWTH FORECAST FOR 2021 GLOBAL GDP FORECASTS (%)

The IMF now projects global growth of 5.5% for 2021 — 15 T T T T

up from its prior forecast of 5.2% and a rebound from the =2021 GDP Growth Rate

global GDP decline of 3.5% in 2020. The IMF expects 10 =Budget Balance % of GDP

that emerging markets will grow the fastest (at an average 5 -

rate of 6.3%). Developed economies are expected to grow [r]: L ,j 1
at an average rate of 4.3%, the Eurozone should grow at 0+ mR -'jl:l'
a4.2% clip, and U.S. growth is forecast at 5.1%. We take 5

this with a grain of salt, as catalysts for economic weakness

abound in Europe; two of the BRICS, Brazil and Russia, -10

are forecast to grow a relatively modest 3.6% and 3.0%,

respectively; and Japan is expected to grow just 3.1%. -15 U

Much of the global recovery will depend on the distribution 20 ||| Sources: IMF, the Economist, Argus Research

of COVID-19 vaccines, and we anticipate that wealthier India ChinaMFEM UK IMF Euwo Gem. IVF US. Brazil Russia Japan
nations will have more success in this area. World Area Dev.

INFLATION TICKS HIGHER INFLATION MEASURES (% CHANGE Y/Y)
Most inflation measures remain below the Fed’s target of Avg Hrly Eams Grwth ————
2.0%, though on average they are up month-over-month. We 10-YrTIPB-EIR p—

track 14 inflation measures on a monthly basis. On average, pp::l:::-.:sii _l

they indicate that prices are rising ata 1.55% rate. Looking PCE Ex F&E —

at core inflation, our reading is 1.7%. With this backdrop, cPl |—

we expect the Fed to focus on reducing unemployment and PCE Price Index [—

backstopping the financial markets, and to keep short-term 10-¥r T Bond f—

rates close to zero until at least 2022. This is not to say PP Fi"a:::?:l&s f—

there aren’t threats that inflation may surge at some point. PPl Inter - UPc:Zods -_

For example, as Western and Asian populations age, there PPI Inter - P Goods j—

may be a shortage of workers. Further, aging populations 2-Yr T Note ]

and their healthcare needs may encourage politicians to 10-¥r Tr Infl-Index —

increase deficit spending. -2 0 2 4 6
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ECONOMIC HIGHLIGHTS (coninue)

GDP EXPANDS 4% IN 4Q

After two quarters of wild swings, the U.S. GDP growth
rate settled down in 4Q20 to an annualized 4.0%. The
fourth-quarter increase in real GDP reflected increases
in exports (at a 22% rate), business investment (25%),
consumer spending (2.5%), housing investment (33.5%),
and inventory investment. Those were offset partially by a
decrease in government spending (down 1.2%). Imports, a
subtraction in the calculation of GDP, increased. For 2020,
real GDP decreased 3.5% (from the 2019 annual level to
the 2020 annual level), compared to an increase of 2.2% in
2019. On an absolute basis, despite two quarters of recovery,
current GDP of $21.5 trillion is about 1% below pre-pan-
demic levels. Meanwhile, COVID-19 continues to spread,
despite the early rollout of vaccines. While we do not expect
a double-dip recession in the coming quarters, the country’s
recovery from the pandemic is likely to remain a challenge,
with growth in the low single digits likely.

FED HOLDS STEADY ON RATES

At its recent Open Market Committee meeting, the Federal
Reserve decided to maintain the federal funds rate at a
rock-bottom 0.00%-0.25%. The action (or non-action) had
been widely expected given the current high level of unem-
ployment and little pressure on inflation. The vote was unan-
imous, and the Fed continues to forecast no changes in rates
through atleast2022. In his comments after the meeting, Fed
Chairman Jerome Powell noted that he believed the bigger
risk to the economy is doing too little, rather than doing too
much (remember that the central bank is also purchasing $120
billion in Treasuries and mortgage-backed securities each
month). One thing we don’t expect the Fed to do is to lower
interest rates to below zero. Although that strategy has been
used in some countries, it is not clear to Chairman Powell
that the tool works; after all, the economies in Europe and
Japan that have deployed negative rates continue to struggle.
Further, he does not think it is appropriate in the U.S. given
the country’s dependence on money-market mutual funds.
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FINANCIAL MARKET HIGHLIGHTS

BONDS YIELDS OUTSIDE OF FAIR VALUE RANGE
Our proprietary Treasury Note Yield Model is signaling that
bond yields, which have climbed 50 basis points in recent
months, are still too low based on fundamentals. Our model
discounts factors such as current yields, GDP growth and
long-term inflation, as well as stock prices and earnings. We
smooth trends out over a five-year period to avoid short-term
momentum swings. Our current 10-year T-bond fair value
yield is 2.90%. The normal valuation range has a floor of
1.6% and a ceiling 0f 4.10%. The current 10-year bond yield
is around 1.1%, below the low end of the fundamental range
and far from fair value. From an asset-allocation standpoint,
we think that bonds remain fully valued compared to stocks
and recommend that long-term investors modestly favor
equity securities in their diversified portfolios. We typically
break the fixed-income component of a portfolio into four
areas: Core, such as the industry benchmark ETF AGG
or Treasuries; Inflation-Indexed; Opportunistic, such as
securitized debt, corporate debt, high-yield, or floating-rate
bonds or preferreds; and Cash. We currently favor the Core
and Opportunistic segments. On duration, we recommend
intermediate-term bonds.

SMALL- AND MID-CAP OPPORTUNITIES

Small- and mid-cap stocks (SMID stocks) have surged over
the past quarter and outperformed large-caps over the past
12 months. They may also be in a better position to generate
market-beating returns going forward. For one thing, most
SMID companies focus on domestic markets and their busi-
nesses appear poised to rebound quickly once COVID-19
vaccines are widely distributed. For another, SMID stocks
generally trade at lower multiples than large-caps; the P/E
ratio on the Russell 2000 Small Cap Index is 20.3, compared
to 28.3 for the S&P 500. The long-term record also favors
SMID stocks over large-caps. From 2003 to 2020, the Rus-
sell 2000 climbed 465% compared to an advance of 327%
for the S&P 500. Yet SMID stocks can be risky. Large-caps
outperformed SMID stocks in 10 of the 18 years of our test
period. Annual returns were negative four times for both,
but the average decline for SMID stocks was 16% in down
years versus 12% for large-caps. Despite the risks, diversified
investors will have exposure to small- and mid-caps based on
their long-term performance record. We estimate that 20%-
25% of the U.S. stock market’s capitalization is comprised
of small- and mid-cap stocks.

18

16

14

TREASURY NOTE YIELD MODEL (%)

——T-Bond Yield
— T-Bond Fair Value

—— Upper FV Boundary
— Lower FV Boundary

0
1960 1970 1980 1990 2000 2010

650

550

450

350

250

150

50

2020
LARGE CAPS V SMALL CAPS
HEEEENEE
‘ «Large-Cap «—-Small-Cap ‘
V‘N.M /\J /
/ﬁw’ Ol
'03 '05 '07 '09 "1 13 15 17 "19 '21




ECONOMIC CALENDAR

Previous Week's Releases

Previous Argus Street
Date Release Month Report Estimate Estimate Actual
1-Feb ISM Manufacturing January 60.7 60.0 59.8 NA
Construction Spending December 0.9% 1.0% 0.8% NA
3-Feb ISM Non-Manufacturing January 57.2 57.0 56.9 NA
4-Feb Factory Orders December 1.0% 1.8% 1.8% NA
Non-farm Productivity 4Q 4.6% 1.0% 2.7% NA
Unit Labor Costs 4Q -6.6% 4.0% 4.0% NA
5-Feb Trade Balance December -$68.1 Bin. -$68.0 Bin. -$66.4 Bin. NA
Non-farm Payrolls January -140 K 75 K 100 K NA
Average Weekly Hours January 347 34.7 347 NA
Average Hourly Earnings January 0.8% 0.5% 0.3% NA
Unemployment Rate January 6.7% 6.7% 6.7% NA

Next Week's Releases

Previous Argus Street
Release Month Report Estimate Estimate Actual
17-Feb Retail Sales January -0.7% NA NA NA
Retail Sales; ex-autos January -1.4% NA NA NA
Business Inventories December 0.5% NA NA NA
Industrial Production January 1.6% NA NA NA
Capacity Utilization January 74.5% NA NA NA
PPI Final Demand January 0.3% NA NA NA
PPl ex-Food & Energy January 0.1% NA NA NA
18-Feb Import Price Index January 0.9% NA NA NA
Housing Starts January 1669 K NA NA NA
19-Feb Existing Home Sales January $6.76 Mil. NA NA NA

This information is not meant as a guide to investing, or as a source of specific investment recommendations, and Montecito Bank & Trust make no implied
or express recommendations concerning the manner in which any client’s accounts should or would be handled, as appropriate investment decisions depend
upon the client’s investment objectives. The information is general in nature and is not intended to be, and should not be construed as, legal or tax advice.
In addition, the information is subject to change and, although based upon information that Montecito Bank & Trust consider reliable, is not guaranteed as
to accuracy or completeness. Montecito Bank & Trust make no warranties with regard to the information or results obtained by its use and disclaims any
liability arising out of your use of, or reliance on, the information. Argus Research Co. (ARC) is an independent investment research provider whose parent
company, Argus Investors’ Counsel, Inc. (AIC), is registered with the U.S. Securities and Exchange Commission. Argus Investors’ Counsel is a subsidiary
of The Argus Research Group, Inc. Neither The Argus Research Group nor any affiliate is a member of the FINRA or the SIPC. Argus Research is not a
registered broker dealer and does not have investment banking operations. The Argus trademark, service mark and logo are the intellectual property of The
Argus Research Group, Inc. The information contained in this research report is produced and copyrighted by Argus Research Co., and any unauthorized
use, duplication, redistribution or disclosure is prohibited by law and can result in prosecution. This report is not an offer to sell or a solicitation of an offer
to buy any security. Argus may issue or may have issued other reports that are inconsistent with or may reach different conclusions than those represented
in this report, and all opinions are reflective of judgments made on the original date of publication. Argus shall accept no liability for any loss arising from
the use of this report, nor shall Argus treat all recipients of this report as customers simply by virtue of their receipt of this material. Investments involve
risk and an investor may incur either profits or losses. Past performance should not be taken as an indication or guarantee of future performance. Argus
Investors’ Counsel (AIC), a portfolio management business based in Stamford, Connecticut, is a customer of Argus Research Co. (ARC), based in New
York. Argus Investors’ Counsel pays Argus Research Co. for research used in the management of the AIC core equity strategy and model portfolio and
UIT products, and has the same access to Argus Research Co. reports as other customers. However, clients and prospective clients should note that Argus
Investors’ Counsel and Argus Research Co., as units of The Argus Research Group, have certain employees in common, including those with both research
and portfolio management responsibilities, and that Argus Research Co. employees participate in the management and marketing of the AIC core equity
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