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THE ECONOMY AT A GLANCE

ECONOMIC HIGHLIGHTS v

MANUFACTURING SECTOR PMI SURVEY RESULTS
GROWING OUTSIDE OF CHINA -

Businesses are again expanding. Economic activity in the

U.S. manufacturing sector grew in August, as the Institute

for Supply Management Index came in at 59.9%, up from 60
59.5% in July. Any reading above 50 signals expansion.

The August reading also indicates expansion in the overall
economy for the 15th straight month after a contraction 50
in April 2020, which ended a period of 131 consecutive
months of growth, according to the Institute for Supply
Management. The New Orders Index also has been robust
(66.7% in August), but backlogs are rising (68.2%) as not
all orders can be completed. Other domestic industrial 30
indicators remain mostly positive as well. Manufacturers’

orders rose 1.4% month-to-month in June to $505 billion.
Durable goods orders were flat month-to-month in July 20
at $257 billion, but are up 6% since January. Capacity
utilization is running at 76.1%, compared to the 20-year
average of 76.8%. Supply-chain problems are leading to a
reduction in inventories (down for the past two quarters)
that we expect will be replenished in the quarters ahead. 0
Around the globe, manufacturing sectors are mostly ex- Germany UK  EuroZone  US. Japan  China
panding, except in China.
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ECONOMIC HIGHLIGHTS (coninue)

FED NEARS TAPERING DECISION FEDERAL RESEVE BALANCE SHEET
The Federal Reserve wrapped up its Open Market Committee FED ASSETS, $ MIL

meeting and, as expected, made no changes to its current 9.000.000

accommodative stance. But change may be coming soon. Y

Fed Chairman Powell commented that the central bank has 8,000,000

met its goal of lifting inflation above its former 2.0% target,

atleast temporarily, and that it is 50%-60% toward its goal of 7,000,000

restoring pre-COVID employment levels. Atits next meeting

in early November, the Fed may be in position to announce 6,000,000

that it will slow the pace of the asset purchases that it has

made for the past 18 months in order to keep long-term rates 5,000,000

low and credit markets functioning. Whether or not the Fed

starts tapering at the November or December meeting, we 4,000,000

expect the program to be over by mid-2022, leaving the 3.000.000

Fed’s balance sheet above $8 trillion. As for the Fed’s other B

recession-fighting tool (the currently low federal funds rate), 2,000,000

Fed governors are indicating that the first fed funds rate hike

may occur in late 2022, depending, of course, on the state of 1,000,000

the economy. The Fed’s dot-plot forecasts call for as many Source: Federal Reserve Board of Governors
as 6-7 rate hikes by the end of 2024. -
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WHAT IS DRIVING OVERALL PRICES HIGHER? INFLATION FACTORS (% CHANGE Y/Y)
Consumer inflation is elevated. The CPI was running at a
5.3% rate in August, according to the U.S. Bureau of Labor Used Cars
Statistics. But pricing pressures are not consistent across the
economy. Do you want to buy a car? You’re going to have a Energy
hard time saving money, as prices for used cars are up 32%
year-over-year, and prices for new vehicles are up 8%. And New Vehicles
that’s before you fill the tank; gasoline prices have jumped
25% since last summer. Meanwhile, an Uber ride isn’t going Commodities
to be cheap either, as Transportation Services prices have
risen almost 5%. Those are some of the outliers that are CPI All-ltems
driving prices higher this year. Commodity prices are also
up almost 8%, and that has contributed to food prices that Transport Svcs
have risen 4%. The price for shelter has climbed only 3%,
while prices for medical care services have risen only 1%. Food
Shelter
Medical Care Source: U.S. BLS
Sves
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FINANCIAL MARKET HIGHLIGHTS

IS THIS A 5% PULLBACK? VOLATILITY INDEX (WEEKLY CLOSE)
The VIX Volatility Index had been averaging in the mid-teens 80

for five years before spiking to an average of 29 in 2020.

And, of course, that average masked the worstreadings of last 70 |

year, when the index was as high as 85 in March as the U.S.

economy started to shut down in response to the pandemic.

The VIX has been slowly pushing down toward mid-teen 60 |
readings, enduring speed bumps along the way such as a

recession, second and third COVID waves, and a divisive 50

U.S. presidential election. Now there are fears of inflation “

and new COVID variants. Indeed, on September 20, the VIX 40 .

500 dropped more than 75 points. While the S&P is up almost
15% for the year, investors are cautioned to be alert. Since
1920, the index has recorded a 5% pullback three times a

jumped 20% due to inflation and variant scares, and the S&P I \

30 ||

year on average and a 10% correction once every year and 20 - -—
a half. On our S&P 500 valuation model, stocks are priced
for perfection. In this environment, we recommend that 10

investors focus on high-quality stocks, with strong balance
sheets and experienced management teams.
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BOND PRICES ABOVE FAIR VALUE

The Argus Treasury Bond Yield Model is signaling that TREASURY BOND VALUATION MODEL
bond yields, which have declined more than 40 basis since 60%
late March, are too low based on investment fundamentals. T-Bond Yields

Above Fair Value

The model takes into account factors such as current yields,
GDP growth, and long-term inflation, as well as stock
prices and earnings, in order to make an asset-allocation
recommen-dation between stocks and bonds. Trends are 20%
smoothed over a five-year period to avoid short-term

momentum swings. The current 10-year T-bond fair value

yield is 3.4%. The normal valuation range has a floor of 0%
2.1% and a ceiling of 4.7%. The current 10-year bond
yield is around 1.35%, below the low end of the
fundamental range and about 60% below fair value. Why
is this the case (especially given recent GDP growth and

40%

-20%

inflation trends, not to mention aggressive fiscal stimulus -40%

spending from Washington during the pandemic)? Low U.S. proond Yields

yields currently reflect technical factors such as heavy 50%

buying from overseas investors seeking safety (or at least,

yields that are not below zero), rather than the economic

fundamentals. From an asset-allocation standpoint, we think -80%

bonds remain fully valued compared to stocks and 1960 1970 1980 1990 2000 2010 2020

recommend that long-term investors modestly favor equity
securities in their diversified portfolios.




ECONOMIC CALENDAR

Previous Week's Releases

Previous Argus Street
Date Release Month Report Estimate Estimate Actual
28-Sep Consumer Confidence September 113.8 110 115 NA
30-Sep Real GDP 2Q 6.6% 6.6% 6.7% NA
GDP Price Index 2Q 6.1% 4.5% 6.1% NA
1-Oct Personal Income August 1.1% 0.3% 0.2% NA
Personal Spending August 0.3% 0.6% 0.7% NA
U. of Michigan Sentiment September 71 70 71 NA
ISM Manufacturing September 59.9 59.5 59.7 NA
Construction Spending August 0.3% 0.3% 0.3%

Next Week's Releases

Previous Argus Street

Date Release Month Report Estimate Estimate Actual

13-Oct Consumer Price Index September 0.3% NA NA NA
CPI ex-Food & Energy September 0.1% NA NA NA
PPI Final Demand September 0.7% NA NA NA
PPl ex-Food & Energy September 0.6% NA NA NA

15-Oct Retail Sales September 0.7% NA NA NA
Retail Sales; ex-autos September 1.8% NA NA NA
Business Inventories August 0.5% NA NA NA
Import Price Index September -0.3% 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
strategy and UIT and model portfolio products.




