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CONSUMER, INDUSTRIAL PRICES DROPPING
The Fed has bigger problems than inflation on its mind.
Currently, the central bank is backstopping mortgage
markets, money-market mutual funds, small businesses,
mid-sized businesses, corporate debt, and some state and
local governments. There’s probably more, but it’s hard to
keep track. The total bill? Let’s just say the central bank is
likely to (at least) double the $4.1 trillion in assets on its
balance sheet at year-end 2019. Meanwhile, most inflation
measures remain below the Fed’s target of 2.0%, and some
are even pointing toward deflation. We track 14 inflation
measures onamonthly basis. Onaverage, they are indicating
that deflation is present, with a reading of -1.5%. If we drop
the outlier number from the PPI for unprocessed goods for
intermediate demand, the reading is still -0.1% and near
the median of 0.1%. Looking at core inflation (which we
obtain by averaging core CPI, market-based PCE excluding
food & energy, and the 10-year TIPs breakeven interest
rate) our reading is 1.1%. With this inflation backdrop, we
expect the Fed to keep short-term rates close to zero until
at least 2022.
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ECONOMIC HIGHLIGHTS (coninue)

ECONOMIC DATA HITS THE TAPE

The U.S. Department of Commerce announced that its “third
estimate” for 1Q20 GDP was negative 5.0%. The report also
includes an inflation gauge, the PCE price index. This index,
excluding food and energy, increased at a 1.7% pace (below
the Federal Reserve’s inflation target o£2.0%). These readings
were for the first quarter and will get worse in the second
quarter. Still, the second quarter should be the bottom as we
seeit. Therecent durable goods reportindicated anincrease in
spending on durable goods by 15.8% in May versus a decline
of 17.7% in April. The Commerce Department also reported
that the trade deficit in goods widened in May (bad for 2Q
GDP) and that wholesale inventories declined (good for 3Q
GDP, as inventories are replenished). The U.S. Department
of Labor reported that another 1.427 million people filed
initial unemployment claims. While still high, the readings
generally have been declining from week to week.

UNEMPLOYMENT RATE DROPS TO 11.1%

The U.S. economy added back 4.8 million jobs in June,
as companies continued to return employees to work. The
unemployment rate dropped from 13.3% in May to 11.1%.
Employment rose sharply in leisure and hospitality (two-
fifths of the jobs growth), retail trade and health services
-- though employment in these industries remains well
below prepandemic levels. Manufacturing (autos) and other
services (personal and laundry) also reported growth. The
employment data remains murky. The Labor Department
also reported that another 1.427 million people filed initial
unemployment claims, and continuing claims ticked higher
to 19.3 million. The broader U6 unemployment rate, which
includes persons marginally attached to the labor force and
part-time workers who want full-time jobs, stands at 18%,
down from 21.2% last month. We expect the unemployment
rate to remain high through 2020 as the U.S. economy slow-
ly recovers. The stock market is already looking ahead to
that recovery, though. The 10-year Treasury yield has risen
close to 0.7%. We note that the VIX volatility index remains
extremely high, and expect volatile trading conditions for
the foreseeable future.
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FINANCIAL MARKET HIGHLIGHTS

STOCKS LEAD OUT OF RECESSION

Historically, stock prices have led investors into and out of
recession -- and the current recession seems to be fitting the
pattern. We looked at the 11 previous U.S. recessions since
World War I1. First, we measured the changes in stock prices
ahead of the recession. During the six months prior to the
recession start, we found that the S&P 500 dropped seven
times, and on average declined 3%. During the actual reces-
sion, stock prices on average were flat, rising six times and
falling five times. But during each recession, stocks bottomed
out -- sometimes early in the recession, sometimes during
the middle, sometimes later -- and then climbed sharply as
the recession ended and investors looked to recovery. The
average gain in stocks from the bottom of the price trough
to the end of the recession was 25%. The current recession
is the twelfth since World War II, and started on February
29, 2020. Stock prices were falling into the beginning of the
recession, though they had recently been at all-time highs.
As of now, the stock-price bottom was established on March
20, 2020. Since then, stock prices have climbed 32% as
optimistic investors look ahead.

INVESTORS BEWARE, 3Q IS HERE

Investors have endured a turbulent first half, with an 18% gain
in 2Q almost offsetting a 20% decline in 1Q. The historical
record offers a challenging outlook. By our calculations, 3Q
performance has been underwhelming compared to 1Q, 2Q
and 4Q returns. To draw this conclusion, we analyzed data
on S&P 500 performance from 1980 to 2020. The strongest
quarter has been 4Q, which has generated average gains of
4.2%. Returns in 1Q and 2Q have averaged 2.1% and 3.1%,
respectively. The third quarter is barely positive, with an av-
erage return of 0.3%. Not every 3Q is a disaster. In fact, the
“winpercentage” for the quarter is 63%; this means that stocks
deliver positive returns in the quarter more than three-fifths
of the time. But the actual quarters that are negative really
hurt: -12% in 1981, -15% in 1990, -15% in 2000, -18% in
2001, -14% in 2008 and -14% in 2011. Some of the events
that occurred in these quarters are random: the September
11 attacks in 2001; the Lehman bankruptcy in 2008; and
the S&P U.S. Treasury downgrade in 2011. But 3Q is also
when companies have a better view about their earnings for
the year. This year, the presidential campaign will also be
heating up as the election nears.

STOCK PRICES & RECESSIONS

Stocks 1- to 6- S&P 500 Change S&P 500 S&P 500 Gain from

Mos. Priorto  Recession  S&P 500 Low Recession End During Low Recession End  Bottom to
Recession Start Date Date i Price Price ion End

-12% 11/30/48 6/14/49 10/31/49 9% 136 16.0 18%
-6% 7/31/53 9/15/53 5/31/54 18% 22.9 29.2 27%
5% 8/31/57 10/22/57 4/30/58 -4% 39.0 43.4 1%
-5% 4/30/60 10/25/60 2/28/61 17% 52.2 63.4 22%
-6% 12/31/69 5/26/70 11/30/70 -5% 69.3 87.2 26%
-9% 11/30/73 10/3/74 3/31/75 -13% 62.3 83.4 34%
10% 1/31/80 3/27/80 7131/80 7% 98.2 121.7 24%
1% 7131/81 8/12/82 11/30/82 6% 102.4 138.5 35%
8% 7131/90 10/11/90 3/31/91 5% 295.5 375.2 27%
-19% 3/31/01 9/21/01 11/30/01 -2% 965.8 1139.5 18%
-2% 12/31/07 3/9/09 6/30/09 -37% 676.5 919.0 36%
1% 2/29/20 3/20/20 777? 2777 2304.9 7777 777?

AVERAGE QUARTERLY STOCK MARKET APPRECIATION
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ECONOMIC CALENDAR

Previous Week's Releases

Previous

Argus

Street

Date Release Month Report Estimate Estimate Actual
6-Jul ISM Non-Manufacturing Index June 454 495 50.2 57.1
8-Jul Consumer Credit May -70.10 -20.00 -15.00 -18.28
10-Jul Producer Price Index June 0.4% 0.2% 0.4% NA
PPl ex-Food & Energy June -0.1% 0.0% 0.1% NA

Next Week's Releases

Release

Month

Previous
Report

Argus
Estimate

Street
Estimate

Actual

Existing Home Sales

June 3.91m NA NA NA
June 2.8% NA NA NA

Leading Economic Indicators

* Preliminary
** Final
~Final

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.




