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THE ECONOMY AT A GLANCE

ECONOMIC HIGHLIGHTS o 50 N

GDP SOARED 6.9% IN 4Q REAL GDP (% GROWTH/QTR)
Therate of growth in U.S. GDPaccelerated sharply in4Q21, 40

to an annualized 6.9%, in line with our estimate and above

the 2.3% rate recorded in 3Q. Full-year GDP growth aver- 30 |

aged 5.6%. There were several pockets of strength in 4Q,
including Investments into Intellectual Property Products
(up 10.6%) and Personal Consumption Expenditures on
Services (up 24.5%). Inventories reversed a three-quarter
decline and increased sharply. Segments of the economy 10 1
that struggled a bit included PCE-Durable Goods (up only | l |I | || || | | I I
0.5%), PCE-Nondurable Goods (-0.1%), and Investment 0

into Structures (-11.4%). The PCE price index rose 6.5%,
compared to an increase of 5.3% in 3Q. Excluding food and -10 |

energy prices, the PCE price index rose 4.9%, compared to
anincrease 0f4.6% in 3Q. The 4Q GDP report is a snapshot

20

ofthe economy between the Delta and the Omicron variants. 20

We look for slower -- but positive -- growth in 2022-2023.

In related news, the Labor Department reported that initial -30 1 Source: Bureets of Economic Analveis. Arous

unemployment claims dropped 30,000 to 260,000 for the ] ‘ N y‘ ‘ T |

week ended January 22. This is another signal that the -40

overall U.S. economy is in solid shape. '95 '00 '05 10 15 20
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ECONOMIC HIGHLIGHTS (coninue)

INFLATION AND THE FED

Pricing pressures are percolating at the producer level, and
mainstream measures of inflation are elevated as well. We
track 20 inflation measures on a monthly basis. On average,
they indicate that prices are rising at a 7.2% rate. This is
high, but lower than last month’s 7.9%. Drilling down to
core inflation -- which we obtain by averaging core CPI,
market-based PCE ex-food & energy, the five-year forward
inflation expectation rate, and the 10-year TIPs breakeven
interest rate -- our reading is 3.6%, with the all-important
five-yeartargetrate at2.0%. While inflation has been elevated
for the past several months, the markets lately seem to have
lost confidence that the central bank can bring prices under
control in the near term. Atits latest Open Market Committee
meeting, the Fed, as expected, opened the door to a series of
fed funds rate hikes in the months ahead. In its statement after
the meeting, the central bank commented that “with inflation
well above 2% and a strong labor market, the Committee
expects it will soon be appropriate” to raise the fed funds
rate. The current fed funds target rate is 0.00%-0.25% and
has been at this rock-bottom level since the early days of
the pandemic. Fed Chair Jerome Powell noted that the Fed’s
next meeting in March is likely to mark the start of the rate
hikes. By then, the bank also will have completed its asset
purchasing program. Since the meeting, bond yields haverisen
and stock prices have fallen. We expect the Fed to raise rates
at least three times this year, before moving to the sidelines
ahead of the mid-term elections. In addition, we expect the
Fed to lighten its balance sheet, which currently includes
$2.7 trillion in mortgage-backed securities. Once it decides
to pare back its holdings, we expect the MBS portfolio to be
reduced by $100 billion per month through a combination of
principal paydowns and outright sales. That process would
take a little over two years. In addition, the duration of MBS
will extend, as homeowners with lower rates will have no
incentive to refinance or prepay their mortgages. This duration
extension will also help steepen the curve.
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FINANCIAL MARKET HIGHLIGHTS

HOT MARKET FOR NEW ISSUES

The IPO market remained hot in 4Q21, with 98 companies
going public, bringing full-year activity to 428 newly listed
companies. IPO activity rose 27% year-over-year in 4Q21,
though activity fell 6% from the prior quarter. Secondary
offerings declined 22% year-over-year. Investor demand
was strong for IPOs, and investors often were rewarded:
the average non-SPAC IPO opened 16% above its offering
price in 4Q21. Unicorns found conditions favorable, and
many firms left the ranks of private ownership to move to
the public markets. Demand for SPACs cooled a bit. Looking
into 2022, we think the market for IPOs will remain strong.
The IPO pipeline is in line with recent quarters, with about
125 companies having filed with the SEC (more than 425
including SPACs). In addition, there are still some promis-
ing blockbuster unicorns in the pipeline. These companies
have likely learned from previous unicorns, such as Uber
and SmileDirectClub, that they should be showing profit
projections and offering fair voting and ownership policies
during their (still virtual) road shows.

INVESTOR FEARS ESCALATING

Investors live in a new world of volatility. Back in the day
(the middle of the previous decade), the VIX volatility index
had averaged in the low to mid-teens. The onset of the pan-
demic led to a spike in the index and an average reading of
29 in 2020 and then 20 in 2021. After the peak VIX reading
of 85 in March 2020, the index slowly moved back toward
those mid-teen readings, enduring speed bumps along the
way such as a recession, a series of COVID-19 waves, an
extraordinarily divisive U.S. presidential election, and now
fears of inflation. In the past month, however, investors’
nerves have been rattled by the Omicron variant as well as
by changes in interest rate policy at the Fed. The S&P 500 is
down year-to-date, but that’s par for the course. Since 1920,
the S&P has recorded a 5% pullback three times a year on
average and a 10% correction once every year and a half.
On our S&P 500 valuation model, stocks had been priced
for perfection (above the normal fair-value range) and are
responding to higher interest rates and a slowdown in corpo-
rate profit growth. In this environment, we recommend that
investors focus on the stocks of high-quality companies with
strong balance sheets and experienced management teams.
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ECONOMIC CALENDAR

Previous Week's Releases

Previous Argus Street
Date Release Month Report Estimate Estimate Actual
1-Feb ISM Manufacturing January 58.8 59 59 NA
Construction Spending December 0.4% 0.4% 0.7% NA
3-Feb ISM Non-Manufacturing January 62.3 62 61 NA
Factory Orders December 1.6% 1.0% 0.1% NA
Non-farm Productivity 4Q -5.2% 2.5% 2.5% NA
Unit Labor Costs 4Q 9.6% 1.5% 1.5% NA
4-Feb Non-farm Payrolls January 199000 250000 238000 NA
Average Weekly Hours January 34.7 34.8 34.8 NA
Average Hourly Earnings January 0.6% 0.5% 0.5% NA
Unemployment Rate January 3.9% 4.0% 3.9% NA

Next Week's Releases

Release

Previous
Report

Argus
Estimate

Street
Estimate

Actual

15-Feb PPI Final Demand January 0.2% NA NA NA
PPl ex-Food & Energy January 0.5% NA NA NA
16-Feb Retail Sales January -1.9% NA NA NA
Retail Sales; ex-autos January -2.3% NA NA NA
Business Inventories December 1.3% NA NA NA
Import Price Index January -0.2% NA NA NA
Industrial Production January -0.1% NA NA NA
Capacity Utilization January 76.5% NA NA NA
17-Feb Housing Starts January 1702 K NA NA NA
18-Feb Leading Economic Indicators January 0.8% NA NA NA
Existing Home Sales January 6.18 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
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