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ECONOMY:
U.S. ECONOMY’S PROMISING END TO 2019

The U.S. economy wrapped up 2019 with a batch of generally promising data as U.S.-China trade tensions died down.

The Conference Board’s Leading Economic Index (LEI) rose 0.1% year over year in November, its slowest pace of growth since
2009. Even though LEI growth has slowed, the gauge is still positive year over year [Figure 1].

Nonfarm payrolls growth rose to a 10-month high in November, according to the data released in early December. October
and September payrolls growth was also revised upwards. The 12-month average payrolls change through October was
noticeably above the expansion average [Figure 2].

Consumer inflationary pressures appeared healthy and manageable. The core Consumer Price Index (CPI), which excludes food
and energy prices, climbed 2.3% year over year in November, around a cycle high. Wages, which comprise about 70% of
business costs, rose 3.1% year over year in November. Still, producer price growth declined. The core Producer Price Index
increased 1.5% year over year in November, the slowest pace of growth since September 2016.

Figure 1. Leading Indicators Still Searching for A Bottom
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Past performance is no guarantee of future results.
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Core personal consumption expenditures (PCE), the Federal Reserve’s (Fed) preferred inflation gauge, increased 1.6% year
over year in November. Year-over-year core PCE growth is still below the Fed’s 2% growth target.

U.S. manufacturing data sent conflicting signals. The Institute for Supply Management’s (ISM) Purchasing Managers’ Index
(PMI) hovered around a 10-year low in November. On the other hand, Markit’s U.S. manufacturing PMI, which is constructed
differently and tends to be more forward looking, jumped to a seven-month high in November and has remained in
expansionary territory.

Underlying data on the U.S. consumer was mixed. The Conference Board’s Consumer Confidence Index rose slightly in
December, but retail sales growth slowed in November at the start of the holiday season.

Business spending stalled in November. Orders for nondefense capital goods (excluding aircraft) were unchanged month
over month and declined 1.2% year over year.

Another Fed Policy Pivot

On December 11, the Fed announced it would leave rates unchanged, concluding a string of three 25 basis point (0.25%)
rate cuts from July to October 2019. Policymakers also released updated rate projections, showing they now expect the fed
funds rate to stay unchanged through the end of 2020 before moving higher over the following two years.

Figure 2. Hiring Bounces Back in November
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GLOBAL EQUITIES
DOMESTIC INDEX PERFORMANCE

BYeartoDate mDecember STRONG 2019 ENDS ON A HIGH NOTE
Russell Microcap [ o yop e 22 4% The S&P 500 Index returned 3% in December, leaving the
Russell 2000 Value m 22.4% index near record highs as 2019 ended. December gains

brought the S&P 500’s total return in 2019 to an
impressive 31.5%, its best annual performance since 2013.

S&P 500 F 31.5%

Russell 1000 Growth [ ps —86.4% Gains were steady throughout the year, with stocks

Russell 1000 [T g gop — 31.4% suffering only two down months and no decline larger

Russell 3000 2.9%— 31.0% than 7%. The Nasdag Composite fared best in December

and in 2019 among the major averages, with returns of
Russell 2000  [eaemw——"25.5% )
2.9% 3.6% in December and 36.7% for the year. The Dow Jones
Russell 1000 Value ~ [oveo —— 26.5% Industrials lagged the S&P 500 but still posted a
Russell Midcap S 305% respectable 25.3% return for the year after gaining 1.9% in

Russell 2000 Growth [ p————28.5% December.

Russell 2500  [s— 7 8% Trade Remained the Big Story for Markets

Trade tensions were again a big story for investors last
month. Although the United States and China verbally
agreed to a phase-one trade deal in mid-December, the
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S&P 500 SECTOR PERFORMANCE

S eI month began with the United States placing steel and

Energy g b 8% aluminum tariffs on Argentina and Brazil. Then, U.S.-China
Information Technology B o — 50.3% tensions escalated after the United States formally
Health Care = 208% supported anti-government protesters in Hong Kong.

i o 263% Despite some bumps in the road, the stock market
7 20.6% correctly anticipated a de-escalation of tensions, including
Material — 24,
SRR e the United States pulling back threats of additional tariffs.

Consumer Discretionary Pp—— 27.9%
Financials w 32.1%

Economic data during the month was generally supportive
of continued steady economic growth, despite lingering

[eyp— 27.6% . .
Consumer Staples X effects from the U.S.-China trade dispute. Jobs data was
Communication Services e 32.7% particularly strong, which helped support a solid start to
Real Estate [ y— 28.5% the holiday shopping season.
Industrials g jo, M—29.4% Convincing Technology Leadership in 2019
10% 0% 10% 20% 30% 40% 50% 60% Energy topped December sector performers with a 6%

return, spurred by a double-digit rally in oil prices amid

Source: FactSet 12/31/19 heightened geopolitical tensions, stabilizing global
Indexes are unmanaged and cannot be invested into directly. Past
performance is no guarantee of future results.

Stock investing involves risk, including loss of principal. Because of its narrow sector was still the worst performing sector in 2019 by a

focus, sector investing will be subject to greater volatility than investing more . . . L

oty aross ef Seckirs and comparnios. wide margin. In 2019, technology lapped the field with its
50.3% total return, including a 4.5% December advance.

economic growth, and a weaker U.S. dollar. The energy

Industrials were little changed in December after losses in
Boeing shares.
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Technology strength propelled growth stocks to
another month of outperformance relative to value, a
trend that continued throughout most of 2019. The
Russell 1000 Growth Index return outpaced the value
benchmark by about 10 percentage points overall in
2019, including outperformance in 10 of the 12
months.

Small cap stocks’ performance matched large caps
during December, based on the Russell indexes, while
midcap stocks lagged both groups. The relatively
greater market sensitivity of small caps helped the
Russell 2000 small cap index outperform its Russell
1000 large cap counterpart over the last four months
of 2019, reducing annual underperformance to 6
percentage points. For the year, the Russell 1000 Index
returned 31.4%, ahead of the respective 30.5% and
25.5% returns for the Russell Midcap and Russell 2000
indexes. Large cap stock leadership, which was driven
mostly by technology, was bolstered by stronger profit
growth. The market showed its preference for large
caps in 2019, as healthcare was the only S&P sector in
which small caps outperformed.

International

GLOBAL INDEX PERFORMANCE

mYear to Date m December

Emerging Markets
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Source: FactSet 12/31/19

Emerging market stocks topped broad global regional indexes during December as the MSCI EM Index returned 7.5%, more
than doubling the S&P 500’s monthly gain. Emerging market stocks benefited from the U.S.-China trade deal, the Fed’s policy
pause, and U.S. dollar weakness. Chinese stocks paced the gains, as the MSCI China Index returned more than 8%, while
stocks in Taiwan and South Korea saw similar strength. Despite the strong finish, the MSCI EM Index’s 2019 return of 18.9%

still lagged the S&P 500 significantly.

Evidence of stabilizing global growth, progress on trade, and the weaker dollar helped boost developed international equities
in December, as the MSCI EAFE Index returned 3.3% for the month. The United Kingdom (U.K.) was the strongest major
country performer, benefiting from Conservative Party leader Boris Johnson’s convincing victory in the December 12 general

election. The election outcome opened up a path for the U.K. to exit the European Union (Brexit) and bring some clarity to an
uncertain situation. Like the MSCI EM Index, the MSCI EAFE Index’s 22.7% return in 2019 significantly lagged the S&P 500.
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FIXED INCOME

10-YEAR YIELD RISES IN
DECEMBER

U.S. Treasury yields rose for a fourth
straight month in December as prospects

FIXED INCOME PERFORMANCE
m Year to Date

JPM GBI-EM Global Div
(EM Local Currency Bonds)
JPM EMBI+ Composite
(EM USD Bonds)
ML Preferred Hybrid

m December

i

2

|

4.1

5%

%

13.5%

12.6%

17.3%

L 2.2%
for a U.S.-China limited trade agreement (et StOd(.)
BarCap Credit-Corporate-High o — 14.3%

boosted Yield 2.0%

risk appetite. S&P/LSTA US Leveraged Loan I 10.7%

The 10-year yield increased 14 basis points BarCap US TIPS [E— 4%

y_ y P (Infl. Protected Securities) 0.4%
(0.14%) in December to close the year near BarCap HY Muni o
a seven-week high at 1.92%. (High Yield Muni) 0.3%
BarCap US Credit Total Return — 13.8%
The yield curve steepened as long-term Value 0.3%
. ~ . BarCap 1-10 Muni 5.2%

yields rose faster than short-term yields. (Interm ediate-Short Muri) T

The spread between the 2-year and 10-year BarCap US Agg 3 7Y

yields climbed to 34 basis points (0.34%), a (Bardag:régg'ﬁg";e) 2

. . ap sy N 6.9%

one-and-a-half-year high, while the spread (US Treasury) 0.6% I

between the 3-month and 10-year yields 2% 1% 6% 11% 16% 21%

rose to 36 basis points (0.36%).

Nine of 11 fixed income sectors we track US TREASURYYIELDS

rose in December, as shown in the Fixed

Income Performance Table. Emerging Security 11/30/119 12131119 Change in Yield

market debt led gains, while Treasuries 3 Month 1.59 1.55 -0.04

| d. The Bl b | 2 Year 1.61 1.58 -0.03

agged. The Bloomberg Barclays U.S. 5 Year 162 1.69 007

Aggregate Bond Index (Agg) was unchanged 10 Year 1.78 1.92 0.14

in December after a strong 2019. The Agg 30 Year 221 239 0.18

o .

rose 8.7% last Year, its best annual AL DS

performance since 2002. Security 11130119 12131119 Change in Yield
2 Year 1147 1.18 0.01
5 Year 123 123 0.00
10 Year 1.57 1.57 0.00
20 Year 2.06 2,06 0.00
30 Year 218 2.19 0.01

Source: FactSet 12/31/19

Indexes are unmanaged and cannot be invested into directly. Unmanaged index returns
do not reflect fees, expenses, or sales charges. Index performance is not indicative of
the performance of any investment. Past performance is no guarantee of future results.
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.
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ALTERNATIVE INVESTMENTS

HFRX INDEX PERFORMANCE
® Year to Date mDecember

: 10.7% EVENT-DRIVENS CLOSE YEAR
HFRX Equity Hedge 12%—

HFRX Global Hedge Fund 12%— 8.6% ON POSITIVE NOTE
HERK Rataiia Vakie e S 6.6% The HFRX Event Driven Index led alternative
: investment returns (2.0%), as broad-based equity
. 6.8%
HFRX Market Directional 0.9% market gains and a rather sanguine market backdrop
HFRX Convertible Arb. — 5.5% supported portfolios and existing deal spreads. For
' o the year, the index gained 10% with a beta of only .18
HERXAbsolue Betin . I%U!g and an annualized volatility of 4%. We continue to
HFRX Merger Arb. ] ol6% believe managers in the space may provide attractive
T m 4.8% and. con5|stent- rlsk-adjuste(?l .returns. going fc.)rward.
: " While uncertainty and specific detail regarding the
ic Diversi I -1 ; ;
HFRX Systematic Diversified ) oo/ U.S.-China trade deal remain, global deal volume has
HERX Market Neutral .1.9_35&%1 been persistent, and there has been a low deal-failure

rate among announced deals.
-4.0%  0.0% 4.0% 8.0%  12.0%
Long/short equity managers also ended the year on a

positive note, with the HFRX Equity Hedge Index up
MORNINGSTAR PERFORMANCE 1.2%, and benefiting from the industry’s information
mYear to Date  mDecember . .
technology overweight and strong stock selection.

Long/Short Equity T 3% 11.9% Returns, however, were negatively impacted by the
6.9% rally in the energy sector, as many funds remain
Nontraditional Bond o 6.7% either underweight and/or hold short positions. For
2019, the index gained 10.7%, its best year since
Multialternative . 7.5% 2013. Over the course of the year, the long/short

’ industry slowly increased its gross exposure (total of
Guirency m 2.8% long plus short positions) as compared to the low
' levels seen at the end of 2018. Net exposure was

Market Neutral F 0.4% marginally higher over the same time period, ending
0.1% the year slightly above 45%.
Managed Futu res_o - l_ 38 The HFRX Systematic Diversified Index (-0.6%) and the

HFRX Equity Market Neutral (-0.8%) lagged all other

el R categories during the month, with the latter actually

declining 1.9% for the year. Returns within managed
Source: FactSet 12/31/19

Indexes are unmanaged and cannot be invested into directly. futures were supported by their long equity

Unmanaged index returns doinot re_flect fees, expenses, or sales positioning and select commodity trading. Specifically,
charges. Index performance is not indicative of the performance of

any investment. Past performance is no guarantee of future results. long holdings in the energy and agriculture markets
Alternative strategies may not be suitable for all investors and should were profitable.

be considered as an investment for the risk capital portion of the

investor's portfolio. The strategies employed in the management of

alternative investments may acelerate the velocity of potential losses.
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REAL ASSETS
DIFFICULT MONTH FOR

LIQUID REAL ASSET PERFORMANCE
mYearto Date mDecember

LIQUID REAL ASSETS Nerinmie  ESS

Most of the liquid real asset categories we track

produced gains during December, with the exception of Bloomberg Commodity '5.3;%

U.S. real estate investment trusts (REIT). Commodities

and commodities-linked asset classes were particularly 27.0%
strong. S&P Global Infrastructure 4.3%

Master Limited Partnerships (MLP) i
The Alerian MLP Index gained 8.5% in December as S&P 500 3.0%

higher oil prices and rallying energy stocks helped

offset the impacts of lower natural gas prices and rising S&p Deve'°pl‘j: froperty ox - 21.4%
interest rates. MLPs also likely benefited from the end

of year-end tax-loss harvesting activity. December’s T D %
rally flipped the 2019 return positive, but MLP’s 6.6% 0.6% |

return for the year significantly trailed broad equity

benchmarks. -10% 0% 10% 20% 30% 40%

Source: FactSet 12/31/19
REITs and Global Infrastructure

The MSCI U.S. REIT index fell for the second straight
month, losing 0.6% during December to trail the broad
U.S. stock market, international real estate, and global infrastructure, but still returning a solid 25.8% in 2019.

Industrial REITs cooled off in December with a 2.1% loss, but they still delivered a stellar 49.4% return in 2019, based on the
MSCI U.S. Industrial REIT Index. Lodging/resorts REITs paced sub-sector gains for the month, while residential and office
REITs also posted gains. Healthcare, residential, and retail REIT sub-sectors suffered losses. Winners in 2019 besides
industrial REITs included residential and office REITs, while the healthcare, lodging/resorts, and retail sub-sectors lagged.

International real estate fared better than domestics with a 2.4% December gain, bringing its 2019 return to 21.4% based on
the S&P Developed Property ex.-US Index. The S&P Global Infrastructure Index returned a solid 4.3% in December to bring its
2019 overall return to 27%.

Commodities

The Bloomberg Commodity Index finished the year strong, gaining 5% in December to bring its 2019 return to 7.7%.

Oil prices rose more than 10% during the month, benefiting from elevated Mideast tensions and an improving global growth
outlook, bringing its 2019 advance to more than 30%. Similar catalysts boosted most industrial metals, as copper rallied 5%
in December and ended the year higher by about that amount. Precious metals also produced solid December gains as the
U.S. dollar weakened, pushing gold and silver’s 2019 advances to 15.6% and 11.5%, respectively. Natural gas prices added to
sharp 2019 losses in December on warmer than expected weather. Major agricultural prices rose in December on trade news
but finished the year mixed. Commodity performance is based on the Bloomberg Commodity Index and its components.
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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.
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