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ABOUT OUR FIRM 
We are dedicated to providing investment man-
agement and strategic wealth planning to Indian 
tribes and high net worth individuals. Simply 
put, we strive to be our client’s trusted advisor. 
As a financial advisory firm, our primary focus is 
to provide unbiased opinions that are designed 
to achieve long term investment results.
FSA Investment Group does this with the highest 
levels of trust, integrity and respect while always 
collaborating using a team approach. We are 
dedicated to professionally supporting, educat-
ing, and providing informed direction to each 
and every client. 

June 2020

June 2020      |        FSA-IG.com            1

Mixed Messages and Fast-Moving Markets...
After reviewing the economic and market environments, Highland offers the 
following comments on the current landscape:

As of late June, the Highland Diffusion Index (HDI) is signaling a turn to 
risk-off. However, in light of the historically swift correction and recovery 
we’ve experienced over these last few months, current economic and market 
conditions could lead to a risk-on reading by the end of the third quarter. 
Taking this into account, we are maintaining our neutral stance. This should 
reduce whipsaw risk in these volatile markets, while positioning us to act as 
the economic and market pictures become clearer.

We’ve highlighted how the components of our HDI framework are evolving 
below: 

• Economic Indicators: Our economic indicators have been in contraction 
territory since March. We anticipate they will remain unfavorable near 
term, as three-month averages for data points like weekly hours worked 
and capital goods orders remain below their three-year trends.

• Employment: On a positive note, the May jobs report showed the 
unemployment rate unexpectedly declining from 14.7% in April to 13.3% in 
May.  Moreover, three quarters of COVID-period job losers surveyed 
for that update self-reported as temporarily laid off, creating room for more 
upside surprises to payroll estimates. However, our employment indicator 
is still in negative territory and will likely remain there near term, as three-
month averages for key series like unemployment and the JOLTS rate 
remain below their three-year averages.

• Monetary Policy: Monetary policy remains supportive, as rate cuts and 
quantitative easing bolster liquidity.

• Yield Curve: The yield curve is upward sloping across its term structure, 
suggesting a favorable market environment.

• Credit Spreads: Credit markets have largely recovered from their 
March trough. While the Fed has forestalled a liquidity crisis, pockets 
of acute distress, paired with general economic uncertainty, may keep 
spreads elevated near term. Today, the credit component of our HDI is 
contractionary. However, modest additional tightening could signal more 
supportive conditions by the end of Q3.

• Market Momentum: Global equity markets have continued to climb since 
our last asset allocation note. While our momentum indicator remains 
negative, it should shift back into positive territory over Q3 barring another 
sell-off.  
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We’re frequently asked whether the disconnect between the U.S. economy, which is confronting generationally 
high unemployment, and the stock market, which is trading near its pre-crisis peak, proves that this rally has 
overshot and is due for a correction. We would caution that stock market performance and current economic 
conditions can diverge for a lot of valid reasons, not least because markets are forward looking, because they 
trade off earnings and not GDP growth, and because U.S. stocks are increasingly leveraged to global, not domestic, 
demand. Moreover, we believe the near-term outlook for U.S. stocks, and risk assets more generally, could remain 
healthy for the following reasons: 

• Cyclical Support: Real-time indicators like consumer spending data from J.P. Morgan and Affinity Solutions 
have begun to retrace their recent declines. While this high frequency data is noisy, limiting our confidence 
in these indicators, history shows that stocks tend to outperform in these transitional and early cycle 
environments.

• Positioning: Investor positioning data shows allocators are underweight equities and overweight cash and 
fixed income. This could set the stage for rising markets as investors rebalance toward their policy exposures. 
This positioning setup is especially important in the systematic cross-asset strategy space.

• Monetary Stimulus: The Federal Reserve has met this crisis with a flood of liquidity. Over the first 15 weeks 
since the start of this recession, the Fed’s balance sheet expanded by more than $3T. Putting that number 
in context, it took almost six years for the Fed’s balance sheet to grow by the same amount following the 
beginning of the ’07 recession.  Federal Reserve Chairman Jerome Powell’s proven willingness to act quickly 
to combat the economic fallout of this pandemic leaves us more constructive toward risk assets.

• Relative Value: While the S&P’s P/E ratio sits at the high end of its historic range, the stock market’s relative 
value is more compelling. Today, relative value metrics like estimated equity risk premiums and the spread of 
equity dividend yields above treasuries screen as moderately attractive relative to their long-term histories. 

We recently shifted portfolios to an overweight to non-core credit—i.e., high yield bonds and bank loans—where 
appropriate. We liked the opportunity because spreads had widened to a point where we believed investors could 
earn healthy returns in even a severe default environment, and because non-core credit has a history of leading 
other risk assets during transitional bull markets. That investment has benefited clients as credit spreads have 
fallen and default rates declined from their April peak. Today, we still like this non-core credit idea. However, we 
believe the opportunity set may be becoming more attractive in adjacent markets like structured credit, where 
fundamentals are similarly stabilizing, yet spread tightening has been slower.

We opened our last asset allocation note with a discussion of three possible recovery scenarios: a robust V-shaped 
recovery, a slower U-shaped recovery, and a disappointing L-shaped recovery. Today, it seems like segments of 
the economy will experience variations on all three:

• Credit card data shows spending on consumer durables like cars and appliances is on track for a V-shaped 
recovery. Manufacturing activity may also rebound quickly. We saw this in China, which was first in and 
first out of virus lockdowns. Recent data suggests the domestic manufacturing sector could follow a similar 
trajectory. 

• S&P earnings may be on track for a U-shaped recovery. While they will not recover to pre-crisis levels 
overnight, consensus is building that market earnings will rebound toward their pre-crisis trend over the 
next few years.
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• Overleveraged and virus-exposed businesses like movie theaters and oil and gas companies could continue to 
struggle absent a vaccine. Bankruptcies in those industries may create pockets of economic scarring, leading 
to acute L-shaped recoveries. 

Overall, a U-shaped recovery is still our base case. However, we’re increasingly seeing how the pace of the 
recovery will vary across industries and regions, sometimes to painful effect. 
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I M P O R TA N T  D I S C L O S U R E S :  Highland Associates, Inc. (“Highland”) and FSA Investment Group, LLC (“FSA-IG”) have entered 
into an agreement whereby Highland will support FSA-IG in the areas of asset allocation, capital market research and manager research.  
Highland and FSA-IG will collaborate in the construction of model portfolios for FSA-IG’s clients.  FSA-IG is solely responsible for the 
consulting services and discretionary management of their client portfolios as set forth in the Investment Advisory Agreement by and 
between FSA Investment Group, LLC and Highland Associates, Inc.

The information contained herein is provided as of the date first set forth and are the views and opinions of Highland Associates, Inc.  
While Highland has tried to provide accurate and timely information, there may be inadvertent technical or factual inaccuracies or 
typographical errors.  Highland assumes no duty to update any such information for subsequent changes of any kind.  This information 
is confidential and may not be disseminated without prior written consent from Highland Associates, Inc.

Receipt of this report is intended for FSA Investment Group’s investors and/or their representatives; it is for informational purposes 
only, and should not be construed as investment advice or a recommendation by FSA Investment Group, LLC or Highland Associates, 
Inc. to purchase or sell any securities or any other financial instrument.  Investing involves a high degree of risk, and all investors should 
carefully consider their investment objective and the suitability of any investment program.  Forward looking statements are based 
upon assumptions which may differ materially from actual events.  This information should not be relied upon in making an investment 
decision.  

This portfolio commentary is provided for informational purposes only and may contain forward-looking statements that may not come 
to pass. All information is subject to change without notice and should not be relied upon for any investment decision. This writing is 
provided for the sole use of its intended recipient and may not be distributed to any unauthorized third parties without the prior written 
approval of FSA Investment Group. Investing involves the risk of loss, including the potential loss of principal, and past performance may 
not be indicative of future results. There can be no assurance that any investment strategy will provide profitable or that any asset class 
will achieve the return expectations set forth above. Please contact FSA Investment Group if you have questions about this commentary 
and refer to the account statements generated by your custodian for official account data.   

PAST PERFORMANCE IS NOT INDICATIVE OF FUTURE RESULTS.
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