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The Adults Are Talking (The Fed)

Market Update

Chairman Powell of the Federal Reserve (“Fed”) has been very clear in his
message this summer, the Fed’s primary goal is to bring inflation down.
For the first time in years there’s a unified message from all of the voting
members of the Fed. In fact, there seems to be a weekly contest by each
member to determine who can sound the most hawkish regarding mon-
etary policy. With core inflation still showing no signs of slowing down,
the Fed will continue to talk about restricting growth through its setting
of interest rate policy. While the Fed has stated it will be data dependent
in how it sets policy, we do caution that just looking at inflation, which is a
lagging indicator, does not provide the most up-to-date data. For instance,
shipping container prices are down over 40% since May, used car prices
are down close to 15% year-to-date, and food prices have declined six
consecutive months and are down 12% since June. All of these measures
take time to filter into the reported inflation numbers. Nevertheless, a
resolute Fed has enacted one of the fastest rate hiking cycles in the post-
World War II era, with rates moving from 0% to 3% since the beginning of
the year and expected to hit 4-4.25% by the end of the year. Furthermore,
the Fed is continuing to reduce its balance sheet in what is being called
quantitative tightening at a time that bond liquidity is approaching levels
experienced during the initial COVID shock in March 2020.

This type of move has caused all kinds of problems in the financial mar-
kets, with both bonds and equities selling off. According to Bespoke Re-
search, the dollar decline in US equities and bonds has totaled $16 tril-
lion year-to-date through September, well surpassing both the COVID and
2008 dollar declines (in percentage terms, losses were larger in 2008).
Meanwhile with U.S. interest yields moving higher and global growth
slowing down, we have seen substantial strength in the U.S. dollar. Year-
to-date the U.K. sterling, euro and yen are down by more than 18%, 14%
and 26%, respectively against the dollar. All of this has caused investors
to ask how much further is the Fed willing to go to bring inflation and
growth down. Do we have to see a bonafide recession for the Fed to meet
its current goal?

One common element in the recession calls we’ve seen thus far is the Fed
being more aggressive than is priced into the market. At some point, the
Committee will have to choose between continuing to hike in the face of
slowing economic growth or pausing despite headline inflation remain-
ing above its target range. Against this backdrop, the Highland Diffusion
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Index is now signaling Risk Off. While we remain cautious and are constantly looking at ways to protect
client portfolios, we worry about selling assets after experiencing a large drawdown. We continue to be
underweight duration in fixed income and maintain an overweight to U.S. equities over international
equities. Both tactical trades position portfolios defensively in protection against more equity volatility
and rising interest rates.

Our Highland Diffusion Index (HDI) framework is central to how we manage risk in client portfolios. The
framework tracks 27 data points across six primary areas: Economic, Employment, Monetary Policy,
Credit Spreads, Yield Curve, and Market Momentum. It helps to cut through market noise and assess the
likelihood markets are in a risk-on, neutral, or risk-off environment. The framework helped us success-
fully navigate periods like the Global Financial Crisis in 2008/2009 and the Dot-com Bubble in the early
2000s.

HDI

Reading
September Risk Off -0.8% -11.9% -47.2% -47.2%
1973
January Risk Off -51% -8.3% 26.3% -13.3%
1982
September Risk Off -3.2% -19.7% -29.0% -55.4%
2000

* S&P 500 Index

Source: Bloomberg

Importantly, the framework is not a financial model we follow blindly. We always ask ourselves what is
not being picked up in the data, and what is different this time? This helped us navigate the 2020 Covid
market sell-off as monetary and fiscal stimulus measures were being implemented by the time our HDI
indicators signaled Risk-Off. We did not adopt a defensive stance at that time. No such monetary and
fiscal stimulus measures are planned in the current environment. Today, five of the six indicators - Eco-
nomic, Yield Curve, Monetary Policy, Credit Spread, and Momentum - are all signaling Risk-Off. Mar-
ket-based indicators like Credit Spreads and Momentum turned negative earlier in the year as spreads
on investment grade and high yield bonds increased and equity markets waned. In recent months, the
frameworks Economic, Yield Curve, and Monetary Policy indicators have shifted negative as portions
of the yield curve have inverted and the Federal Reserve continues to adopt a more restrictive strategy.
Employment remains a bright spot. The last three times these five indicators were all pointing risk-off at
the same time was in September 2000, January 1982, and September 1973.

What is potentially different this time? While there are similarities, few market participants are predict-
ing an oil crisis like we witnessed in the early 1970s or double-digit interest rates we experienced in the
early 1980s when Fed Chair Paul Volker was trying to break the back of inflation. At the same time, while
investors are still questioning the earnings potential of many tech-related companies, few market partic-
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ipants are likening the current environment to the Dot-com Bubble burst of the early 2000s. Household
and business balance sheets remain healthy, and employment is strong. Those investors positioning for
arecession are doing so with the expectation that it will be a “shallow” one.

How does a Risk-Off stance potentially go against us? If we see a quick end to the War in Ukraine or China
dramatically lessens its no-Covid policies, we will likely see a rebound in equity markets. Geopolitics is
unpredictable, and the odds of either happening in the near term is not low. In either case, pressure on
the Fed to fight inflation with the “hammer” of interest rate policy lessens, which will be welcomed by
both bond and equity investors.

Sources: Bloomberg; Baltic Dry Index, Food and Agriculture Organization of the United Nations, Manheim Used Vehicle Value Index,
and Highland Associates

Highland Associates Cross Asset Views

TIER 1 CALLS TIER 2 VIEWS

FIXED INCOME 1-3 Year Gov / Credit A
U.5. Treasury A

1G Credit A

Long Duration Credit A

Non-Core Credit A

Y 4

EQUITIES United States A

"\

whwr

Int’l Developed ry

Emerging Markets A

1 4

REAL ASSETS o TES

]

whwr

Commodity Futures
Commodity Equities

Global Infrastructure

| N S N 2

Public Real Estate

1 4

AS OF 9/21/2022

September 2022 | FSA-1G.com 3



gA'c%%W FSA Investment Group

IMPORTANT DISCLOSURES: 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, LL.C 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 thisreportis 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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