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Overcorrecting 
 

 
 
Capital markets have had a turbulent first half this year.  Global 
equities returned -20% and US dollar bonds returned -10%, 
the sharpest six-month declines for stocks since the financial 
crisis in 2009 and for bonds since the high-inflation period in 
1980.  With the exception of commodities and cash, there has 
been no place to hide among the major asset classes. 
 
Ongoing geopolitical conflict, related supply shocks, and 
government-enhanced household cash balances have stoked 
inflationary pressures and forced central banks to pick up the 
pace of financial tightening.  The US Federal reserve has 
shifted its inflation response from denial last year and 
gradualism earlier this year to a “whatever it takes” approach 
to address inflation that has risen to a 40-year high. 
 

Exhibit 1: Inflation Measures Have Not Yet Peaked 

 

-5

0

5

10

1992 1997 2002 2007 2012 2017 2022

CPI-Official CPI-Core
PCE NY Fed

M A R K E T  S U M M A R Y   

Equities 

MSCI AC World  597 
  Price / Earnings 14.4x 
  Dividend Yield  2.4% 

S&P 500  3,785 
  Price / Earnings 16.6x 
  Dividend Yield  1.7% 

US Interest Rates  

2 Year Treasury  2.9% 
10 Year Treasury 3.0% 
30 Year Treasury 3.1% 
Bloomberg US Agg. 3.7% 
 
US Corporate Spreads 

Investment Grade 1.6% 
High Yield  6.2% 

Equity Volatility 

CBOE SPX Volatility 28.7 

US Economic Figures 

GDP Growth 1Q22 -1.6% 
Unemployment  3.6% 
Inflation (core)  6.5% 
Fed Funds Rate  (mid) 1.6% 
3 Month SOFR              2.1% 

Commodities 

Oil (Brent)  $115 
Natural Gas  $6.49 
Copper ($/lb.)  $3.35 
Gold ($/oz.)  $1,807 

Foreign Exchange  

Euro   $/€ 1.05 
Japanese Yen  ¥/$ 136 
Chinese Yuan  元/$ 6.69 

Market summary data as of: 
June 30, 2022 
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Central banks seek to quash inflation by tightening financial conditions, with the expectation that 
higher interest rates and lower market liquidity will lead to lower asset prices and higher borrowing 
costs, which in turn, will lead to lower consumer and business spending.  We’re seeing the first part 
with the pullback in capital markets and higher costs in rate-sensitive activities like corporate and 
mortgage borrowing.  The second part – where the financial economy meets the real economy – has 
yet to decisively turn, but there are more signs of a slowing economy compared with the outlook a 
few months ago. 
 

Exhibit 2: Regional Purchasing Manager Indices – Decelerating Global Momentum 

 
 

Global economic momentum has decelerated from strong growth at the beginning of the year as 
high inflation put pressure on consumer purchasing power, as the ongoing conflict in Ukraine 
presented an escalating energy supply crisis, and as Chinese covid policies locked down their 
economy.  While US labor markets remain strong with expanding payrolls and low unemployment 
and as China appears to be reopening, the outlook is more fragile and dependent on when inflation 
will turn, how quickly it will recede, and how central banks will need to respond.  Having 
overcorrected for the pandemic by keeping monetary policy too loose and financing fiscal largess 
and by adopting a social justice mandate, monetary authorities are now forced to bank hard the 
other way to address their prior policy errors.  There is rising risk that they might again overcorrect 
to an extent that puts economic growth in jeopardy. 
 

Exhibit 3: Overcorrecting in 2021 and Beyond 
 

"There was a time when there was a tight connection between unemployment and 
inflation. That time is long gone." Fed Chairman Jerome Powell, press conference 
June 2021, Consumer Price Index = 5.0%. 
 
“As a monetary policymaker, I would cheer continued vibrancy for all segments of the 
labor market and hold off on potentially unnecessary policy restrictiveness until 
inflation began rising to levels that were incompatible with average 2 percent PCE 
inflation over time.”  Chicago Fed President Charles Evans, On the Benefits of Running 
the Economy Hot, February 2022, Consumer Price Index = 7.5%. 

 
How much further does policy need to tighten?  In other words, how much longer will financial 
markets be “fighting the Fed” as concerns mount that they will induce a recession?  No one knows 
for sure, but Federal Funds futures provide a market-based forecast of the tightening process.  After 
raising the policy rate by 1.5% so far this year (including a rare 0.75% move in June), the Fed is 
projected to hike rates by another 2.0% by the end of the year before loosening again by mid 2023. 
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Exhibit 4: Federal Funds Futures Market-Implied Path of Rates 

 
 
A peaking of inflation and its steady decline will be required to avoid a more drastic path of tightening 
and damage to financial markets and the economy.  That too is hard to be sure of, but trends in key 
drivers to inflation and measures of inflation expectations have shown nascent signs of moderation.  
Financial markets will be sensitive to the path of these price signals, especially energy and agricultural 
prices that are heavily affected by Russia’s invasion of Ukraine and its strategy of withholding or 
disrupting supplies to meet its geopolitical objectives. 
 

Exhibit 5: Signs of Inflation Nearing a Peak? 
 

 June 30, 2022 Price Change from: 

 1 Year Ago 1H'22 High 
Oil 53% -10% 
Natural Gas 49% -42% 
Gasoline 63% -15% 
Copper -14% -25% 
Iron Ore -36% -14% 
Corn 3% -9% 
Wheat 29% -39% 
Lumber -7% -55% 
DRAM Memory -32% -19% 
US Average Rent 15% 0% 

 
Exhibit 6: Inflation Expectations Moderating? 
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With uncertainty around the inflation dynamic and heightened risk that central banks may need to 
curtail economic growth to reign in inflation, we believe market conditions will require a focus on 
holding high quality assets at reasonable prices.  Just as the recent past of ultra-loose financial 
conditions spurred extreme risk taking among speculative investments like unprofitable companies 
that have a technology-related story, digital currencies, and “non-fungible tokens” (such as 10,000 
cartoon illustrations of monkeys wearing a variety of costumes), a return to the financial normalcy of 
positive real interest rates forces investors to place more emphasis on conservatively financed 
investments that provide cash flows at reasonable valuations and asset allocations that provide a 
degree of risk management. 
 

Exhibit 7: Long-Term Real Interest Rates are Positive Again 

 
 
 

Exhibit 8: What Happens When Real Interest Rates Move from Negative to Positive 
 

Speculative Asset Decline from 12-Month High 
GS Unprofitable Tech Index -65% 
Arkk Innovation ETF -70% 
Bitcoin -73% 
Bitwise NFT Index -77% 
 
  

This approach has helped our equity and fixed income strategies outperform their asset class 
benchmarks during this year’s market drawdown and positions client portfolios well for the eventual 
recovery and policy environment that (assuming monetary lessons have been learned) should reward 
fundamentals-based investing rather than speculation.  Augustine’s Global Equity Strategy trades at 
a substantial discount on earnings, cash flow, and book value compared with the MSCI All Country 
World Index while investing in companies that have less debt on the balance sheet and higher returns 
on capital than the benchmark index. 
 
While helpful in recent months as the bubble in the speculative portion of the market popped, we 
believe a value and fundamentals based discipline can continue to provide relative performance in a 
difficult market environment.  Value-oriented stocks now trade at or below their long-term averages, 
while growth-oriented stocks appear to still present valuation risk, despite declines already seen this 
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year.  Should the return of positive real interest rates remain, we expect further market leadership 
from high quality, reasonably priced securities as relative valuations mean revert to historical norms. 

 
 

Exhibit 9: Valuation Matters in a Positive Real Rate Environment 
 

 Global Value Stocks  Global Growth Stocks 

 Price/ Price/ Price/  Price/ Price/ Price/ 

 Earnings Book Cash Flow  Earnings Book Cash Flow 
Current 11.8 1.6 8.4  23.7 4.6 14.6 

15 Year Avg 15.6 1.5 9.1  22.5 3.5 12.5 
Premium -24% 7% -8%  5% 30% 17% 

        
 

Exhibit 10: Value vs. Growth Relative Valuation on Earnings, Cash Flow, & Book Value 
More Mean Reversion Possible 

 

 
 
 
We hope this review of the economy, markets, and investment strategy helps inform you of today’s 
key investment issues and how we are managing the capital you have entrusted to us.  We would be 
pleased to answer any questions you have. 

 
With best regards and appreciation for the opportunity to work on your behalf, 

 
 

                                          
Jeffrey E. Bernardo CFA  Gregory M. Estes CFA Milena D. Spasova CFA CIPM 
    

                                 
Frederick M. Blum   Neil J. Sullivan CFA  Franco Cirelli CPA CFP 

                           
  Courtney J. Teschner  Kimberly A. Lewis 
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