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The second quarter of 2022 saw the acceleration of many of the economic and market trends that had 
already been in place.  Inflation in the U.S. continued to run at levels not seen since the early 1980s.  
Price increases in the food, energy and shelter categories have been perhaps the most damaging, given 
their essential nature to the average consumer.  The economy continues to be plagued by labor and 
goods shortages, exacerbating the underlying trend.  Further, oil prices remained elevated due to the 
ongoing conflict between Russia and Ukraine, perpetuating the era of geopolitical instability. 
 
As we alluded to in our last quarterly letter, the Federal Reserve has little direct control over energy 
prices or the supply chain.  What it can do, however, is attempt to reduce demand by aggressively 
tightening financial conditions through interest rate increases and a reduction in the size of its bond 
holdings.  If successful, supply and demand should become more aligned, and price pressures should at 
least begin to moderate.   
 
The strength and persistence of inflation caused the Federal Reserve to become much more aggressive 
in implementing that strategy during the second quarter.  After one small increase of 0.25% in the first 
quarter, the Federal Funds rate was increased by 0.50% in May and 0.75% in June.  With four Fed 
meetings remaining in 2022, the market expects another 1.5% to 2% in total increases before year-end.  
The ideal outcome for this exercise is for demand to slow enough to cool inflation but not enough to 
spark a recession.  This is a delicate balance, and the market has become increasingly concerned that a 
recession is in the cards for the second half of 2022 or the first half of 2023.   
 
The dual threats of inflation and slowing growth wreaked havoc on stock and bond markets.  The U.S. 
stock market (as measured by the Russell 3000 index) dropped 16.7% during the second quarter, 
bringing the year-to-date drawdown into bear market territory at more than 21%.  With interest rates 
continuing to rise, the U.S. bond market (as measured by the Bloomberg Barclays Aggregate index), 
provided little relief, dropping 4.7% in the second quarter and 10.4% for the first half of the year overall.  
To put this in perspective, it was the worst first half of a calendar year for stocks since 1970, and the 
worst first half for a traditional 60% stock/40% bond mix since 19321. 
 
Within the equity market, all 11 major sectors registered a loss for the three-month period.  As was the 
case in the first quarter, the damage was more acute in growth-focused sectors like Technology, 
Consumer Discretionary Products, and Communications.   In fact, all three of those sectors ended the 
first six months of 2022 down between 28% and 33%, far worse than the overall market.  Losses were 
more limited (less than 10%) in defensive sectors such as Consumer Staples, Utilities, and Health Care2.  
This outperformance by value stocks over growth stocks, particularly less profitable growth stocks, 
continued a trend established during the second half of last year. 
 
The Energy sector, which rode rising oil prices to a huge positive return in the first quarter, was down 
about 6% in the second quarter.  This still was materially better than the overall market, maintaining the 
massive year-to-date return advantage of more than 30% versus the next closest sector (Utilities). 
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Mid and small-sized firms performed better than large cap companies, although the gap was relatively 
modest.  As with large cap stocks, small and mid-cap value sectors experienced less severe drawdowns 
than their growth-focused counterparts. 
 
Many of the same inflation and growth concerns plaguing the U.S. are also present overseas.  
International stocks, led by emerging markets, did manage to fare somewhat better than the domestic 
market, with the MSCI ACWI ex-US index posting a negative 13.7% return.   
 
On the fixed income side, yields on U.S. Treasury bonds rose between 0.6% and 0.7% across the 
maturity spectrum.  As a result, shorter maturity bonds continued to outperform longer maturities.  U.S. 
government bonds fared better than corporate bonds, which are more exposed to a slowing economy. 
 
Outlook and Positioning 
In the near-term, barring a material military escalation by Russia, the Federal Reserve’s battle against 
inflation and the potential economic after-effects of that battle will probably continue to be the 
dominant driver of market outcomes.  To that end, financial conditions have tightened materially 
already.  Short-term interest rates have increased based on the Fed’s actions.  Long-term rates and 
credit spreads have also increased, making borrowing more expensive and dampening activity in the 
red-hot housing market.  The equity market sell-off and a stronger U.S. dollar have further contributed 
to tighter financial conditions.   
 
Because these changes impact the economy with somewhat of a lag, it remains to be seen how much 
effect they will have on reducing consumer inflation and the degree of slowing they will cause in hiring 
and economic growth.  It is highly probable that consumer behavior will continue to become more 
conservative, and the probability of at least a shallow recession seems fairly high at this point.  
 
After making some adjustments to our equity strategy in late 2021 and early 2022, allocations remained 
relatively stable during the second quarter.  The backdrop continues to be challenging for less profitable 
growth companies, and there does not appear to be an impetus for that to change anytime soon.  
Therefore, where possible, we continue to prefer exposure to sectors and companies with more 
predictable earnings, stronger balance sheets and higher dividend yields.  
 
Last quarter, we mentioned Health Care as an area that seemed much more reasonably priced than the 
market.  The sector was down along with everything else in the second quarter, but much less so than 
the overall market.  It still seems attractive relative to other sectors from a valuation standpoint and 
should be somewhat more insulated from a slowing economy.  
 
Other value-focused areas where we have above-market exposures are Consumer Staples and 
Financials.  The former, while not particularly undervalued, provides relative stability and a high 
dividend yield.  The latter is more about long-term value.  Although banks have come under pressure 
due to recession fears, they are generally entering this period with very strong balance sheets, and they 
continue to pay healthy dividends.  Higher interest rates should also benefit banks in the long run. 
 
We continue to hold an above-market allocation to small-cap companies.  Though they are certainly 
exposed to economic risks, pricing for small cap value companies in particular seems more reasonable 
than for many large cap sectors.   
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We have previously discussed our concerns around international stocks, specifically with regard to 
Russia’s military actions and China’s leverage and transparency issues.  These concerns still exist.  And 
the inflation and growth challenges present in the U.S. are certainly at play in many other markets as 
well.  As a result, we have not added to international stock exposure recently. 
 
On the fixed income front, rising yields have improved forward-looking value.  As long as inflation 
remains elevated and the Fed remains in play, interest rates seem unlikely to drop significantly.  
However, concerns about economic growth may also limit the degree to which rates rise from here.  
Although day-to-day volatility in the bond market has been quite high, yields on U.S. Treasury securities 
have generally remained centered around 3%.   
 
Importantly, real interest rates (defined as the difference between current rates and the anticipated 
future rate of inflation) are now positive and approaching levels not seen since the middle of 2019.  In 
our Q1 letter, we mentioned that it was unlikely that real rates could stay near zero in an inflation-
fighting environment.  Though both nominal and real rates would probably need to rise further if 
inflation remains near current levels, there is at least more of an income cushion available to absorb 
those changes now.     
 
We continued to reduce the average duration of our bond holdings during the second quarter.  In 
particular, we focused on adding exposure to Treasury bonds with maturities of three years or less.  
Because of their shorter maturities, they are less sensitive to changes in interest rates.  The higher yields 
now available on these holdings also provide much better insulation against negative price changes than 
had been available when short-term rates were near zero. 
 
Our allocation to corporate bonds was reduced during the quarter.  While we do not think that most 
investment-grade companies will experience debt service issues in the event of an economic downturn, 
we are also not convinced that pricing for corporate debt has fully reflected the higher risk environment.      
 
Since we began writing these quarterly commentaries at the end of 2020, a recurring theme has been 
concerns about the level of valuation in the market.  While the environment remains fraught with 
uncertainty, perhaps the sole silver lining to the difficult first half of the year is that market pricing, if not 
cheap, has at least become more reasonable. 
 
After spending much of the last couple of years trading at a price-to-earnings multiple of more than 20, 
the S&P 500 now trades at about 16 times consensus 2023 earnings estimates.  This is relatively well-
aligned with historical averages.  One potential stumbling block is that analyst earnings estimates do not 
appear to have fully reflected the probability of a recession.  Another is that trailing earnings (i.e., the 
starting point for future estimates) may have been artificially inflated by the low interest rates and loose 
fiscal policy that have characterized the last several years.  Lowering expected earnings to reflect those 
risks would mean the true multiple is actually a bit higher than it seems.  Additionally, markets often 
overshoot, meaning that valuations may become cheaper than fair value before bottoming out.    
 
All of that said, the market’s risk profile for an investor with a long-term horizon (3-5 years or more) has 
improved materially.  Timing market inflection points is notoriously difficult, and we still think the next 
decade will prove more challenging than the last one for investors.  But it is important to remember that 
over the last 60 years, the compound annual growth rate of S&P 500 earnings has been more than 6.5%.  
For patient investors, that long-term pattern of earnings growth provides a powerful tailwind to stocks. 
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Lastly, we would like to invite you to reach out to us in any way if you are feeling anxious about the 
markets, the economy, or your investments.  The last six months have been tumultuous for sure as the 
Federal Reserve and other central banks transition from accommodative to significantly tighter 
monetary policy.  As mentioned earlier, global unrest/geopolitical risk, inflation, and ongoing pandemic 
flareups, to name a few, add to the uncertainty.  As we have said before, uncertainty leads to volatility, 
and volatility generally comes coincident with equity market selloffs. 
 
We are confident that our overall allocations specific to you are well-calibrated to your risk tolerance, 
overall financial situation, and investment objectives.  That said, we are happy to meet in person, by 
video, or by phone to discuss any of the above specific to your investments.  We enjoy spending time 
with our clients, so please reach out if you would like. 
 
Frank, Josh and Keith 
 
Notes and Disclosures 
 
1. Source: Goldman Sachs Global Investment Research. 
2. Sector performance is proxied using the returns on Vanguard’s suite of sector specific ETFs. 
 
Shelburne Fiduciary Partners LLC (SFP) is an affiliate of One Day In July LLC.  One Day In July LLC is an SEC-registered 
investment advisor headquartered in Burlington, Vermont.  SFP’s advisors are registered as Investment Advisor 
Representatives with One Day In July LLC.  Registration does not imply a certain level of skill or training.  One Day In July 
LLC does not guarantee actual returns or losses.  This content is for educational purposes only and is not investment 
advice. Individual circumstances may vary. 
 
Views regarding the economy, securities markets or other specialized areas, like all predictors of future events, cannot 
be guaranteed to be accurate and may result in economic loss to the investor.  Investment in securities involves the risk 
of loss.  Investment process, strategies, philosophies, allocations and other parameters are current as of the date 
indicated and are subject to change without prior notice. 


