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Market Rundown:  

Following a dismal year in 2022, financial markets staged a 
broad rebound in the first half of 2023. The stock market 
was lifted by a combination of resilient corporate earnings, 
abating inflation, and excitement about the emergence of 
artificial intelligence (AI), which outweighed recession fears 
and turbulence within the banking industry. Through the 
quarter’s end, the S&P 500 Index rose +16.89% while the 
tech-heavy Nasdaq posted its best first half since 1983, jumping +38%. Since 1980, the S&P 500 finished the 
first half of the year up +15% 10 times. In those years, the index closed higher for the full year ten out of ten times 
with an average gain of +23%. Coming into the year analysts, which tend to be a bullish bunch, predicted a down 
year for stocks for the first time since 1999. The market apparently missed the memo.  
 
2022 was one of the worst years on record for bonds which got pulverized by rising rates (bond prices move 
inversely to interest rates). This year, stabilizing interest rates and attractive yields led to solid first-half returns. 
While rates may rise a bit further, we think significant interest rate risk is priced into the bond market. Unlike 2022, 
today’s relatively higher yields will buffer the impact of price declines if rates were to rise higher than predicted. 
Today, we feel bonds are as attractive as at any time in the last fifteen years. An investment-grade portfolio can be 
constructed yielding north of +6.5% with good capital appreciation potential since many bonds are trading at a 
discount to par (maturity value). This year investors have plowed into money market funds which reached record 
levels but, on a YTD basis, money market funds have slightly underperformed bonds. We think this trend has legs 
over a 2–5-year time horizon. While money market funds protect investors from rising interest rates, the opposite 
is true when rates fall because their interest payments immediately reset lower. This so-called reinvestment risk is 
significantly higher for money market funds versus bonds because bonds have longer terms to maturity. Moreover, 
money market funds do not offer the same capital appreciation potential as bonds if rates fall.  
 
While it is hard not to be pleased with YTD market returns, as always, there is plenty to worry about. The 
Conference Board’s U.S. Leading Economic Indicators Index “LEI” has been flashing warning signals about a 
looming decline in the economy. The Conference Board now predicts a recession will hit over the Q3 2023 - Q1 
2024 period. Student loan payments that have been suspended since the 2020 pandemic emergency response are 
set to resume in September. This will undoubtedly cut into discretionary spending for those who will need to start 
repaying loans. In the U.S., June unemployment was 3.6%, near historic lows. But average hours worked have been 
in a two-year decline after a post-pandemic spike upward, and wage growth has cooled. Historically, declining 
employment is the last shoe to drop before a recession so that situation is worth monitoring closely. 
 
It is a privilege to manage our client’s assets and serve as a trusted advisor. We are proud that on a YTD basis, and 
over the long term, HWM’s core multi-asset and equity strategies net of all investment and advisory fees have 
outperformed not only passive benchmarks, but what third-party research firm Morningstar considers to be the 
very best investments in their respective categories from the likes of Vanguard, Blackrock, and T. Rowe Price. 
HWM’s distinctive method of investing, combined with the holistic approach to personalized planning, 
quarterbacked by what I feel is the best, most caring group of financial advisors in the industry, delivers 
tremendous value for those that have entrusted us with their hard-earned savings. We feel clients and portfolios 
remain well positioned, come what may.  
 

 Performance Dashboard as of June 31, 2023, Source: DFA Returns Web 
Index: MSCI 
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Q2 2023: +6.06% +8.74% +5.21% +3.22% +1.04% +.73% -2.54% 
YTD 2023: +13.57% +16.89% +8.09% +12.13% +5.10% +3.61% +5.23% 

https://www.cnbc.com/2023/06/30/nasdaq-best-first-half-in-40-years-powered-by-apple-nvidia-and-meta.html
https://www.youtube.com/watch?v=DHK3pGj54W4
https://www.bloomberg.com/news/articles/2022-12-01/this-year-s-sour-stock-market-made-wall-street-bearish-for-first-time-since-1999?leadSource=uverify%20wall#xj4y7vzkg
https://www.bloomberg.com/news/articles/2022-12-01/this-year-s-sour-stock-market-made-wall-street-bearish-for-first-time-since-1999?leadSource=uverify%20wall#xj4y7vzkg
https://www.bloomberg.com/news/articles/2023-04-06/money-fund-assets-hit-new-record-high-although-inflows-slow
https://www.investopedia.com/terms/r/reinvestmentrisk.asp
https://www.conference-board.org/topics/us-leading-indicators
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/us-work-hours-fall-signaling-a-return-to-normal-for-the-labor-market-76497724
https://www.youtube.com/watch?v=FrHASr1L_P8
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Balance Sheet Quality:  

When investing in the stock market, we seek to buy shares of high-quality businesses. What comprises a “high 
quality” business is debatable, but characteristics we think are important are: attractive growth prospects over 
secular (long-term) time horizons, top-notch management, sustainable competitive advantages, robust free cash 
flow generation, and a rock-solid balance sheet. Of these factors the most boring and therefore, in my view, 
underappreciated, is the balance sheet. Here are some things we look for when identifying a company with a 
“rock-solid” balance sheet. 

The balance sheet for a company is predicated on the following equation:  

Assets = Liabilities + Equity 

The important thing to understand here is that every company has the choice to finance its business via a 
combination of liabilities (debt) and equity (common and preferred stock). For stockholders, when a company 
utilizes debt in a way that can increase earnings beyond the cost of debt, shareholders should expect to benefit as 
this “leverages” returns on equity. Leverage is a double-edged sword however because increased returns come 
with increased risks. Should debt used to fund growth projects, acquisitions, or stock buybacks come up short of 
desired results, increased debt obligations remain with little to show for it. In difficult times, should financing costs 
rise above the cash flows of the business, or debt levels balloon above the value of assets, the company might be 
better off in liquidation or bankruptcy. A “hidden” risk for an indebted company is the relatively heightened 
opportunity cost they face should difficult times for their business occur during economic downturns as this often 
coincides with the best opportunities to invest internally to gain market share, make acquisitions, or buy back 
stock at attractive values. Such opportunities must be forgone for over-leveraged businesses as they seek to 
remain solvent. Companies that show restraint with debt during boom times might generate relatively lower 
returns on equity than if they added more debt to their capital structure. However, the financial flexibility and 
optionality they have during times of crisis more than compensate for this in our view, making a high-quality 
balance sheet very important. 

What we Look For: 

We particularly like companies that 
maintain a sizable war chest of cash & 
short-term marketable securities. Ideally, 
this war chest is greater than the total 
amount of the company’s long-term 
debts, resulting in what could be 
considered a positive “net cash” position 
for the business. The flexibility this 
provides management to navigate 
changing markets and exploit 
opportunities when they arise is highly valuable and, in our view, a critically important attribute when it comes to 
evaluating the long-term compounding potential for an investment we are making today. That is a big reason why 
great businesses with these attributes form the foundation of our equity portfolio as can be seen in the table 
above. There is no guarantee a business will outperform our expectations, but a company with a net cash position 
and strong free cash flow generation, in our thinking, is “antifragile”, standing to benefit from times of distress. 

In certain instances, we are ok with owning a business with a net debt position. A business that can generate 
robust free cash flow, operating a defensive business model where we have a reasonably high degree of 
confidence it can sustain profitably in difficult economic times is worthy of consideration. One example is Republic 
Services (RSG), which carries a $12 billion net debt position. RSG, a waste management business, is a surprising 
growth story to some. We project it will grow free cash flow by over +10% in the next year. The company stands to 

Select Balance Sheet Information from HWM’s Top 5 Equity 
Holdings as of Q2 2023 

Company Cash & ST 
Marketable 
Securities* 

LT Debt* (Cash & Short-
Term Securities) 
– (LT Debt) = 
“Net Cash” 

Microsoft $99,508 $44,119 +$55,389 
ASML $7,376 $3,514 +$3,862 
Visa $18,210 $20,606 -$2,396 
Alphabet $113,762 $14,701 +$99,061 
Berkshire Hathaway $150,240 $123,624 +$26,616 

*Figures as of the most recent quarterly report U.S. GAAP stated in $ billions 

https://en.wikipedia.org/wiki/Antifragile_(book)
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benefit from several long-term growth trends that will contribute to a cleaner environment, and it owns significant 
assets that are ever more valuable thanks to high barriers to entry for competition and a strict regulatory 
environment. RSG has utility-like attributes, as more than 80% of its revenues are recurring. Moreover, Republic 
Services has exhibited strong pricing power which provides protection in the event inflation remains higher for 
longer. 

RSG’s $12 billion net debt position is substantial, making it dependent on access to capital markets to survive. 
Importantly, it maintains an investment-grade credit rating with a positive outlook which keeps its cost of 
borrowing low. Also, much of RSG’s debt is locked in at low-interest rates over the long term. While $6 billion 
matures in the next five years and will need to be either paid off or “rolled” forward at prevailing interest rates, 
$6.15 billion in debt matures in five years or beyond. This provides management with a degree of flexibility to 
navigate debt markets, as does the $1.95 billion in free cash flow we project the company to generate over the 
next twelve months. All things considered, we think RSG is a good long-term investment and an example of a 
business that can handle carrying a net debt position. 

The information published herein is provided for informational purposes only, and does not constitute an offer, 
solicitation or recommendation to sell or an offer to buy securities, investment products or investment advisory 
services. All information, views, opinions and estimates are subject to change or correction without notice. Nothing 
contained herein constitutes financial, legal, tax, or other advice. The appropriateness of an investment or strategy 
will depend on an investor’s circumstances and objectives. These opinions may not fit to your financial status, risk 
and return preferences. Investment recommendations may change, and readers are urged to check with their 
investment advisors before making any investment decisions. Information provided is based on public information, 
by sources believed to be reliable but we cannot attest to its accuracy. Estimates of future performance are based on 
assumptions that may not be realized. Past performance is not necessarily indicative of future returns. 

Investment Advisory Services offered through Heirloom Wealth Management LLC, a Registered Investment Adviser. 

https://www.fitchratings.com/entity/republic-services-inc-80090150

