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THIRD QUARTER 2018
U.S. large cap equities continued to defy many nay-sayers, with most indices rising at a rate
squarely in the mid-single digits for the quarter. We are pleased to report clients invested in our
equity strategies largely kept pace with those broad averages.
These positive results were once again driven by a strong U.S. and, to a lesser extent, strong
global economy. U.S GDP is growing at an annualized rate just over 4%. Most other economic
regions of the world are also expanding as well, some faster some slower, but for the first time in
a while, there is a bona fide synchronized global expansion going on.
Corporate earnings, especially in the United States, continue to impress. Earnings estimates
are now on pace to grow 32% for all of 2018. This comes after they grew over 12% in 2017.
In past quarters, we have noted that much of the gains of the equity market have been
concentrated in a few growth stocks. This quarter we’ve seen that start to turn, as investors are
realizing attractive growth and solid business results can be found throughout a broad range
of U.S. companies – not just in technology. Energy, health care, financial and industrial-related
industries, large areas of focus for our strategy, are delivering double-digit earnings increases
and raising their dividends, yet their stock prices don’t seem to fully reflect the good news.
As usual there are macro threats and opportunities, but on balance we don’t see anything on
the horizon that would prohibit our clients from participating from the attractive long-term returns
(5 years and beyond) that equities generally afford. Yes, it has been a long time since there has
been a meaningful correction, and those are to be expected, but are very difficult to time. They
just come with the territory of investing in equities.
Speaking of corrections, this fall marks the 10-year anniversary of the financial crisis of 2008. It
is not lost on us how far the financial system has come since those dark days. The one lesson?
As dark as those times were and as serious as it was, the U.S. financial system is nothing if not
resilient, dynamic and enduring. We hope you will find that reassuring during any inevitable bout
of volatility to come.

FINANCIAL CRISIS REWIND ROOT
CAUSES AND LESSONS LEARNED
To mark the 10-year anniversary, we felt we would review those fateful events with an eye towards
lessons that can be applied today. Many articles we read summarize the crisis. But what good
is history if you can’t use some of its lessons to be a better investor?
In 2008 the highly charged worlds of media, politics and finance collided and culminated into a
financial cataclysm for the world’s largest economy. It was difficult watching many of the holdings
we had such faith in decline in value and hurt client portfolios – and confidence. Berkshire is
truly a believer in the power of equities over time, so it was very disheartening to watch the

Berkshire is a fee-based, SEC
registered advisory firm serving
the portfolio management needs
of high net worth and institutional
clients. Over the past 30 years,
we have successfully implemented
highly focused equity, fixed income
and balanced portfolios. Our
guiding principle is a belief that
success is achieved by combining
rigorous, well crafted investment
processes with an exceptional
level of client service and attention
to detail. Asset Management
with a Difference... Diligence,
Integrity and Focus.

IN THIS REPORT
■■ Bull market run continues,
supported by strong GDP,
earnings growth
■■ The market begins to broaden
beyond technology
■■ Value stocks turning?
■■ Financial Crisis Rewind: Seeds of
crisis and lessons for today

Berkshire Dividend Strategy
confidence and faith just drain out of the U.S. financial system from
October of 2008 to March of 2009 and beyond. But Berkshire had a
couple advantages. The first is that we and importantly our clients,
are focused on the long-term – we knew a good strategy could
overcome short-term losses with long-term gains. The second is
we understand fundamental value and company quality. We
knew that some companies would survive the mayhem and grow
once more.
Of course the natural reaction is to find a villain and to sensationalize:
•
•
•

“How could this happen?”
“Who is responsible for this?”
“How can we prevent this from happening again?”

Politicians wanted to blame the banks, banks wanted to blame the
speculators, and of course each political party wants to blame the
other. Given the magnitude of the crisis, the words “finger pointing”
don’t seem to do it justice.
So how did it all start? How far back does one have to go? Should
we go back to the very first quasi government sponsored entity that
attempted to influence home buying or the real estate market? After
all, many investment models behind the crash had nearly 100 years
of real estate data that said “home prices only go up.” Perhaps
by artificially lowering the cost of capital through government
intervention home prices were artificially propped up. Wikipedia
defines the first Gov. Sponsered Enterprise as the Federal Farm
Credit System,1916, and The Federal Home Loan Bank in 1932.
“Their intended function is to enhance the f ow of credit1 to
targeted sectors of the economy and to make those segments of
the capital market more efficient and transparent, and to reduce
the risk to investors and other suppliers of capital.”
Or should we blame the 9/11 attacks which caused a painful
recession, lowered rates and pushed investors away from stocks
and into a real estate bubble? As we see it, the story is very
entangled. It’s hard to synthesize an event 100 years in the making.
But the modern day part of the story probably starts with Fannie
Mae. If 2007 - 2008 was the giant oak crashing down, the early
and mid 90s created the massive root system.
Lending standards began to change drastically in 90s. Fannie Mae
ramped up easy lending standards and the banks followed. Many
third parties (Boston Fed included) fueled the flame by publishing
research on the issue showing discriminatory lending practices
across the industry. Congress pushed Fannie Mae and Freddie
Mac to deviate from their traditional 20% down mortgages to
accept smaller down payments and sub-prime mortgages in order
to put lower income citizens on the path to homeownership. It may
have been a noble pursuit but it had the effect of creating excess
demand for real estate and pushed housing prices higher. Banks

assumed real estate prices across a diverse geography never
go down. Virtually no bank or rating agency even had a model
incorporating a scenario of falling home prices.
The mid 1990s also saw a proliferation of derivative mortgage
instruments such as collateralized mortgage obligations (CMOs)
and later collateralized debt obligations (CDOs). Fannie basically
set the guidelines to relax lending standards and sell the loans
into the market – with the promise of a government guarantee.
These relaxed lending standards came with additional risk to the
underlying mortgages. But through the wizardry of finance Wall
Street felt these risks could be mitigated.
In time the system grew. Non-traditional mortgage and credit
providers emerged. New technology created sophisticated quant
systems to model and “mitigate risk.” And of course a new breed
of real estate mortgage investors emerged – those who wanted to
own real estate directly or those who sought higher incomes from
securities derived from real estate. This made asset managers and
hedge funds all too happy to create and market new structures.
And since everyone believed real estate “never goes down” what
could possibly go wrong?
For a while this system was a finely tuned mortgage creation
machine which could efficiently generate massive volume. Everyone
(politicians, investors, Wall Street) was all too happy. That was, until
cracks started to emerge in late 2006.
So, how did it start? What was the true catalyst? Who was to
blame? In the final analysis we think the best answer is…no one
really knows for sure.

APPLICATION FOR TODAY’S INVESTOR?
Why go through the exercise of laying out the seeds of this crisis?
To reinforce our belief that "intelligent investing" (of any kind)
or true understanding of finance does not lend itself to
mechanized thinking, rules, and oversimplifications.
As we described above, financial systems or the forces that move
a market or a stock involve an intricate web of diverse players,
with complicated and constantly changing connections.
If the events of the financial crisis taught us anything, it’s:
1.

Realize the limitations of backward looking data. (even if it’s a
100 year data series!)

2.

Invest with an eye to the future, incorporating as many variables
as possible vs. a narrow set of static criteria.
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3.

Don’t to try to sidestep corrections, but expect them, and
allocate a portion of your assets to preservation strategies with
money you don’t want to see decline in value by a bear market.

4.

Selling into a panic is rarely a good idea. A few smart (or maybe
lucky souls) got out of the market in the middle of the crisis,
sparing a large draw down. But many of those same investors
failed to get reinvested and missed a record bull run. Cash
may be comforting in the short term, but usually loses out to
inflation.

5.

6.

Keep focused on your overall plan for the long term, not what
the market is doing on any one given quarter or series of
quarters. Investing for cash flow plays a powerful role in this.
As long as dividends and interest are flowing and covering a
good part of your annual cash needs, there will be little need to
panic during the next downturn.

8.

Transparency and simplicity matters. Many investors have
lost fortunes panic selling. We believe the more complex
the strategy is, the more likely it will be sold during times of
distress. So we suggest a “keep it simple” approach: buy good
businesses you know and understand and own them for long
periods of time.

9.

The U.S. financial system is extremely resilient. The system took
on one of the greatest shocks ever, yet failed to be permanently
impaired. In many ways, it has emerged stronger, eventually
providing investors with handsome gains. Never count out the
U.S. financial system.

10. An investment firm is really only as good as the quality of its
client base. And on that score, Berkshire is most grateful to
work for a great group of clients who know and trust us, and
have stuck with our strategies in good times and bad. We
hope by sticking with us and your stocks you have been

Investors rarely catch market bottoms or tops as they attempt
to capture opportunity. The Nasdaq looked expensive

rewarded.

through the third quarter of 1999…then went up nearly 50%
in the fourth before it began its famous crash. For those brave
souls who allocated more money to equities in October or
November of 2008 – and stuck with it! – they were rewarded
handsomely over the years but first endured a gut wrenching
drop. Even Warren Buffett, who likely made a killing through the
crash, wrote his famous editorial “Buy American. I am.”… in
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October 2008.
7.

The media is a powerful amplification mechanism. They get
paid to sell ratings, so its usually never as good or as bad as it
seems on financial news.

Lemke, Lins and Picard, Mortgage-Backed Securities, Chapters 1 and 2 (Thomson West, 2013 ed.).
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