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BONDS AND BERKSHIRE
This month, we are using U.S. Bonds
and Berkshire Hathaway to make
several points regarding returns and
diversification. 

 Bonds
The main U.S. bond
index’s (Bloomberg
Barclays U.S.
Aggregate Bond
Index) total return for the 10-year period
ending December 31, 2017, was 4.0%
per year. Also, we expect returns over
the next 30 years to approximate 4.0%
per year as well.
 
As with stock returns, bond returns vary
above and below the long-term averages
for great lengths of time. This is occurring
now. For the five-year period ending
December 31, 2017, the bond index
experienced returns of 2.1% per year.
Furthermore, the trend could continue as
the Federal Reserve raises rates over
the next few years. This may not lead to
negative returns, but returns below the
long-term expected return could occur.
 
We highlight these returns for two
reasons. First, we want to remind
investors that for virtually any five-year
period, returns for most assets will be
above or below the long-term
expectation, and rarely, if ever, at the
long-term expectation.
 
Second, diversification is central to your
lifetime strategy. Diversified portfolios
performed reasonably well over the past
five years. Stock returns were above

Berkshire Hathaway
Several weeks ago,
Warren Buffett’s Berkshire
Hathaway released their
annual letter. Page two
highlighted the truly
amazing 53-year track
record. The stock price compounded at
21% per year compared to 10% per
year for the S&P 500.
 
Interestingly, several days later a few
articles discussed the stock’s
performance over the past decade. The
return was marginally below the S&P
500: 7.7% per year for Berkshire
Hathaway versus 8.5% for the S&P 500.
As a reminder, our expectation is for the
S&P 500 to average 7% per year over
the next 30 years.
 
Buffet has consistently said that the
company’s size will diminish future
returns, that the company is managed for
periods greater than ten years, and that
the company’s lack of a dividend
increases after-tax returns. It could be
argued that on a risk and tax adjusted
basis, the company matched or
marginally outperformed the S&P 500
over the past decade.
 
We bring up the ten-year performance
for two reasons. First, even for Berkshire
Hathaway, excess returns are
increasingly hard to come by. Second,
the case can be made that the S&P 500
is more diversified, though perhaps not
less risky, than Berkshire Hathaway. This
diversification is part of the logic for

http://berkshirehathaway.com/2017ar/2017ar.pdf


average. This allowed investors to
remain on track to achieve their goals,
and not to worry about below average
returns in any one asset class. 

owning index funds; the chances of
making a poor choice during periods of
sub-par performance are diminished.

Returns and Diversification
Bond returns teach us two things. First, over most five-year periods, returns are rarely
average. Second, returns that are below the long-term trend need not derail your
financial goals.
 
Berkshire Hathaway’s returns highlight just how efficient markets have become,
especially for large companies. This should help you appreciate that over long
periods of time index-matching returns are solid returns, not mediocre returns.
 
Over the next 30 years diversified portfolios are likely to produce reasonable returns,
even in periods when stocks or bonds perform below trendline. 

If you accept that returns are never average and that excess returns are
exceedingly hard to achieve, you will find it easier to commit to a diversified
portfolio as the best strategy for achieving your goals.
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