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CURRENT OUTLOOK

Financial crises do not last forever

America is in financial crisis. Distress and fear are
widespread. This is not America’s first financial
crisis, and no doubt will not be its last. Periodic
financial crises are part of the human condition.
Therefore, it is appropriate to remember the 
legendary phrase – ‘‘This too shall pass.’’

Significant economic downturns typically last
about two years, on average, while home prices
tend to decline 36% over a period lasting five to six
years. Thus, the bottom for home prices may not
come for another year or two. This is bad news 
for lenders who are taking losses on home loans,
and bad news for taxpayers who will foot the bill
for these losses due to government intervention to
protect bank deposits and preserve the banking
system. However, lower home prices are good news
for potential buyers, as homes generally are now
more affordable. The duration of a period of rising
unemployment averages nearly five years, with an
average increase in the unemployment rate of seven
percentage points, which could take unemployment

over 10% before a turnaround may occur in about
three more years.1 [Notes appear at page 11]

The stock market 

With unremittingly negative news the stock 
market fell over 50% from its peak in 2007 through
early last month. The very extent of the decline
indicates that the market at March 9, 2009 was far
closer to a bottom than a top. History indicates that
the stock market does not turn up decisively when
there is light at the end of the tunnel; rather it turns
up when things start to look a little less dire. For
example, starting in October 1974 when inflation
and unemployment were at high levels, after 
a decline of nearly 50%, the S&P 500 rose 77%
(including dividends) over the next 21 months.

Causes of the financial crisis

Throughout history, financial crises in every 
country have been the product of the human
propensity to take on excessive debt in times of
economic prosperity. Over the past 75 years our
government has adopted policies which have 
contributed significantly to the current crisis.

In an attempt to avoid economic recession in the
wake of the stock market crash of 2000-2002 and
the terrorist attacks of September 11, 2001, from
2001 through 2004 the Federal Reserve (‘‘the Fed’’)
lowered its fed funds rate to 1%. This enabled and
encouraged lenders to expand greatly the volume
of credit available for home loans. Concurrently
mortgage interest rates fell to 40-year lows while
Congress provided tax cuts and rebate checks to
stimulate consumer spending.
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Pursuant to federal government policy to pro-
mote home ownership, lenders (including federal
agencies) relaxed lending standards so much that a
multitude of borrowers bought homes they could
not afford by taking out loans the lenders should not
have made. All this caused a rapid and unprece-
dented rise in both home prices and mortgage debt.

Over the past two years with home prices
falling rapidly, millions of homes became worth
less than the loans on them, starting a tidal wave
of delinquencies and defaults on trillions of dollars
of mortgages to buyers with little or no equity who
could not afford their loan payments. Borrowers’
losses were limited to their small (if any) down
payments; hence the lion’s share of the losses was
transmitted into the financial system, which col-
lapsed. Consequently, credit became unavailable
to business and consumers, causing the economy
to fall rapidly into a deep recession.

To avert what appeared could become a total
breakdown in the economy the federal government
has committed trillions of dollars to support 
and stabilize commercial and investment banks,
money market mutual funds, insurance companies,
domestic auto makers, etc.

Living beyond our means

Americans have enjoyed the highest standard of 
living of any nation on earth. However, much of this
abundance has been paid for with borrowed money.
The current economic crisis has presented Americans
with the bill for previous profligate spending.

Since the 1930s it has been federal government
policy to promote full employment by preventing or
at least minimizing economic recessions. However,
while recessions cause economic pain, they also
have the positive effect of correcting economic
mistakes before they cause economic catastrophe.

What we can learn from the Great Depression
and from Japan’s recent mistakes

Our federal government is in process of repeating
some of the mistakes which exacerbated and pro-
longed the Great Depression of the 1930s. Similar
mistakes were made by the government of Japan

which deepened the Japanese economic downturn
that started in 1990 and continues to this day.

Under the influence of the ideas of British
economist John Maynard Keynes, our government
in the 1930s spent enormous sums on various 
public works projects with the intention of stimu-
lating the economy. The stimulus didn’t work, as 
economic activity remained sluggish and unem-
ployment high throughout the 1930s.2

In Japan’s economic downturn of the 1990s, its
government provided multiple rounds of stimulus,
which were largely ineffective because they were
poorly directed towards unproductive public 
works projects and businesses that were no longer 
economically viable. Japan’s biggest mistake was
raising taxes. The combination of higher taxes and
the continued fall in real estate prices prevented
banks from lending and resulted in a prolonged
depression in the Japanese economy.3

Watch out for inflation

Last year, America’s financial system was near
collapse due to an enormous amount of defaulted
residential and commercial mortgages, credit card
loans, auto loans, student loans, business loans, etc.
The Fed is purchasing $2.5 trillion of such bad debts.
In addition, last month the Fed started a planned
purchase of $300 billion of Treasury debt as a way
to finance government operations without raising
taxes or selling Treasury debt.

All told these programs require the creation of
nearly $3 trillion of new money to replace wealth
previously destroyed by defaulted loans. Such a
large sum of money created in this way inflates the
supply of dollars, thereby reducing the purchasing
power of dollars already in circulation and causing
higher prices throughout the economy. Monetary
inflation on this scale is likely to cause a significant
rise in the price of gold and other precious metals. 

THE WORLD’S LARGEST
INSURANCE COMPANY

We present the following discussion to explain our
concern regarding the prospect of higher inflation
and longer-term erosion of the purchasing power
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of the U.S. dollar. Persistent inflation continually
diminishes the purchasing power of money. Inflation
comes about because a government can produce
money without limit and virtually without cost 
via the printing press or its electronic equivalent.

Our federal government is operating as the
world’s largest insurance company. Unlike a private
insurance company, however, the government has
no underwriting department to evaluate risk and
no assets to pay claims other than its ability to tax. 

Any private insurance company operated like
the U.S. government would be bankrupt. The U.S.
is not bankrupt because it has powers not possessed
by any private insurance company: the power to tax,
to issue obligations payable in money – U.S. dollars
– of which it is the monopoly source of supply, 
and to devalue its dollar obligations by inflation. 

These powers have permitted the U.S. to accu-
mulate an extraordinarily high debt, which it cannot
increase indefinitely without becoming bankrupt.
That government debt has been a perennial 
danger is illustrated by the following observation
of famed economist Adam Smith in 1776:

‘‘When national debts have once been accumulated
to a certain degree, there is scarce, I believe, a single
instance of their having been fairly and completely
paid. The liberation of the public revenue, if it has even
been brought about at all, has always been brought
about by a bankruptcy; sometimes by an avowed one,
though frequently by a pretended payment.’’4

Pretended payment by governments is 
accomplished by high inflation which devalues
government obligations. Although this is not
inevitable for the U.S., in a political democracy like
ours the chances of preventing such high inflation
are not good. Therefore, individuals should 
consider steps to protect themselves from the
hardships consequent to chronic high inflation.

These hardships could include significant 
shrinkage in the real value of fixed dollar assets;
extremely high taxes; widespread tax evasion;
price controls generating an underground or
‘‘black market’’ economy; Social Security benefits
losing significantly in purchasing power; govern-
ment financed health care becoming a system of

rationing health care; etc. All of these misfortunes
have occurred in other countries whose govern-
ments promised more than they could deliver. 

At present, the U.S. is experiencing a defla-
tionary shrinkage in the market value of assets.
E.g., many personal retirement accounts have been
reduced by half; home prices have fallen below the
amount of debt against several million homes; and
the broad stock market indexes are down by nearly
half. For those who are not over-burdened by debt,
it is far easier to protect oneself from deflation than
inflation. Deflation provides bargain prices for
assets of all kinds, and is therefore an opportunity
for prudent long-term investors to buy valuable
assets at a discount.

Federal monetary authorities are working
overtime to stop deflation by a process known as
‘‘reflation’’ – which is the attempt to revive an
inflation-driven economic boom that has stalled 
or collapsed, by pumping new money into the 
system. We doubt that reflation can cause the
American people to resume unsustainable levels
of borrowing and spending. It appears to us that
reflation is likely to accomplish (1) devaluation of
the U.S. dollar; and (2) economic stagnation. That
is exactly what happened during the 1970s, when
the Fed’s deliberate monetary inflation caused 
the dollar to lose half its purchasing power and 
the term ‘‘stagflation’’ was coined to describe the
condition of high joblessness from economic 
recession caused by soaring inflation.5

The principle of insurance

Insurance is a system of sharing risks which have
a probability that can be estimated and costs that
can be protected against by paying an insurance
company for the purpose of supplying a fund to
reimburse those insured if there is a loss.

Some risks are insurable; others are not.
Commonly insurable risks include losses to per-
son, income or property due to fire, automobile
accidents, home ownership, injuries and sickness,
death, disability, and a wide variety of business
risks. Uninsurable risks include losses due to war
as well as a condition where the probability of 
loss is too high to insure, e.g., life insurance or
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medical expense insurance for someone previously
diagnosed with serious illness.

Insurance and pension funds are now among
the largest pools of investment capital in the world.
Insurance premiums constitute 10% of national
expenditures in developed countries.6 Insurance
has become a huge business because most people
prefer to pay a relatively small sum to secure 
adequate financial reimbursement in the event 
of a large loss.

Insurance operations of the federal government

The following is a partial list of some important
U.S. Government insurance operations:

1.1 Retirement and disability income 
2.1 Health care 
3.1 Private pensions 
4.1 Natural disasters 
5.1 Bank deposits 
6.1 Loss of securities in brokerage accounts 
7.1 Residential mortgages 
8.1 Farm price support
9.1 Small business loan guarantees 
10. College expense loan guarantees 
11. Unemployment income 
12. National defense 

Some of the foregoing programs are funded
directly by taxes on business, on individuals, or 
on both, but the federal government implicitly
guarantees payment of the promised benefits from
its general revenues, as we have seen with federal
rescue of our financial system in the current finan-
cial crisis. While it may seem that national defense is
not insurance, its purpose and method of funding
bring it within the broad definition of insurance
set forth above – that is sharing the costs of pro-
tection against the risk of loss from external attack. 

The finances of the United States of America

Five years ago the International Monetary Fund
issued a report to the U.S. warning of the underlying
insolvency of our Social Security and Medicare sys-
tems. This report noted that the unfunded liabilities of
Social Security and Medicare could be as high as
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$47 trillion, and warned that to fund Social Security
and Medicare adequately ‘‘would require an
immediate and permanent 60 percent hike in the
federal income tax yield, or a 50 percent cut in
Social Security and Medicare benefits . . . with 
the burden on future generations increasing 
if further corrective measures are delayed.’’ 7

[Emphasis added]
A private foundation study published last year

sets forth the current financial condition of the
United States.8 One of the co-authors of this study
is David M. Walker, who has served in the federal
government as Assistant Secretary of Labor for
Pension and Welfare Benefit Programs during the
1980s, as a Public Trustee for Social Security and
Medicare from 1990 to 1995, and as Comptroller
General of the United States and head of the
Government Accountability Office (GAO) from
1998 to 2008.9 Mr. Walker is now the President 
and CEO of the Peter G. Peterson Foundation. 
Recently Mr. Walker summarized the essence of his 
foundation’s study of federal finances, as follows: 

‘‘The nation’s [debts] amounted to $53 trillion as of the
end of the last fiscal year.That was the sum of our public
debt; accrued civilian and military retirement benefits;
unfunded, promised Social Security and Medicare 
benefits; and other financial obligations – all according
to the government’s most recent financial state-
ment of September 30, 2007.’’10 [Emphasis added]

$53 trillion amounts to $455,000 per U.S.
household. Median household annual pre-tax
income in the U.S. is around $48,000. The total net
worth of U.S. households was $51.5 trillion as of
yearend 2008.11 Much of that household net worth
was tied up in Americans’ homes.

Americans cannot afford to pay for the promises
the government has made for the following reasons:

1. The nation’s debts must be paid in cash. Most
American households will not accumulate
$455,000 in financial assets by the time their
chief income earners reach retirement age. Only
about 15% of U.S. household assets are financial
(cash, stocks, bonds, mutual funds, etc.), with
home ownership representing most of the rest.12

So the government could not raise taxes high



enough to generate an extra $455,000 in tax col-
lections per household over the next generation
even if it attempted to tax away 100% of house-
hold financial assets.

2. Many American households are hard pressed 
to maintain their standard of living, much less
save for the future, or pay additional taxes. 
Over the past dozen years deficit spending by
American households fueled American economic
activity. This deficit spending was financed by
household borrowing against home equity, 
borrowing financed by vendors of automobiles
and consumer durable goods such as home
appliances and consumer electronics, and credit
card borrowing.13 The public’s deficit spending
has come to an end with the deflation of the 
residential real estate bubble and the onset of
the current economic downturn. 

Federal government spending

Defense, health care and income security represent
over 80% of federal expenditures.14 The breakdown
is as follows: 

Income security (Social Security, etc.) 34.2%
Defense & veterans benefits 23.1%
Medicare & other health care 23.0%
All other 19.7%

U.S. Government debts & deficits

The federal deficit is not the same as the national
debt. The deficit refers to the excess of spending
over tax collections for a single year. The debt refers
to the total accumulated national debt. So if the gov-
ernment cut the annual deficit in half that would
mean only that the national debt would rise at a
slower rate, not that the debt would be cut in half. 

The federal government has operated at a
deficit every year since 1960, and has produced a
true budget surplus in only seven years since 1941.
Misleading accounting since the 1960s enabled the 
government to report a budget surplus in the years
1998 - 2001. Since the 1960s the government has
borrowed Social Security tax collections in excess
of current benefits and used the money for other
spending. For purposes of accounting for the total

national debt, the Social Security surplus was not
treated as a tax receipt, but as a debt owed by the
government to Social Security. That is how the
government could report a budget surplus in each
year from 1998 through 2001, while simultaneously
reporting an increase in the national debt every
year from 1998 through 2001, in the total amount
of $394 billion.

Balancing the budget:
raising taxes and cutting spending

There has been no political consensus to balance the
budget by any combination of tax increases and
spending cuts. Reducing spending for retirement
income and health care is apparently out of the
question, at least for the time being. Therefore, what
is left to cut is defense spending and all ‘‘other’’
spending besides retirement securityand health care.
To cover the deficit for 2007 would have required
that both defense spending and all ‘‘other’’ spend-
ing be cut in half. Such cuts are highly unlikely.

Since meaningful spending cuts are unlikely,
let’s examine how much taxes would have to
increase to balance the budget. The latest available
IRS statistics (for 2006) show that the top 20% of
incomes reported taxable income of $100,000 or
more in 2006 and paid 86% of federal income taxes.15

To have balanced the federal budget in 2007 by
increases on incomes over $100,000 would have
required a 49% increase in federal income tax on
such taxpayers.

Aside from the likelihood that tax increases of
that size are not politically feasible, they would do
nothing to reduce the enormous and growing
unfunded liabilities for retirement income and health
care which are not included in the annual govern-
ment deficits that are widely reported each year. 

Retirement income and health care entitlements 

Actuarial science informs us that in America’s fed-
eral retirement and health care programs Congress
has made promises that cannot be kept. An actuary
is a business professional who analyzes the financial
consequences of risk. Actuaries use mathematics,
statistics and financial theory to study uncertain
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future events, especially those of concern to 
insurance and pension programs.

Fifty years ago a respected actuary, Ray M.
Peterson, published a detailed study indicating that
the federal Social Security system was, in effect,
actuarially unsound because the system was
‘‘establishing claims on future national income 
for the older segment of population at the expense 
of adequate provision for the coming population
explosion of our youth.’’16

A. Haeworth Robertson was the Chief Actuary
for Social Security from 1975 to 1978. From 1981
through 1997 Mr. Robertson published three books
to explain that without drastic reforms to change
benefits and retirement patterns, Social Security
and Medicare would become an intolerable bur-
den on the American economy.17 Other actuaries 
in and out of federal government service praised
Mr. Robertson’s books. However, Congress has
consistently disregarded the advice of actuaries
about financing cost issues relating to Social
Security and Medicare.

The federal government reported that as of
September 30, 2007 it had unfunded liabilities
totaling $40.8 trillion for Social Security and
Medicare. If the federal government were a private
employer, its retirement income and health care
liabilities would have to be funded by annual 
payments sufficient to amortize (that is to provide
completely for) the promised benefits over a period
not to exceed thirty years.18 The annual cost could be
as much as $2 trillion to $3 trillion per year.19 That
would amount to about $17,000 to $26,000 a year 
in extra taxes per American household, against
median household income around $48,000 a year.

Unlike a private employer the federal govern-
ment is not legally required to amortize unfunded
retirement and health care liabilities. In fact, the
federal government is free to reduce or terminate
its Social Security obligations at any time.20

In 1950 there were 16 people paying into Social
Security for every one receiving benefits. However,
the ratio of taxpayers to retirees has been shrinking
for many years. Currently there are three paying in
for every one taking out. That ratio is projected to
reduce to two to one in the not too distant future.
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For the generations born after the baby boom years
(1946-1964), it is a certainty that without changes
in the law they will pay more into the system in
taxes than they will get out in benefits.

Medicare’s financial status is even worse than
Social Security, already requiring large and growing
payments from general revenues to supplement
Medicare payroll taxes.21

Solutions

The financial problems of Social Security and
Medicare can be solved. A thoughtful economist
proposed the following solutions a few years ago.22

A solution to Social Security is to preserve the
promised benefits for those already at or nearing
retirement age, while ending Social Security as we
know it for all younger people, who instead would
have personal retirement accounts (like an IRA or
401(k) account) funded by current payroll deduc-
tions. That approach was adopted successfully by
Chile.23 Such an approach would be costly to start
with, but the costs would diminish over time as
older people died off.

A solution for Medicare would be government-
paid vouchers to provide needy individuals the
funds to purchase private health insurance. Such a
system would return discipline to the payment for
medical services by leaving the choice and cost of
health care to the joint decisions of patients and
physicians operating within the limits of what the
insurance would pay.

Investment ramifications
and our investment strategy

There are three asset classes that provide protection
against loss of value of money due to inflation, be-
cause the supply of these assets cannot be increased
like the supply of state-issued money: precious
metals, profitable businesses, and real estate.

Through the stock market at March 31, 2009
our client Composite was invested significantly in
assets that we believe provide protection against
inflation and stock market adversity, namely, in
precious metals-related securities, in shares of
companies that we believe are among America’s



strongest and most stable businesses, in the
Federated Prudent Bear Fund as a hedge against 
a further stock market decline, and in the
Federated Prudent Global Income Fund as a hedge
against depreciation of the dollar vis-à-vis
stronger foreign currencies.

SHOW ME THE MONEY:
The Dividend Reward

We like shares of dividend-paying companies
because we get paid in dividends while we wait for
the share price to go up. Since the 1920s dividends
have contributed nearly half of the total return on
the S&P 500.24

The accompanying graph compares price return
to total return for the S&P over the 753⁄4 year period
from December 31, 1929 through September 30,
2005. Because of the long-term effect of com-
pounding dividend payments, the total return was
nearly 24x higher than the price appreciation alone
over the full 753⁄4 year period. Price return alone
averaged 5.48% per annum; the income return from

dividends averaged 4.50% per annum, and the total
return averaged 9.98% per annum.25

‘‘Yield’’ is determined by dividing the indicated
annual dividend on shares by their market price. 
If a company’s shares have an indicated annual 
dividend of $1.00 and a share price of $50, the yield 
is calculated as a percentage, as follows: 1÷ 50 = 2%.
If the dividend stays at $1 while the share price
falls to $25, the dividend yield is then 4%.

The graph and accompanying text illustrate the
results of widely diversified investments in shares
of a large number of well-established companies.
However, past performance is no guarantee of future
results. Any investment in marketable securities
has the possibility of both gain and loss. A high
yield on an individual stock or in high-yielding
shares of companies in a particular industry group
is no guarantee of a profitable outcome, and may
even be a warning of an impending substantial
loss in market value.

Nevertheless, a high dividend yield may be 
an indication of good value, and potential returns
above the average for the stock market. For example,
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on a total return basis (dividends plus price appre-
ciation) in the S&P 500, the 20% of dividend-paying
stocks with the highest dividend yield returned
3.09% per year more than the entire S&P 500 Index
for the nearly 47-year period from March 1, 1957
through the end of 2003. For the high yield shares
the compound annualized rate of return was
14.27% vs. 11.18% per year for the overall S&P.26

These returns were calculated on the basis 
of constant re-investment of the dividends in 
additional shares. The higher rate of compounding
translated into a large difference in total return;
over the nearly 47-year period the highest yielding
stocks had a total return 3.63x greater than the
overall S&P 500.

Dividends also have been an important factor in
the long term returns on the Dow Jones Industrial
Average (the ‘‘Dow’’). An academic study consid-
ered the changes in the Dow from September 1928
to December 31, 1998. The dividend return provided
nearly half of the10.5% average annual total return.27

For the 108 years 1900 through 2007 inclusive
U.S. equities28 provided capital returns averaging
5.2% per annum and total returns (with dividends
reinvested) averaging 9.7% per annum. Thus, 
the dividends provided 46.4%, nearly half, of 
the total returns.29

In a secular (multi-year) bear market dividends
are more than usually important. For example, in
the S&P 500, from yearend 1965 through yearend
1981, the period of the last complete secular bear
market, the average annual dividend return of
4.17% made up 70% of the annualized total return
of 5.95%. Similarly, for the ten years from September
30, 1998 through September 30, 2008, a decade that
includes what we believe to be a secular bear market
that started in early 2000 and is ongoing, dividends
on the S&P, although averaging only 1.6% per
annum, accounted for 54% of the annualized total
return of 2.98% per annum.

AIG: A ‘‘BLACK BOX’’ IMPLODES

American International Group (AIG) was once 
the world’s largest, most successful insurance 
conglomerate, providing property, casualty and

life insurance, as well as other financial services in
130 countries and territories. At its peak share
price in 2000 the company’s total stock market
value was $279 billion. As we write today, 
AIG’s shares are down 99% from their peak. Our
Darren Pollock has analyzed AIG from time to time.
The comments in this article are based primarily on 
his research.

Last year AIG self-destructed. The U.S. 
government considered its failure so threatening
to the American financial system that since last
September the government has injected $186 
billion into AIG to keep it afloat, and has in 
effect nationalized the company (taking a 79.9%
ownership interest).

As the shares of AIG fell precipitously in 2007,
a number of prestigious mutual funds and invest-
ment managers, sensing a bargain opportunity,
took large positions in the company. However, at
CVM we had long shunned AIG for two reasons:
first, a corporate culture of deceptive accounting;
and second, the company’s reputation for refusing
to settle most claims and putting its customers
through the stress of going to trial.

Our examination of AIG in the fall of 2007
confirmed that the company was still manipulating
its financial reporting to embellish its earnings, 
for example by refusing to settle workers’ compen-
sation claims which artificially increased current
reported earnings by pushing the ultimate expense
of those claims into the future.

Many other portions of AIG’s business were
difficult, if not impossible, for an analyst to 
comprehend. AIG was ‘‘a virtual black box’’ –
investment jargon for a business whose accounting
is incomprehensible.

For the reasons stated above we wanted no
part of AIG. It has now become clear that AIG 
had problems similar to those of other prominent
financial companies that have self-destructed,
namely investment portfolios loaded with securi-
ties that can best be described as ‘‘toxic waste,’’ 
or in the jargon of the federal rescue effort, 
‘‘troubled assets’’ that governments and financial
institutions will be struggling with for some 
time to come.
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END OF MODEL PORTFOLIO

Our Model Portfolio was initiated on December
31, 1986. The Model Portfolio was strictly hypo-
thetical, although it was maintained similarly to
the way we invested for clients. We published it for
22 years, as a way of illustrating our investment
philosophy and discipline. Starting with this issue
we have terminated publication of the Model
Portfolio and instead publish information about
our Composite Portfolio.

COMPOSITE PORTFOLIO

In 1997 we established our Composite portfolio
(the ‘‘Composite’’) using client data beginning
January 1, 1992. The Composite includes all 
fully discretionary, fee-paying accounts over
$250,000.00. The Composite is a balanced portfolio
allocated principally among the following asset
classes: equities (common stocks), fixed income
(bonds) and cash. Cash is allocated in accordance
with the views of our firm’s investment officers 
as to the relative desirability of being more or 
less fully invested in other asset classes from 
time to time.

In the Composite, client accounts are combined
for performance reporting purposes to provide 
a ‘‘Composite’’ return. The Composite Portfolio
represents real money invested for clients.

The following will answer questions some
clients have had regarding recent performance of
the shares described below.

Federated Prudent Bear Fund (BEARX): For
2008 the share price of BEARX rose 6.7%, but 
dividends paid during the year increased the total
return to +28.1% for the year.

Federated Prudent Global Income Fund
(PSAFX): For 2008 the share price of PSAFX 
fell 7.03%, but dividends paid during the year
increased the total return to +0.24% for the year.

Berkshire Hathaway: The Class A shares
(BRKA) rose 28.7% in 2007 and fell 31.8% in 2008,
for a two-year total return of minus 12.2%, in com-
parison to a total return of minus 26.2% for the
S&P 500 over the two years. The performance of

the Class B shares (BRKB) was virtually identical
for the two years, at minus 12.3%.

In the past quarter we have made several
changes to our client balanced Composite, as 
follows:

Additions: We increased our positions in
Berkshire Hathaway Class B, ConocoPhillips,
Microsoft, Pfizer, and UnitedHealth Group.

Reductions: We eliminated our positions in
Buckeye Partners LP, Donnelley & Sons, Exchange
Bank of Santa Rosa, and Washington Federal
Savings.

Composite Portfolio Holdings
as of March 31, 2009

Pct.
Security Assets

Federated Prudent Bear Fund 8.1
Berkshire Hathaway 7.9
Newmont Mining 7.6
Market Vectors Gold Miners ETF 7.2
Federated Prudent Global Income Fund 6.5
Pan American Silver 4.2
Pfizer 4.0
Central Fund of Canada 3.7
Wal-Mart Stores 3.1
Wrigley Bond, 4.3%, due 7/15/2010 3.0
Johnson & Johnson 2.5
Leucadia National 2.1
UnitedHealth Group 2.0
Medtronic 2.0
Bristol Myers-Squibb 1.9
Stryker 1.7
Amgen 1.6
Walgreen 1.4
Markel 1.3
Chevron 1.1
Zimmer Holdings 1.1
ConocoPhillips 1.0
Microsoft 0.9
Abbott Laboratories 0.6
Other 3.8
Cash Equivalents 19.7

Total 100.0
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Composite Performance Information

Past performance is no guarantee of future results.
Any investment in marketable securities has the
possibility of both gain and loss. Results will 
vary among client accounts. The actual return and
value of an account will fluctuate and at any point
in time could be worth more or less than the initial
amount invested.

The performance results displayed herein 
represent the investment performance record 
for a Composite of balanced accounts managed 
by Cheviot Value Management, Inc., a registered
investment adviser under the Investment Advisers
Act of 1940. The CVM Composite Equities 
represents the returns of the equity portion of 
the Composite.

The Composite returns are total, time weighted
returns expressed in U.S. dollars. Composite returns
reflect the reinvestment of dividends and other
earnings and the deduction of investment advisory
fees and transaction charges.

The S&P 500 Index is a market capitalization
weighted index of 500 of the largest U.S. companies,
and is not available for direct investment.The returns
for the S&P 500 index are calculated on a total return
basis with dividends reinvested.

Holdings are subject to change. A complete 
list of portfolio holdings and specific securities
transactions for the preceding 12 months is 
available upon request. It should not be assumed
that recommendations made in the future will be 
profitable or will equal the performance of securities
in this newsletter. The information contained herein
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Total return for one year; returns for periods greater than one year
are annualized; all returns include dividends and interest; all Composite
returns are net of commissions and fees. Periods ended 3/31/09.

Since Inception:
1-year 3-year 5-year 8-year 10-year 12/31/91______ ______ ______ ______ _______ _________

CVM Composite -11.53% 0.64% 1.85% 3.23% 4.34% 6.53%

CVM Composite Equities -22.92% -2.70% 1.64% 5.22% 6.63% 10.13%

S&P 500 Index -38.09%- -13.05% -4.76% -2.69% -3.00% 6.56%
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is based on internal research derived from various
sources and does not purport to be statements of
all material facts relating to the securities men-
tioned. The information contained herein, while
not guaranteed as to accuracy or completeness,
has been obtained from sources we believe to be
reliable. Opinions expressed herein are subject to
change without notice. Cheviot Value Management
or one or more of its officers may have a position
in the securities discussed herein and may purchase
or sell such securities from time to time.

The CVM Composite has been verified by an
independent auditor for the periods from January 1,
1992 through December 31, 2005. A copy of this 
verification report is available upon request. The 
CVM Composite is currently undergoing a verifica-
tion for the periods from January 1, 2006 through
December 31, 2008.
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NOTES

01See ‘‘What other Financial Crises Tell Us,’’ by C. M.
Reinhart and K. S. Rogoff, Op-Ed, The Wall St. Journal,
2-4-09.

02See The Forgotten Man: A New History of the Great
Depression (2007) by Amity Shlaes.

03See Reischauer, Edwin O. and Jansen, Marius, The
Japanese Today (Rev. Ed. 1995), pages 433-434; Japan’s
Economic Crisis and Policy Options, International
Monetary Fund (1998), http://www.imf.org/external/
pubs/ft/weo/weo1098/pdf/1098ch4.pdf; and Japan’s
Lost Decade: Lessons for the United States in 2008, by John
H. Makin, American Enterprise Institute for Public
Policy Research, March 2008. http://www.aei.org/
publications/pubID.27568/pub_detail.asp

04Quoted in Economics in One Lesson (3rd ed. 1979) p. 175
by Henry Hazlitt.

05Samuelson, Robert J., The Great Inflation and Its Aftermath:
The Past and Future of American Affluence (2008), p. 23;
and Steele, John Gordon, An Empire of Wealth: The Epic
History of American Economic Power (2004), pages 383-384.

06Ferguson, Niall, The Ascent of Money (2008), pages 
197-198.

07U.S. Fiscal Policies and Priorities for Long-Run Sustainability,
Martin Mühleisen and Christopher Towe, Editors,
International Monetary Fund (2004),  http://
www.imf.org/external/pubs/nft/op/227/index.htm

08The State of the Union’s Finances: A Citizen’s Guide 
to the Financial  Condition of  the United States
Government, Peter G. Peterson Foundation, July 2008.
www.pgpf.org/resources/PGPFCitizensGuide.pdf

09The comptroller general of the U.S. directs the General
Accountability Office (GAO), an agency of the legislative
branch responsible for assisting Congress in providing
legislative control over the receipt, disbursement, and
application of public funds.

10Comments of David M. Walker on CNN.com, 10-7-2008
http://www.cnn.com/2008/POLITICS/10/06/
walker.bailout

11According to the Federal Reserve total U.S. household
net worth fell 18% in 2008 after rising more than
150% between 1990 and 2007. See ‘‘Americans See 18%
of Wealth Vanish,’’ by S. M. Kalita, The Wall St. Journal,
3-13-09.

12According to the Federal Reserve Board, the median
family holding in stocks and mutual funds was
$73,000 in 2007. From ‘‘Tempest-Tossed? Take Some
Control’’ by Jason Zweig, WSJ.com 3-6-09. http://
finance.yahoo.com/banking-budgeting/article/
106692/Tempest-Tossed-Take-Some-Control

13See U.S. Household Spending: A Rendezvous with Reality,
by Robert W. Parenteau, Levy Economics Institute of
Bard College (2006).

14U.S. fiscal year ended 9-30-07, as per The 2009 World
Almanac and Book of Facts, p. 97.

15Household income distribution per U.S. Census
Bureau, in 2007, Table H-1, at http://www.census.gov/
hhes/www/income/histinc/h01AR.html; Peter G.
Peterson Foundation report, July 2008, page 8, entitled
The State of the Union’s Finances: A Citizen’s Guide to the
Financial Condition of the United States Government, http://
www.pgpf.org/resources.dyn/PGPFCitizensGuide.pdf

16‘‘Misconceptions and Missing Perceptions of our Social
Security System (Actuarial Anesthesia)’’ by Ray M.
Peterson, Society of Actuaries, Transactions (1959), p. 812.

17The Coming Revolution in Social Security (1981); Social
Security: What Every Taxpayer Should Know (1992); and
The Big Lie: What Every Baby Boomer Should Know About
Social Security and Medicare (1997).

18The federal Pension Protection Act of 2006 accelerates
the amortization requirements for private pensions
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19to seven years. An important motivation for this law
change was concern about private pension plan failures
bankrupting the already under-funded Pension Benefit
Guarantee Corporation (PBGC), the government-
sponsored insurer that insures private pension benefits.

19The $3 trillion annual cost estimate is predicated upon a
30-year amortization period with a 6% discount rate on
the unamortized principal. Actuarial principles require
amortization payments to include a discount rate (tan-
tamount to interest) because the liability to be funded
requires a rate of interest assumed to compensate for
the delay in payment. If the discount rate were reduced
to 3% (which seems unreasonably low), annual cost
would fall to about $2 trillion, still an enormous cost.

20Section 1104 of the Social Security Act reserves to
Congress the power to alter, amend, or repeal the law;
this provision was upheld as constitutional by the U.S.
Supreme Court in Flemming v. Nestor, 363 U.S. 603 (1960);
http://www.ssa.gov/history/nestor.html

21Social Security and Medicare Boards of Trustees,
Summary of  2008  Annual  Repor ts ,  page 1 .
http://www.socialsecurity.gov/OACT/TRSUM/
trsummary.html

22See The Coming Generational Storm: What You Need to
Know about America’s Economic Future (2004) by
Laurence J. Kotlikoff and Scott Burns, reviewed in this
newsletter in January 2005.

23See Ferguson, Niall, The Ascent of Money (208), pages
214-218.

24As of March 2009, dividends on the S&P 500 were down
14% from a year earlier. Dividends also fell in the Great
Depression of the 1930s. Dividends fall in recessions.
In the Dow, dividends fell in 14 out of the 76 years from
12-31-29 to 12-31-75, but over the entire period rose over
2,000% for a compound annualized growth of 4.0% in
dividend payments.

25The returns  shown are  from ‘‘The S&P High
Yield Dividend Aristocrats Index,’’ by Srikant 
Dash, Standard & Poor ’s, November 9, 2005, at 
www2.standardandpoors.com/spf/pdf/index/
HighYield_Aristocrats-wppr.pdf

26Siegel, Jeremy, The Future for Investors (2005), pages 13
and 127-128.

27‘‘The Dow Jones Industrial Average,’’ by John P. Shoven
and Clemens Sialm (both of Stanford University),
February 28, 2000, http://siepr.stanford.edu/papers/
pdf/99-16.pdf

28The reference to U.S. equities is to data used in Triumph of
the Optimists: 101 Years of Global Investment Returns (2002),
by Elroy Dimson, Paul Marsh, and Mike Staunton.

29See Global Investment Returns 2008 Yearbook by Elroy
Dimson, Paul Marsh, and Mike Staunton, page 5 of
synopsis at http://bx.businessweek.com/retirement-
strategies/reference/


