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CURRENT OUTLOOK

Our strategy

Our investment strategy emphasizes preservation
of capital, growth of capital, and the production 
of income for current or eventual consumption.
The best way to protect capital is to avoid loss. In
a financial analog to Aesop’s fable of the Tortoise
and the Hare, we aim to achieve our long-term
goal of capital appreciation by the tortoise-like
means of sure and steady progress.

From the stock market peak in mid-July 2007
through September 30, 2009 our client balanced
portfolio composite (the ‘‘composite’’) had a total
return of plus 1.8% net of fees in comparison to a
total return of minus 29.6% for the stock market as
represented by the S&P 500 including dividends.1

[Notes appear at page 12.] Avoiding loss when the
stock market goes down has had a beneficial effect
on the relative performance of the composite, as
shown in the table on page 10.

As the stock market was peaking in July 2007
we were increasing client holdings in the Federated
Prudent Bear Fund (BEARX), which is designed to
rise when the stock market falls,2 and had raised
holdings of cash and equivalents to over 30%.
Subsequently, with lower prices in the stock market
we found more companies’ shares priced to our
liking and have reduced our commitment to
BEARX and to cash, with cash down to 16.5% of
the composite at September 30, 2009.

Our largest commitment (23.4% of the com-
posite at present) is to precious metals because, 
in our view, the fiscal and monetary policies of 
the federal government are likely to devalue the
U.S. dollar (USD), causing precious metals and
related securities to increase significantly in 
nominal market value.

For a long time we have maintained a large
investment in Berkshire Hathaway (presently 8.4%
of the composite) because it is essentially a highly
diversified investment company managed by
America’s peerless investor, Warren Buffett.

Our investments in health care companies
have grown to be significant (presently 22.4% of
the composite spread among eleven different 
companies), because that is where we have found
some of the best values in the stock market over
the past few years.

We seek to protect client accounts against
declines in stock market value and in the value of
the U.S. dollar with our commitments to BEARX
and to the Federated Prudent Global Income 
Fund (PSAFX)3 which together were 12.5% of the
composite at September 30.
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‘‘Only the pathological weakness of financial memory allows us to believe
that the modern experience [with financial crises] is in any way a new phenomenon.’’ – John Kenneth Galbraith



The economy

Famed economist John Kenneth Galbraith observed
presciently in 1998 that:

‘‘A very large part of our present consumer spending
is based on debt creation, credit cards, or the impression
given by stock market gains or real estate gains. If and
when the end comes, the economic effect will be the 
drying up, the slump, in consumer expenditure and, of
course, the economic effects of that.’’

For three years now Americans have been 
living through the ‘‘economic effects’’ foreseen by
Galbraith. Consequently there has been a sea
change in attitude: people are starting to become
disabused of the illusions that gains in the stock
market and the real estate market are perpetual;
that debts don’t have to be repaid the hard way,
out of the earnings from work; and that one can
consume more than one earns because rising asset
prices obviate the necessity of saving for the
future. Consequently, Americans are paying down
debt and increasing their savings.

In the past year it has become commonplace to
hear that the current recession is the worst since
the Great Depression of the 1930s. That is not true. 

The hallmark of the Great Depression was 
persistent high unemployment, rising as high as
25%, and averaging 18% over the entire decade of
the 1930s. Today unemployment is around 10%. As
shown by the accompanying table, the current
economic downturn is far less than that of 1937-38,
which was a depression within the depression 
of the 1930s.

So far, at least, the current downturn is more on
the scale of the recessions of 1973-75 and 1981-82.

If the current recession is now bottoming out – as
many experts are predicting – economic statistics
will show that it was not very different from other
recessions since World War II, but very different
from the experience of the 1930s.4

This is not to minimize the hardship being
experienced by many individuals, families and busi-
nesses. However, it is unlikely that the American
economy will become as depressed as it was in the
1930s, when it suffered from several factors not
operative now, most importantly the following:

- Federal Reserve policy in the early 1930s con-
tributed to a marked shrinkage in the overall
supply of money; today’s Federal Reserve is
determined not to repeat that mistake.

- America’s export industries were crippled
by high tariffs imposed by foreign countries
in retaliation for our Smoot-Hawley Tariff
law of 1930.

- Federal law caused unemployment by
imposing heavy taxes on business and by
requiring employers to pay salaries and
wages at the level prevailing during the
prosperity of the 1920s, which employers
could not do under depression conditions.5

If government does not repeat the mistakes of
the 1930s we will not have a depression like that of
the 1930s. However, we should not expect a return
any time soon to the consumer-driven prosperity
of most of the last 25 years. One reason is the 
continuing reduction in availability of credit for
small businesses.

In the current financial crisis and recession
federal government spending to aid businesses has
been directed mainly to support institutions that
are deemed ‘‘too big to fail’’ while small businesses
are suffering from worsening credit conditions.

According to a knowledgeable observer, small-
business loans are hard to come by; credit-card
credit lines are a critical funding source for small
business, but available credit on credit cards has
been cut 25% since last year; home equity lines 
historically have been a key funding source for small
business, but are a reduced source of liquidity
now because more than 32% of U.S. homes are
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How the Recession Compares
Decline in

Duration Decline in Industrial Unemployment Rate
(months) Real GDP Production Increase Max Rate]]]]]]

2007– June 2009 18 3.8% 16.9% 4.6% 9.5%]]]]]]
1937– 38 13 18.2 32.4 9.0 20.0]]]]]]
1973–75 16 3.2 15.3 4.4 9.0]]]]]]
1981– 82 16 3.0 12.3 3.6 10.8]]]]]]
Source: Allan H. Meltzer



worth less than their mortgages. Small businesses
employ 50% of the country’s workforce and con-
tribute 38% of GDP; without access to credit, small
businesses cannot grow, cannot hire, and too often
end up going out of business.6

Individuals, families, businesses and countries
cope with adversity when they have to. In America
coping with adversity now means paying down
debt, rather than taking on more; lending carefully
instead of recklessly; increasing the rate of savings
instead of spending all one’s income. By its very
nature this kind of coping means that economic
activity will become less consumption oriented
and more savings/investment oriented. That is 
a big, but necessary change, which will cause 
economic recovery to seem muted until the benefits
of more sober living start to become apparent.

Real estate outlook

Home prices are not likely to rise any time soon.
Despite continuing efforts of the federal government
to stimulate demand by guaranteeing mortgages
with low interest rates and minimal down payments,
there is a two-year supply of homes that are either
for sale or that are in process of foreclosure.7

Housing prices generally have not yet
declined to their historical average levels of 
affordability. Nevertheless, as part of an attempt 
to encourage people to resume consuming as 
they were before the economy went into a tailspin,
the government is trying to re-inflate the housing
bubble by having federal agencies create vast
numbers of new mortgages which the Fed will
buy with $1.2 trillion of new money to be created
out of thin air.

High home prices are not as socially desirable
as believed by homeowners, the real estate industry,
and apparently our federal government. As a
nation, perhaps we should be cheering for the
decline in, and thus increasing affordability of,
housing prices. Lower housing prices would
increase the ability of families to save for the long
term, and might allow more than a few families to
have one parent stay home or work only part-time
to increase the time spent with their children.

Across the entire spectrum of commercial real
estate, rents and property values are also under
downward pressure as vacancies rise, and tenants
move from more expensive to less expensive
premises or bargain for rent reductions.

The bear market in stocks is not over

Over the past century, secular (long-term) bull and
bear market cycles have alternated, with a complete
bull and bear cycle taking over 30 years. From the
beginning of 1966 until August 1982, the S&P 500
was in a secular bear market. On August 13, 1982,
the stock market as represented by the S&P 500
started a rise that over the next 17 1⁄2 years, to
March 24, 2000, produced a total return of 2,550%
from price appreciation plus dividends, averaging
20.27% per year. That was a secular bull market.

True to form, a secular bear market in the S&P
started on March 25, 2000, and, if history and
human nature are reliable guides, is likely to 
continue for some time. However, value investors
welcome secular bear markets because they present
opportunities to buy shares of good quality 
companies at a discount.

3

’66 ’67 ’68 ’69 ’70 ’71 ’72 ’73 ’74 ’75

 Source: Securities Research Company

S&P 500: Price Changes 1966 – 1975

 Source: Securities Research Company

’00 ’01 ’02 ’03 ’04 ’05 ’06 ’07 ’08 ’09

S&P 500: Price Changes 2000 – 2009



The two price charts of the S&P on page 3 show
the fluctuation of the S&P over the years 1966-
1975 and from 2000 to mid-September 2009. Both
charts show that large declines (‘‘corrections’’)
alternate with large rises (‘‘rallies’’) within a 
secular bear market. Accordingly, the current bear
market’s large declines of 2000-2002 and 2007-2009
alternated with a long counter-trend rally of 41⁄3
years from 2003 to 2007, only to be followed by the
crash of 2007-2009 and the start of a new rally in
March of this year.

In our opinion, the rally that started on March
10, 2009 was not the start of a new secular bull
market. Secular bull markets start when several
factors coincide: extremely cheap valuations, 
share prices have been falling on low trading 
volume, the economy tends to be recovering from 
a deep recession or depression, and there is either
deflation or a high inflation which is just ending.8

We have been active in the stock market since
the inception of the current secular bear in March
2000. While we have had losers as well as winners
in the stock market over that time, our client com-
posite is up 58.2% net of fees for the 91⁄2 years from
March 31, 2000 to September 30, 2009 compared to a
loss of 16.5% in the S&P 500, including dividends.

We like to own shares of dividend-paying
companies because our clients receive cash income
from the investment while we wait for the share
price to go up. We presently hold shares of twelve
companies paying an unweighted average of 3.2%
in cash on current market value and 3.5% per
annum in cash on cost.9 That 3.2% yield on current
market value compares favorably to the current
low rates of interest on cash and safe bonds, i.e.,
essentially zero rate of return on a money market
mutual fund, 0.39% per annum on one-year
Treasuries, 1.9% on one-year CDs, and 3.3% on 
ten-year Treasuries.

HEALTH CARE COMPANIES

It has been one of the pleasant surprises of this
long bear market to find historically low prices for
our eleven health-care related companies: Abbott
Laboratories,Amgen, Bristol-Myers Squibb, Eli Lilly,
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Johnson & Johnson, Medtronic, Pfizer, Stryker,
UnitedHealth Group, Zimmer Holdings and
Walgreen (which has a 14% share of the prescrip-
tion drug market). These companies provide
goods and services that benefit mankind.

The main reasons for the depressed share
prices of these companies are impending patent
expirations for some of the important products of
the six companies that produce pharmaceuticals,
and the possibility of adverse impact on prof-
itability of the entire industry from proposed
health care legislation being considered by
Congress. We think the current prices take into
account a worst case scenario in both regards
(patent expirations and law changes), and provide
opportunity for capital gains if the worst case 
scenario does not transpire.

In August we initiated a purchase of shares of
Eli Lilly & Company (LLY) for client accounts when
the share price was close to its lowest level in 50
years in terms of the relationship of market price
to the fundamental values manifested by the div-
idend and established earning power. In September
when the price was 6% lower we added more LLY
shares to client accounts. Notwithstanding the 
current depressed price, the shares are now selling
for over 150x their split-adjusted price of 50 years
ago. That price appreciation plus the dividends
have provided an inflation-adjusted return aver-
aging nearly 9% per year over the past 50 years.
While Lilly has become so large that its growth
prospects are less than they were in the past, it is
still a formidable company.

LLY develops and manufactures pharmaceutical
and animal health products. Its leading products
ameliorate or mitigate heart disease, depression,
diabetes, osteoporosis, schizophrenia and ulcers,
and also include antibiotics and human growth
hormones. Lilly employs 40,000 people worldwide.
Its medicines are marketed in 143 countries. Lilly
has major research and development facilities in
eight countries and conducts clinical trials in more
than 50 countries.

The company was founded by Eli Lilly in 1876.
It is now the 10th largest pharmaceutical company
in the world. In terms of a place to work, Lilly is



consistently ranked as one of the best companies
in the world.

Dividends have been paid continuously since
1885 and have been raised every year for the 
past 41 years.

Our initial purchases in August and September
2009 were at an average cost of $34.33 per share,
where the dividend yield is 5.7%, and the P/E ratio
is 11.5x average earnings for the past seven years,
ratios that made LLY, one of the finest companies
in America, available at a significant discount to
the average price for its peers and the 500 large
companies in the S&P 500.

LESSONS NOT LEARNED:
The financial crisis

George Bernard Shaw observed: ‘‘We learn from his-
tory that we learn nothing from history.’’ That is true
of the hardy perennial known as financial crisis.

In the late 1970s Continental Illinois National
Bank (the nation’s then seventh largest bank) and
Seafirst Bank, a large bank with headquarters in
Seattle, Washington, lent aggressively to the energy
industry during a boom in oil prices. Both banks
became insolvent when borrowers defaulted as oil
prices fell sharply in the 1980s. Bank regulators
considered both ‘‘too big to fail’’ in that the Federal
Deposit Insurance Corporation (FDIC) did not
have the money to pay off depositors. Therefore,
the government took over Continental Illinois and
operated it for many years, and engineered a
takeover of Seafirst by Bank of America.

Before 1980 Federal law limited lending by
Savings & Loan banks (S&Ls) to home loans and
limited the rate of interest S&Ls could pay on
deposits. In the high interest environment of the
late 1970s the S&L industry was losing money at a
frightening rate while money market mutual funds
were luring away S&L depositors with much higher
interest rates. In 1980 Congress changed the law to
permit S&Ls to invest depositors’ money in just
about anything and to pay market rates of interest,
while increasing federal deposit insurance from
$40,000 to $100,000 per account. The result: within
less than a dozen years 1,043 S&Ls (half of the

industry) had gone bankrupt due to losses on
risky lending and had been taken over and 
liquidated by the government. Federal deposit
insurance reserves were totally inadequate to pay
off depositors, so Congress created a new federal
agency to sell bonds in order to raise the money to
honor deposit insurance. The cost to taxpayers
was $124 billion.10

Starting in the mid-1970s, many large American
banks made increasingly risky loans to the 
governments of less developed countries (‘‘LDC’’
loans). The risks they were taking were obvious to
regulators and commentators who warned of a
potential default crisis that could threaten the exis-
tence of the banks. By the mid- to late 1980s, eight
of the ten largest U.S. banks had become insolvent,
including Bank of America and Citicorp; these large
banks were kept alive only by forbearance of 
federal regulators to shut them down due to the
cost of paying off depositors. Forbearance turned
out to be the right choice, but it was touch and go
for a while whether the banks would survive.11

In 1998 a large hedge fund, Long-Term Capital
Management (‘‘LTCM’’), was on the verge of bank-
ruptcy primarily because it was highly leveraged
(31 to 1 debt to equity ratio) at a time when its 
speculations involving derivative securities were
falling in market value. LTCM owed so much
money to major U.S. and European financial insti-
tutions that the Federal Reserve, fearing LTCM’s
bankruptcy could bring down the global financial
system, engineered a bailout by the large banks that
were LTCM’s creditors.12

It is generally recognized that there was inad-
equate government regulation of financial institu-
tions in the years leading up to the current financial
crisis. Yet the financial industry is one of the most
highly regulated industries. The U.S. Congress has
ultimate regulatory authority. Federal regulatory
agencies that supervise financial companies exist
by authorization of federal law. The financial crisis
that erupted in 2007 and is still ongoing indicates
that Congress and the regulatory agencies learned
nothing from earlier financial crises.

Bank deposit insurance has been a U.S. govern-
ment function since the1930s; properly administered

5



it enhances the nation’s stability by protecting
depositors’ money and preventing bank runs. It
should be obvious that it is irrational and dangerous
to insure bank deposits without requiring banks to
limit their lending practices so as to avoid large
losses. Yet Congress and bank regulators allowed
(even compelled) banks and financial institutions
such as Fannie Mae and Freddie Mac to engage in
questionable lending (e.g., home loans with no or
low down payment) and other risky operations,
and failed to require these institutions to have
capital reserves adequate to their risks. We have
examined the regulatory failings in several articles
over the past two years.13

Given that the Federal Reserve has been
assigned a key role in regulating the financial 
system, statements of the last two heads of that
agency display incredible lack of understanding of
the dangers in the financial system. In February
2002 Alan Greenspan, then Chairman of the Fed,
told Congress: ‘‘New financial products – including
derivatives, asset-backed securities, collateralized loan
obligations and collateralized mortgage obligations. . .
have contributed to the development of a far more 
efficient and flexible financial system.’’14

Greenspan could not have been more wrong. In
2003 Warren Buffett said presciently that ‘‘. . . deriv-
atives and the trading activities that go with them.. .
[are] time bombs, both for the parties that deal in them
and the economic system.. .[and] are financial weapons
of mass destruction, carrying dangers that, while now
latent, are potentially lethal.’’15

The implosion of Long-Term Capital Manage-
ment was due to losses in derivatives.16 It was 
the speculative misuse of those ‘‘new financial 
products’’ that subsequently caused the failure 
of America’s largest insurance company, AIG,
destroyed three of the big five Wall Street firms,
Bear Stearns, Lehman Brothers and Merrill Lynch
and nearly destroyed a fourth, Morgan Stanley.

A housing bubble that built for over four years
and its collapse starting in mid-2006 was a major
cause of the financial crisis that destroyed those
firms and would have destroyed Bank of America
and Citigroup but for the government’s injection of
enormous amounts of money into those companies.
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Yet both Alan Greenspan and his successor at the
Fed, Ben Bernanke, said it was unrealistic to expect
the Fed to identify a bubble in stock or real estate
prices as it is inflating. That was a terribly obtuse
opinion for two such supposedly sophisticated
men of finance. That a bubble was expanding in
residential real estate was obvious for all to see but
those who were either naïve or blinded by their
desire for a continuation of the rise in home prices.17

‘‘Subprime’’ is the euphemism for mortgage
lending to people who would not qualify for loans
under prudent lending policies, because of lack of
a down payment, inadequate proof of ability to pay
the loan, a poor credit history, or all three. Because
of a Congressional policy to make housing more
‘‘affordable,’’ subprime mortgages were granted in
the hundreds of billions, if not trillions of dollars
in the years leading up to the climax of the 
residential real estate bubble.

In a speech given in April 2005, then Fed
Chairman Greenspan spoke approvingly of
“. . . credit-scoring models and other techniques for 
efficiently extending credit . . . that have led to rapid
growth in subprime mortgage lending . . .’’18

In testimony before Congress in October 2005
Bernanke saw no housing bubble. He said U.S.
house prices ‘‘largely reflect strong economic funda-
mentals, such as strong growth in jobs, incomes and the
number of new households.’’19

Just a year before so many large financial 
institutions imploded because of their poor risk 
management, Bernanke said in a speech to bankers 
in June 2006: ‘‘The management of market risk and
credit risk has become increasingly sophisticated . . .
Banking organizations of all sizes have made substantial
strides over the past two decades in their ability to
measure and manage risks.’’20

An important lesson that ought to be learned
from the foregoing history of financial crisis and
regulatory failure is that the taxpayers can no longer
afford government bailouts of large financial 
institutions that get into trouble. Such bailouts
condone the ‘‘heads I win, tails you lose’’ tactics of
irresponsibly aggressive lending and proprietary
trading (i.e., speculation) by top managers of
financial institutions who can transfer losses from



their risky activities to the taxpayers after having
been paid enormous sums for what is seen in 
retrospect to be gross mismanagement.

While the rubble of financial collapse has not
yet been cleared away, some of the large financial
institutions that were just bailed out are again
reporting huge trading profits – profits that could
very well turn into even bigger losses.21 If these insti-
tutions are so important to our financial system, they
must be disciplined by the risk and cost of failure,
just like any other business or, alternatively they
must be prohibited from engaging in risky activities.

Government regulation of financial institutions
has consisted in outlawing swindles and unethical
practices of the past while failing to use regulatory
authority to impede reckless behavior by financial
institutions. That is not good enough.

Well before the meltdown of 2007-2008 there
was ample warning – even in the media – about the
financial misadventures of the likes of Fannie Mae,
Freddie Mac, AIG, Countrywide Financial, Bear
Stearns, Lehman Brothers, Citigroup, Merrill Lynch,
Washington Mutual, Wachovia and others.

These institutions were under-capitalized,
engaged in speculation under the name of propri-
etary trading, deceived themselves that they could
speculate with impunity by hedging through credit
default swaps, and were operating under the
implicit understanding that in a worst case scenario
the federal government would provide a bailout.

Their top managers had enormous incentive 
to take risk and little disincentive to do so because
they were making so much money that they
would be wealthy even if their institutions failed. 

Bond rating agencies awarded investment grade
ratings to mortgage backed securities that later
defaulted. These rating agencies had a conflict of
interest because they were paid by the issuers of
mortgage backed securities; furthermore, they were
using flawed assumptions about the assumed rate
of default on mortgages based on data from well
before the real estate bubble pushed prices up to
unsustainable levels.

In the case of the residential mortgage business,
mortgage originators were encouraged – even
pushed – by federal policy into making ‘‘affordable’’

home loans to people who couldn’t afford to pay
the loans and who had paid little or nothing down.

In a period of three weeks during September
2008 the world was shocked by the failure of seven
of the largest American financial institutions.22 The
chiefs of the Federal Reserve and the Treasury
Department went to Congress on September 23, 2008
to ask for $700 billion for a ‘‘Troubled Asset Relief
Program’’ (TARP), an event analyzed perceptively,
as follows, by two knowledgeable observers.

‘‘[The Fed and Treasury presentation] amounted
to ‘The financial system is about to collapse. We can’t tell
you why. We need $700 billion. We can’t tell you what
we’re going to do with it.’. . . [That was] a convenient
story for large banks that dominate the lobbying
and communication effort [with the government].. .
Subsequent reporting explained why they did it.
The Fed and Treasury had felt for months that they
needed legal authority to do more bailouts, and 
a crisis might get Congress to vote for it . . .

‘‘[For the past 25 years large financial institu-
tions have been] taking more and more risks,
but . . . keep getting rescued. This [latest] crisis
pushed our government close to its fiscal limits.
The next one will be beyond what even our 
government can contain.

‘‘The big banks know the government will bail
them out, and they are already bigger, more global,
more integrated and ‘systemic’ than ever. They 
are making huge trading profits – profits that must
someday turn to losses.’’23

One high official of the Fed agrees with the
foregoing evaluation. He has accused the federal
government of ‘‘regulatory malpractice’’ for not
ending the bailout of large financial institutions
under the ‘‘too big to fail’’ policy. This official says
that it is troubling that banks are shut down by the
government if they became insolvent, unless they
are ‘‘too big to fail,’’ in which case they are bailed
out by the taxpayers. That ‘‘sends the wrong message,
that influence is what really matters. If we fail to
address ‘too big to fail,’ it will only get worse.’’24

Apparently our government’s policy makers
have not learned the proper lessons about the
recent mortgage meltdown. They are repeating
the mistakes that caused it.
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The Federal Housing Administration (FHA) 
was created by Congress in 1934 to insure home
mortgage loans. The Government National 
Mortgage Association (GNMA or Ginnie Mae)
was created by Congress in 1968 to package in
bulk, guarantee and then sell to investors the
mortgages insured by FHA.

Due in part to the subprime mortgage losses at
Fannie Mae and Freddie Mac, in the past three years
FHA has expanded its mortgage loan guarantees
from 2% of all mortgages to nearly 25%. Defaults
are rising (now 14% are over 30 days past due) and
the finances of FHA are deteriorating. The reasons:
FHA allows low down payments of only 3.5% and
guarantees 100% of the value of the mortgages with
no obligation on the mortgage originators (which
contributes to a high rate of fraud losses).

FHA and Ginnie Mae have become the largest
enablers of subprime mortgage lending, and it is
estimated that they could well end up costing tax-
payers another $50 billion to $60 billion in bailouts.25

CONGRESS, THE FEDERAL RESERVE
AND INFLATION

We think of our precious metals commitment as a
form of money with integrity, because that is what
it is in contrast to the ever depreciating paper money
of the United States. Precious metals and securities
related to precious metals (e.g., gold and silver
mining shares) rise in value as people buy them in
response to a perceived fall in value of paper money.
Over the past seven years the US Dollar has
declined by one-third against an index of other
leading currencies, while at the same time the
USD price of gold has tripled and the USD price of
oil has doubled.

We live in a country whose government is 
forever diluting the value of its money. It was not
always this way. ‘‘Sound as a dollar’’ was once an
expression in popular use because the dollar was
a dependable store of value. When that was true
the U.S. dollar was exchangeable into gold or 
silver. That is why famed basketball coach John
Wooden still remembers his father giving him a $2
bill as a grade-school graduation present in 1924,

and saying ‘‘Johnny, as long as you have this you’ll
never be broke.’’ Cash was scarce for the Wooden
family and two dollars was a lot of money.26

Gold and silver cannot be increased in quantity
except very slowly through exploration and 
mining. To maintain confidence in the dollar it was
only necessary for the U.S. Treasury to hold gold
and silver reserves equal in value to a small portion
of the nominal value of U.S. dollars in circulation
or represented by bank deposits. That was enough
to make people content to hold paper money
because they knew they could turn it in for gold or
silver at any time. Therefore, the U.S. dollar once
had the integrity that comes from stable value.

From 1933 through 1971 our government grad-
ually eliminated any link between the dollar and
gold and silver to fund continual deficit spending
due to depression, wars, and establishment of 
a variety of expensive social welfare programs.

In 1910 the U.S. national debt was $1,100,000,000
($1.1 billion or $11.93 per capita for the U.S. 
population).27 At September 30, 2008, according to
U.S. government statistics, the total of debts and
other obligations of the federal government was
$56,400,000,000,000 ($56.4 trillion or $184,000 per
capita and nearly $500,000 per household). 77% of
the $56.4 trillion is unfunded future liabilities for
Medicare and Social Security, two programs that
did not exist in 1910. Medicare alone has unfunded
future liabilities of $37 trillion, which amounts to
$320,000 per U.S. household. Every year debt and
other obligations of the U.S. increase by $2 trillion
to $3 trillion.28

Except during the War for Independence and
the Civil War, America had no inflation over the
137 years from 1776 until the establishment of 
the Federal Reserve System in 1913.29 Since 1913,
the U.S. dollar has lost over 95% of its purchasing
power, according to the CPI (Consumer Price
Index) calculator published on the internet 
by the U.S. Bureau of Labor Statistics at
http://www.bls.gov/data/inflation_calculator.htm.

The Federal Reserve System was established
by Congress in 1913 to act as a lender of last resort
to avoid a repetition of the Panic of 1907 when
many banks were in danger of failure due to lack
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of enough ready cash to pay off all their depositors
at once during a run on the banks.

Since World War II federal law has required the
Fed to stimulate the economy by pumping paper
money into the economy whenever recessions
threatened rising unemployment. The Fed has no
real assets of its own to back its issuance of paper
money. It creates new money by the printing press
or more easily by electronic means. Accordingly,
the Federal Reserve has evolved into one of the two
engines of inflation. The other is the U.S. Congress. 

Since Congress continually spends more than
it takes in from taxes and sale of Treasury debt, by
tacit but nonetheless real agreement the Fed funds
a good part of the spending of Congress by creating
enough money to cover the difference between
expenditures and revenues from taxes and sale of
government bonds. That is why the growth of our
national debts and the loss of value of our national
money are interrelated. They have a common source
in the Congress which makes enormous financial
commitments that debase our money and impose
huge financial burdens on future generations
without their consent.

The growth of our nation’s debt and the loss in
value of the dollar can be explained by the fact that
inflation is often a temptation for governments
because they have a monopoly on the supply of
money. The risk of sustained higher inflation is
why we hold precious metal securities. The per-
petual growth of federal debt and the depreciation
of the U.S. dollar are bound to continue until a suf-
ficient number of American citizens understand
the dangers of, and reject the growth of, debt 
and inflation.

ANNUITIES: GUARANTEED
MINIMUM WITHDRAWALS

An insurance agent recently made a presentation
to a 58-year-old friend of ours that can be summa-
rized as follows: Invest $500,000 now in a variable
annuity and you can opt for a ‘‘guaranteed 
minimum withdrawal’’ benefit that will increase
your $500,000 investment by 6% per year for 
two years and 7% a year for the next eight years.

That sounded good to our friend because he
believed that with the annuity a $500,000 invest-
ment would double in complete safety over the ten
years until he was 68. However, our friend wanted
our opinion because he was not totally clear on how
the annuity would work.

We examined the annuity contract and the
prospectus for the underlying investment in equity
mutual funds available to the customer. The 6% and
7% benefit increases were at simple interest, not
compound interest that after ten years provided a
hypothetical value of $840,000, a gain of 68%, not
the 100% our friend was led to believe.

The $840,000 value was hypothetical, not real,
because it was the sum of equal annual payments
payable starting ten years after our friend’s 
proposed investment of $500,000. The actual or
“present” value of this income stream at inception
was no more than $625,000, the amount necessary
for a 68-year-old person to buy a lifetime annuity
with payments totaling $840,000.30

Furthermore, the contract provided that if the
customer chose to take out the full value of his
investment in a single, lump sum after ten years,
there was no guarantee how much that would be;
the Prospectus accompanying the annuity contract
said that the investor could actually lose money
over ten years. That is true because the underlying
investment was in the stock market via an equity
mutual fund and, of course, one can lose money in
the stock market.

The expenses of the annuity were 3% per annum
without the guaranteed minimum withdrawal 
feature and 3.7% per annum with it; and there 
was commission paid to the selling broker that
could range typically from 6% to 8% of the 
amount invested, which is taken out of the 
customer ’s principal. All in all, these expenses
indicated that if the stock market gained 10% a
year over ten years, $500,000 invested in a low-
cost stock index fund would grow to nearly $1.3
million, while $500,000 invested in the annuity
would grow only to $810,000. Thus, the effect of all
the expenses of the annuity would reduce the
nominal stock market return from 10% a year to
about 5% a year.
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The annuity included a life insurance feature
that would pay off no less than the original $500,000
in case of death of the annuity holder. However, the
cost of duplicating that insurance benefit with term
life insurance would have been less than $15,000 over
the projected ten years holding time for the annuity. 

If our friend wanted a combination of security
of nominal principal and some chance of stock
market gains on his $500,000 of capital, probably
he would be better off investing 75% of his money
in treasury bonds or insured bank deposits and the
remaining 25% in a low-cost stock index fund. That
way he would be virtually certain to recover the full
nominal value of his investment from the return of
principal and interest on the bonds or bank deposits,
and would make a total pre-tax profit of 25% even if
the stock index fund just broke evenover the tenyears.

WORTH READING

Reforming payment for health care

David Goldhill has written an excellent article
entitled ‘‘How American Health Care Killed My
Father,’’ The Atlantic, September 2009.31

Analyzing the health-care system for over a
year was a labor of love for Goldhill, as a way to
cope with his father’s death from a hospital-borne
infection. He writes: ‘‘[T]he persistence of bad industry
practices – from long lines at the doctor’s office to ever-
rising prices to astonishing numbers of preventable deaths
– seems beyond all normal logic, [but there is] . . . an
underlying. . .reason why an industry, year in and year
out, would be able to get away with poor customer service,
unaffordable prices, and uneven results.’’

Goldhill concludes that the financial arrange-
ments built into our current system have made
patients relatively indifferent to the costs they incur 

and some, of course not all, health care providers
unmotivated to improve quality and service.

The dangers of student loans

To parents: before doing anything to encourage your
children to take out large loans for college expenses,
be sure to read ‘‘The Great College Hoax,’’ by
Kathy Kristof, Forbes, February 2, 2009, http://
www.forbes.com/forbes/2009/0202/060_3.html.

Reporter Kristof has written a detailed cost/
benefit analysis showing that for many students,
college loans can lead to a lifetime of debt that 
cannot be repaid or discharged in bankruptcy.
Recently, we published our own article on this issue,
‘‘Paying for College,’’ Investment Values, July 2008.

COMPOSITE PORTFOLIO

In 1997 we established our Balanced Portfolio
Composite (the ‘‘Composite’’) using client data
beginning January 1, 1992. The Composite includes
all fully discretionary, fee-paying accounts over
$250,000.00. The Composite assets are 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 regarding
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 represents real
money invested for clients.

In the three months ended September 30, 2009
we added shares of Eli Lilly and Company (LLY)
and liquidated our position in 3M (MMM).
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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 9/30/09.

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

CVM Balanced Portfolio Composite 2.33% 3.19% 4.14% 4.06% 5.41% 6.99%

S&P 500 Index -6.87%- -5.44%- 1.01% 2.13% -0.17%- 7.49%
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Balanced Portfolio Composite Holdings
as of September 30, 2009

Pct.
Security Assets

Berkshire Hathaway 8.4
Market Vectors Gold Miners ETF 8.1
Newmont Mining 6.5
Federated Prudent Global Income Fund 6.5
Federated Prudent Bear Fund 6.0
Pan American Silver 5.0
Pfizer 4.4
Central Fund of Canada 3.8
Leucadia National 3.1
Wrigley Bond, 4.3%, due 7/15/2010 2.8
Johnson & Johnson 2.6
Wal-Mart Stores 2.4
Medtronic 2.2
UnitedHealth Group 2.1
Stryker 2.1
Walgreen 1.8
Bristol Myers-Squibb 1.7
Amgen 1.5
Eli Lilly 1.5
Zimmer Holdings 1.4
Markel 1.3
Microsoft 1.2
Berkshire Hathaway, 7.125% due 10/15/2023 1.1
Abbott Laboratories 1.1
Chevron 1.0
ConocoPhillips 1.0
Washington REIT 0.6
Newmont Mining, 8.625% due 5/15/2011 0.5
Kaiser Permanente, 3.450% due 5/1/2011 0.5
Other 1.3
Cash Equivalents 16.5

Total 100.0

COMPOSITE PERFORMANCE INFORMATION

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

The Composite returns are total, time weighted
returns expressed in U.S. dollars and include 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.
The returns for the S&P 500 Index are calculated on a
total return basis with dividends reinvested. The S&P
500 Index is not available for direct investment.

Past performance is no guarantee of future results.
Any investment in marketable securities has the possi-
bility 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.

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 perform-
ance of securities in this newsletter. The information
contained herein is based on internal research derived
from various sources and does not purport to be 
statements of all material facts relating to the securities
mentioned. 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 Balanced Portfolio Composite has been
examined by independent auditors for the periods from
January 1, 1992 through December 31, 2008. A copy of
this examination report is available upon request.
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NOTES

John Kenneth Galbraith (1908-2006), quoted at the top of page 1,
was an economic historian, long-time Harvard Professor and author
of numerous financial and economic treatises, including The Great
Crash, 1929 (1954) and A Short History of Financial Euphoria (1990).

01For a description of our composite and the S&P 500 see pages 10-11
of the text above. We use July 13, 2007 as the market peak for the
S&P 500. The S&P was at or slightly above its July 13, 2007 level
later, but after July 13, 2007 the stock market was increasingly
undermined by the developing financial crisis.

02BEARX sells short and holds put options, which increase the
fund’s value in a falling market.

03PSAFX invests primarily in stable foreign governments’ short-term
bonds, thereby hedging against a relative decline in the U.S. dollar.

04See ‘‘What Happened to the ‘Depression’?’’ by Allan H. Meltzer,
The Wall Street Journal, Op-Ed, Sept. 1, 2009.

05This history is well documented in The Forgotten Man: A New History
of the Great Depression (2007) by Amity Shlaes; and Economics and
the Public Welfare: A Financial and Economic History of the United States,
1914-1946 (2nd ed. 1979) by Benjamin M. Anderson.

06‘‘The Credit Crunch Continues,’’ by Meredith Whitney, Op-Ed,
The Wall Street Journal, Oct. 2, 2009.

07See ‘‘Housing Recovery Obstacle: So Many Houses,’’ by Mark
Gongloff, The Wall Street Journal, Sept. 24, 2009; and ‘‘Next Fore-
closure Wave Is in View,’’ by Don Lee, Los Angeles Times, July 4, 2009.

08See Napier, Russell, Anatomy of the Bear: Lessons from Wall Street’s
Four Great Bottoms (2005). The author correctly predicted that the
stock market rally of 2003 through publication of his book in late
2005 was but a counter-trend rally in a long-term secular bear.

09The list of twelve includes Abbott Laboratories, Bristol-Myers
Squibb, Chevron, ConocoPhillips, Johnson & Johnson, Eli Lilly,
Medtronic, Microsoft, Pfizer, Stryker, Wal-Mart, and Walgreen.

10The inflation-adjusted cost (in current dollars) was $190 billion. 
For a history of the crisis and an accounting of costs to the taxpayers,
see The Savings and Loan Crisis: Truth and Consequences, by T. Curry
and L. Shibut, Federal Deposit Insurance Corp. (2000), http://
www.fdic.gov/bank/analytical/banking/2000dec/brv13n2_2.pdf 

11Report by the Federal Deposit Insurance Corporation on ‘‘The LDC 
Debt Crisis,’’ http://www.fdic.gov/bank/historical/history/191_210.pdf

12For a superb history and analysis of the Long-Term Capital Manage-
ment fiasco see When Genius Failed (2000) by Roger Lowenstein,
reviewed in the January 2002 issue of Investment Values.

13‘‘Current Outlook: A Credit Mania And Its Consequences,’’ Investment
Values, July 2007; ‘‘The Financial Crisis of 2008,’’ Investment Values,
October 2008, pages 6-7, text accompanying notes 15 to 20; and “Bank
Fined for Refusal to Make Subprime Loans,’’ Investment Values,
January 2009.

14Fleckenstein, William, Greenspan’s Bubbles: The Age of Ignorance at
the Federal Reserve (2008), page 127.

15Chairman Buffett’s letter, 2002 Berkshire Hathaway, Inc. Annual
Report, pages 13-14.

16A derivative is a contract or security that is valued based on some
underlying asset or security. Derivative contracts can be used to
reduce risk in a variety of commercial activities, such as a farmer’s
risk of getting an inadequate price when he is ready to sell his crop. 
Derivatives can also be used to seek speculative profits. We are
concerned here with the latter usage.

17Abundant, publicly available evidence of the existence of a real estate
bubble by early 2005 is documented in, e.g., Shiller, Robert J. Irrational
Exuberance, (2nd ed. 2005), chapter 2, ‘‘The Real Estate Market 
in Historical Perspective;’’ ‘‘Rising Real Estate Prices: Irrational
Exuberance Moves Home,’’ Investment Values, April 2005; and
‘‘Irrational Exuberance Moves Home,’’ by our Darren C. Pollock,
published on the website of the Prudent Bear Fund in May, 2005,
http://www.cheviotvalue.com/media0505.html

18Quoted in Fleckenstein, Greenspan’s Bubbles, note14 above, at page 159.
19See ‘‘Bernanke: There’s No Housing Bubble to Go Bust,’’ by N.

Henderson, The Washington Post, Oct. 27, 2005.
20Speech entitled ‘‘ModernRiskManagement and Banking Supervision,’’

http://www.federalreserve.gov/newsevents/speech/Bernanke20
060612a.htm

21See ‘‘Lehman and the Financial Crisis,’’ by John H. Cochrane and
Luigi Zingales, The Wall Street Journal, Op-Ed, Sept. 15, 2009.

22The seven were Fannie Mae, Freddie Mac, AIG, Washington Mutual,
Wachovia (sold to Wells Fargo to avoid federal takeover), Merrill
Lynch (acquired by Bank of America at behest of the Fed and the
Treasury), and Lehman Brothers. Two others, Bear Stearns and
Countrywide Financial had failed earlier last year.

23Quoted from ‘‘Lehman and the Financial Crisis,’’ by John H. Cochrane
and Luigi Zingales, note 21 above.

24Comments of Thomas M. Hoenig, President of the Federal Reserve
Bank of Kansas City, Missouri, and the longest-serving member of
the Fed’s policy-making body, the Federal Open Market Committee,
quoted in ‘‘Fighting to Rein In Big Banks’ Power,’’ by Jack Willoughby,
Barron’s, September 14, 2009.

25See ‘‘FHA’s funds dwindling as role deepens,’’ by J. Puzzanghera,
Los Angeles Times, Oct. 8, 2009; ‘‘Subprime Uncle Sam,’’ Editorial,
The Wall Street Journal, Sept. 29, 2009.

26Wooden, John R., My Personal Best (2004), pages 18, 52. In 1924 
$2 had the purchasing power of $25 today.

27The World Almanac and Book of Facts, 2009 edition, pages 99, 592.
28See ‘‘What is the real national debt?’’ and ‘‘State of the Union’s

Finances: a Citizen’s Guide,’’ by the Peter G. Peterson Foundation,
http://www.pgpf.org/about/nationaldebt/ and http://www.
pgpf.org/getinvolved/citizens-guide/

29See Fisher, Kenneth L., The Wall Street Waltz (1987), pages 118-121.
30The $625,000 amount assumes only 3% earnings credited to the

customer’s investment. With 4% earnings credited the present value
would be $571,000, and with 5% interest would be only $523,000.

31http://www.theatlantic.com/doc/print/200909/health-care


