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THE CREDIT MANIA BEGETS
A FINANCIAL CRISIS

For many decades expanding credit has promoted
our country’s economic growth and a perennially
rising standard of living by enabling and encour-
aging consumers and businesses to borrow and
spend ever larger amounts. That borrowing and
spending contributed to full employment, and
caused sensational rises in the stock market and 
in real estate which in turn encouraged people to
borrow and spend still more.

Now credit is contracting. Over-extended 
consumers are spending less; home prices are
falling as mortgage delinquencies and foreclosures
rise; some of the biggest banks are in serious 
financial trouble; important segments of the
American economy are experiencing difficulties;
the stock market recovery has stalled; and the
popular media report that the U.S. may have
entered economic recession.

The cause of economic recession or depression
is – prosperity. Recession is the downside of the
‘‘business cycle,’’ that operates as follows: in good
times, businesses and individuals tend to increase
borrowing and spending to the point of being over-

extended; then, when it becomes necessary to re-
adjust by cutting back on borrowing and spending,
there is a reduction of economic activity in which
unemployment increases and prosperity wanes.

Four years ago we observed in this newsletter:
‘‘We see evidence of widespread imprudence 
and outright speculation in home buying that is
pushing prices up to a degree that seems to be
engendering the risk of yet another deep and pro-
longed fall in home prices in Southern California.’’1

[Notes appear at page 10.] Now the issue is not
whether – but how far – home prices will fall.

Last year downside volatility returned to the
stock market, a development we have guarded
against in managing our clients’ assets. The defen-
sive position that we maintain for our clients’ 
portfolios helped us achieve gains while avoiding
losses the past eight years. This year we expect to
see lower prices in the stock market and, therefore,
more opportunity to put cash reserves to work 
on offense rather than defense – buying shares of
good quality companies at reasonable prices.

Origins of the crisis

After making enormous profits packaging and
selling debt in recent years, some of the titans 
of commercial and investment banking are now
reporting colossal losses. Mortgage losses
announced by such large companies so far add 
up to more than $70 billion and counting.2

UBS, the largest bank in Switzerland,
announced $14.4 billion in losses while stating
‘‘the ultimate value of our sub-prime [mortgage]
holdings remains unknowable.’’3 UBS fired its
CEO last summer.
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In December Wachovia Corp., the fifth-largest
US bank by market value, reported that its 
mortgage-related losses so far have exceeded 
$2 billion. Its CFO commented: ‘‘None of us 
knows what inning we are in.’’4

The attitude of Citigroup CEO Charles Prince
perhaps typified the recklessness of some of the
largest banks. When asked last summer whether
Citigroup would continue aggressive lending for
potentially risky private equity buyouts, Mr.
Prince said: ‘‘When the music stops, in terms of
liquidity, things will be complicated. As long as
the music is playing, you’ve got to get up and
dance. We’re still dancing.’’5 Four months later 
Mr. Prince was fired by Citigroup after the firm
reported $15 billion in losses.6

Merrill Lynch has also acknowledged billions
of dollars of losses in sub-prime mortgages and
other credit market losses. Merill, too, has fired its
CEO, Stan O’Neal.

In their involvement in the mortgage mess 
the largest financial disservice companies – major
commercial and investment banks – displayed
almost incredible greed and incompetence, as 
epitomized by the following comment in a leading
business magazine:

‘‘Two things stand out about the credit crisis
cascading through Wall Street: It is both totally
shocking and utterly predictable. Shocking, because
a pack of the highest-paid executives on the 
planet, lauded as the best minds in the business
and backed by cadres of math whizzes and 
computer geeks, managed to lose tens of billions
of dollars on exotic instruments built on the shaky
foundations of subprime mortgages. Predictable
because whether it’s junk bonds or tech stocks or
emerging-market debt, Wall Street always rides a
wave until it crashes.’’7

In 2006 Charles Prince of Citigroup and Stan
O’Neal of Merrill Lynch were paid, respectively,
$25.6 million and $48 million in cash, stock and
options, based on the high profits being reported by
their firms. Now it is clear those profits were grossly
over-stated because of the losses incurred in the
very business that generated the supposed profits,
yet Prince and O’Neal get to keep their pay.8

Money was flowing so freely on Wall Street
that people in their late 20s and early 30s were
making $10 or $20 million a year in the packaging,
selling and trading of ‘‘derivative securities’’ 
with acronyms such as MBS (mortgage-backed
security), CDO (collateralized debt obligation),
CLO (collateralized loan obligation), SIV(structured
investment product), etc.9 Wall Street firms used
these derivative securities to package all sorts of
debts – home loans, auto loans, credit card debt –
and sold them around the world.

The creators of these ‘‘products’’ were compa-
nies such as Citigroup, Merrill Lynch, Barclays, ING,
UBS, AXA, Bank of America, J.P. Morgan Chase, etc.
The buyers included hedge funds, pension funds,
college endowment funds and wealthy individuals
not only in the U.S. but around the world. The 
buyers relied on investment-grade ratings accorded
the products by prestigious rating agencies such as
Fitch, Moody’s and Standard & Poor’s. Before the
crisis erupted, Government regulators said little or
nothing about the riskiness of the products or the
suitability of their safety ratings.

Sellers, buyers, rating agencies, and regulators
were all relying on financial modeling techniques
that assumed home prices would continue to rise.10

However, as Peter Bernstein, an experienced
observer commented recently:

‘‘The process that led to the current crisis
developed from [the] notion that home prices
‘could only go up.’ If the prices could only climb,
then all bets supported by that assumption were
riskless. . . In reality a moment had to arrive when
buyers would balk, sellers would bargain, and
builders would flood the market with new houses
. . .That moment arrived in the second quarter of
2006, as prices finally topped out. Prices have fallen
every month since.’’11

The credit crisis is global, with the biggest 
losers in the sub-prime mortgage mess including
the largest banks in the U.S., Britain, France,
Germany, and Switzerland. 

Nearly 200 mortgage brokers have gone out of
business in just the past year or so. Lenders such
as Washington Mutual and Countrywide Credit
are in serious financial trouble because of their
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sub-prime mortgage lending. And at least 2 
million individual borrowers are expected to
default on their mortgages in the next year or two.

The residential real estate bubble of recent
years was fueled primarily by easy money, lax
lending standards, greed in the industry, greed 
in a class of individuals speculating in homes with
no money down, and the hopes of the innocents
who aspired to buy homes they could not afford,
all relying on the idea that the rise in home prices
was forever.

The mortgage mess, i.e., low quality residential
real estate loans is, so far, the area of the largest
losses in the credit crisis. Initially defaults were
mainly in ‘‘sub-prime’’ loans to borrowers with
poor credit. Recently, however, borrowers with
good credit have been defaulting in large numbers
on so-called ‘‘option ARMs,’’ in which borrowers
may choose to pay less than the interest due, with
the deferred interest added to the loan balance.12

The unsophisticated or imprudent borrowers
who have defaulted on sub-prime loans and
option ARMs, or will soon do so, are part of the
mortgage mess, but they could not have partici-
pated without the elaborate infrastructure which
fostered such loans. The chain of poor decisions
that created the mortgage mess includes the entire
mortgage lending industry: Wall Street firms that
financed large amounts of risky mortgage loans 
by packaging them as securities; private rating
agencies that awarded safe ratings to the CDOs,
SIVs, etc. that were filled with such risky loans;
banks and other mortgage lenders that originated
such loans; and careless or even fraudulent real
estate appraisers who supplied lenders with overly
optimistic valuations of homes.

Money is the reason the mortgage industry
either did not see or ignored the disaster they
were creating. Those in the industry were taking 
in huge sums of money during the residential real
estate mania. Regulators did little if anything 
to avert the crisis because there were few who
understood that what was happening was a 
bubble that would have untoward consequences.
Furthermore, it seems to be the rule that financial
industry regulators act after damage has been

done, just as traffic regulators usually put up stop
signs at an intersection after a deadly accident.

Impotence of central banks in this crisis

Commercial banks operate on a system of ‘‘frac-
tional’’ reserves. That is, they take in deposits but
lend out most of the deposits, keeping in reserve a
relatively small fraction of the amount deposited.

The fractional reserve system works as long as
depositors don’t all demand their money at once.
A classic ‘‘run’’ on banks is what happens when
frightened depositors all seek to withdraw their
money at the same time.

The existence of central banks has a twofold
purpose: first, to act as a lender of last resort 
in order to avert financial panics, including bank
runs; and second, by imposing loan ‘‘reserve’’
requirements to curb irresponsible bank lending
that could lead to bank failures, deposit losses
and depositor panics.

In recent years there has been a rapid and
unsustainable worldwide rise in asset prices 
(in real estate, stock markets, commodities, etc.)
fueled by excessive risk-taking and credit creation,
of which the mortgage mess in the U.S. is but one
example. Central banks had no power to stop
excessive credit creation of mortgage securities, 
for example, because much of this credit was 
generated through activities that avoided the 
formal loan ‘‘reserve’’ requirements central 
banks impose on commercial bank lending. 
Suffice it to note here that ‘‘securitization’’ and risk 
shifting via derivative contracts induced banks to
create mortgage and other credit far greater than
could have been done within the formal bank loan
reserve requirements.13

Over the past few years asset-backed lending
stimulated a sensational global rise in the prices of
assets bought with cheap and easy money. Now,
waves of defaults are spreading throughout the
global financial system. Loans have become far
more difficult to get, and asset prices are falling
around the world. This has engendered fear of the
type of asset price deflation that occurred world-
wide in the Great Depression of the 1930s, and

3



more recently in Japan after 1989, and in the Asian
financial crisis of 1997-98.

Much as they would like to avoid a widespread
deflation in asset prices, central banks are likely to
be powerless to prevent it, as much of the damage
is occurring in ways a central bank is unable to
halt. For example, while a central bank such as 
the Fed can make money readily available to 
commercial banks for lending, banks that are
already dealing with large losses from prior 
lending are likely to be unwilling to use newly
provided cash to make more loans that could go
into default in a deflation.

Furthermore, much of the problem in the
financial system is in assets including risky 
derivatives held by non-bank financial institutions
such as brokerage firms, hedge funds, investment
banks, pension and endowment funds, etc.
Neither these entities nor many of the assets they
own are eligible for central bank loans.14

Big commercial and investment banks have
been hard hit by recent credit market losses as
shown by their taking in new capital, on nearly
exorbitant terms, from the Middle East and Asia.
Citigroup, Merrill Lynch, UBS, and Morgan
Stanley, for example, recently sold equity stakes 
to sovereign investment funds of the countries 
of Abu Dhabi, Singapore, and China. Selling 
themselves piecemeal to wealthy foreign interests
to avert insolvency is now a necessary evil for
these large banks.15

CURRENT OUTLOOK FOR THE ECONOMY,
REAL ESTATE AND THE STOCK MARKET

The economy

Alarge percentage of the U.S. public, tens of millions
of people, have little if anything in savings, have
been spending more than their earnings, and are
going deeper and deeper into debt. The sensible
thing for such people is to cut back on spending
and pay down debt. If that happens on a wide-
spread basis it will cause an economic recession.

There is empirical and anecdotal evidence that
significant portions of the economy are already 
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in recession. Although painful, on balance a 
recession would be a good thing, not a bad thing.
It is the price our country would pay to restore to
health not only the over-stimulated national econ-
omy, but also the finances of the over-indebted
and under-saving multitude.

The dollar, oil, and precious metals

The accompanying U.S. dollar (‘‘USD’’) graph 
represents the relative value of our dollar against
an index of currencies of America’s principal 
international trading partners and other important
countries.

The relative value of a country’s currency
depends on the country’s productivity and the
extent to which the country’s central bank protects
or depreciates the currency through monetary
supply. The long-term trend is clear. Since 1973 
the USD has lost one-third of its relative value, 
a decline averaging about 1.2% per year.

History suggests the reasons for some of the
shorter-term moves since 1973:

- The decline in the 1970s occurred (1) after
President Nixon took the U.S. completely off the
gold standard, making it easier to devalue the U.S.
dollar, and (2) during the ‘‘stagflation’’ period of
the mid- to late-1970s when a stagnant American
economy was plagued with high inflation.

- In 1979 Fed chairman Paul Volcker announced
that henceforth the Fed would no longer try to
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- stimulate the economy by pumping money 
into the banking system. Consequently, interest
rates on U.S. Treasury debt soared, and so did
the dollar, which became far more attractive 
to foreigners.

- After Volcker left the Fed in 1987, the USD
reverted to its pre-Volcker level vis-à-vis other
leading currencies. The Fed’s new chairman,
Alan Greenspan, pumped money into the 
financial system (1) to save the stock market 
in 1987; (2) then to save the banking industry
with 24 consecutive short-term interest rate cuts
from 1989 to 1992; and (3) to rescue the stock
market again in the wake of the 2000-2002 stock
market crash.

In October 2005, explaining our investment in
Newmont Mining when gold was priced below
$500 per ounce, we said that for macroeconomic
reasons we expected gold to rise to or above $800 an
ounce, a level surpassed last fall.16 Since 2001, gold
is up 239% and oil is up 267% while major foreign
currencies are up over 50% vs. the US dollar. As
the Wall Street Journal observed recently, if the US
dollar was as ‘‘good as gold’’ oil would now be at
$30 a barrel. It appears to be Fed money-pumping
that has cheapened the USD in recent years.

The weakness of the USD does not fully explain
the recent rise in oil prices, as since last August the
USD is down 8% compared to a rise of 40% in oil
prices. There is cause for the price of oil to go
down considerably from its recent level: current
supplies are abundant; eventually high prices may
reduce demand; production in the major produc-
ing countries is likely to increase; and the cost 
of production is only $5 to $10 a barrel in the most
accessible locations and around $30 a barrel in
Canadian oil sands with their vast reserves.17

Real estate

A variety of experts have concluded that there is a
strong probability of a significant fall in U.S. home
prices over the next five years; and that the decline
in Southern California could be 25% or more from
the peak reached in 2006.18

A decline of such magnitude is not unprece-
dented. There was a 50% national average decline
in home prices in the decade from 1925 to 1935.19 In
the 1990s California home prices fell 30% or more
and Japanese real estate fell 70%.

Several factors indicate that home prices may
fall a long way from current levels:

1. Cheap and readily available mortgage 
lending was a primary factor in driving
home prices up so far and so fast. The days
of such lending are over.

2. In terms of annual expense, for some time 
it has been far cheaper to rent than to buy 
a similar home.

3. There is a large and growing supply of unsold
homes, many foreclosed and many vacant,
eliminating the ‘‘seller’s market’’ psychology.

While the national average for home prices
was rising 74% from 2000 to 2006, U.S. median
household income rose only 15%.20 That made
buying a home less and less affordable. In
California the housing bubble sent the median
home price up 174%, to $500,000 in 2006. At that
level, less than one in 20 residents could afford to
buy the average home in Los Angeles, Orange
and San Diego counties.21

‘‘In Los Angeles it [now] costs less than half 
as much to rent a house or condo than to own one.
. . . [O]ver time the most reliable guide to home
values is rents. In most markets people won’t lay
out much more in monthly costs to own a house or
condo than they would to rent a similar property
unless they expect a huge profit when they sell.’’22

Some people believe mistakenly that the most
expensive neighborhoods will be immune from a
general price decline. In the last major downturn
in California expensive homes in upscale neigh-
borhoods were not spared from the general decline.
In fact, the decline could be greater in the most
costly neighborhoods.23

The stock market

The price/earnings ratio (‘‘PE’’) can be an indi-
cator of relative risk or safety in common stock
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investing. The PE is market price (P) divided by
‘‘earnings,’’ (E), i.e., net profits after tax. A low PE
for a company’s shares generally indicates lower
downside risk and more upside potential, while a
higher PE generally indicates higher risk and less
potential profit. The foregoing is an over-simplifi-
cation but is essentially correct, as illustrated by
the accompanying graph.

The overall stock market also has a PE ratio.
High PEs in the late 1920s and late 1990s were 
followed by poor stock market returns for years;
and the low PEs of the late 1940s and early 1980s
were followed by long-term market rises.

The accompanying graph is based on using 
for ‘‘E’’ the average corporate profits over the 
previous ten years. This neutralizes the distorting
effects of the business cycle, which can make an
expensive market look reasonable when profits 
are at their peak, or a relatively cheap market look
expensive because profits are at low ebb.

The graph indicates that the overall stock 
market is now more expensive, and thus more

6

risky, than at any other point over the last 130
years, except during the great bubbles of the 1920s
and 1990s. Unless otherwise indicated ‘‘market’’
means the S&P 500 which represents 77% of the
total U.S. stock market value.

The graph confirms the view of the market 
we expressed in this newsletter in 1999 and 2000,
when we said that an investment in the S&P index
was likely to be disappointing; and that ‘‘unbridled
optimism of the growing speculative contingent
[in the market had caused]. . . drastic price inflation
and concomitant price risk . . .’’24 Those predictions
have been validated by the market. On December
31, 2007, the S&P 500 closed at 1468, one point lower
than its 1469 close at yearend 1999.

There are current share price declines of 50%
or more in process in housing related industries,
consumer related industries and a variety of finan-
cial service companies. Currently, nearly 1,000 of the
stocks in the broad S&P 1500 are in a bear market,
since they are 20% or more below their highs of the
past 52 weeks.25 The S&P 1500 includes shares of
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companies of all sizes representing about 85% of
total U.S. stock market value. Should stock market
prices continue to fall, we expect to see more
attractive pricing of the companies in which we
would like to invest.

CHEVIOT IN BARRON’S AGAIN

Shares of Warren Buffett’s Berkshire Hathaway
have been our largest common stock investment
since the inception of CVM in 1985. Starting in 1957
with just $105,000 in an investment partnership,
Buffett and Berkshire achieved the most successful
long-term performance on record, simply by 
picking stocks and companies for investment.26

When the Buffett Partnership bought control
of Berkshire Hathaway in 1965 it was a struggling
textile manufacturer.27 Beginning in 1967, Buffett
and Charlie Munger, Berkshire’s vice-chairman,
used the cash generated within Berkshire to
acquire over 70 subsidiary companies in a number
of diverse businesses, of which by far the largest is
property and casualty insurance. Other Berkshire
businesses include regulated electric and gas 
utilities and a variety of manufacturing, service
and retail operations.

Berkshire’s market value has grown from $14
million in 1965 to over $200 billion today, placing
its market value in the top ten in the U.S. market,
and achieving a compound annual growth rate
over 25% per year, compared to 10.3% per year for
the stock market, as represented by the S&P 500.
$10,000 invested in the S&P in 1965 would now be
worth $670,000 while $10,000 invested in Berkshire
in 1965 would now be worth $145 million.

At September 30, 2007 Berkshire also held in
its insurance companies an investment portfolio
worth $143 billion, invested 27% in cash and
equivalents, 19% in bonds, and 54% in common
stocks, including large positions in American
Express, Anheuser Busch, Coca Cola, Conoco
Philips, Johnson & Johnson, Moody’s, Procter &
Gamble, U.S. Bancorp, USG Corp., Wal-Mart Stores,
The Washington Post, and Wells Fargo.

The December 17, 2007 issue of Barron’s carried
a cover story asserting that Berkshire shares were

over-priced. CVM’s Darren Pollock replied to that
article. Darren’s letter was published, in part, in
Barron’s December 31, 2007 issue. The full text of
Darren’s letter follows.

‘‘Andrew Bary’s December 17th article, ‘Sorry,
Warren, Your Stock’s Too Pricey,’ reminds me of
the ‘What’s Wrong, Warren?’ cover story from
December 27, 1999, also written by Mr. Bary. That
article opened with, ‘After more than 30 years of
unrivaled investment success, Warren Buffett may
be losing his magic.’ Buyers of Berkshire Hathaway
at that time have seen their investment appreciate
by more than 150% or 12% annualized. During that
same period, the S&P 500 provided no capital
appreciation and only a meager dividend yield.
In the most recent article panning Berkshire, alter-
native investment ideas are offered. The future
returns from the group (AIG, Allstate, American
Express, Loews Group, and Wells Fargo) could
similarly underperform Berkshire.

‘‘The criticism that Buffett is getting old was
present in Mr. Bary’s recent story and it is an
unfounded criticism that has dogged Buffett for
years. Mr. Buffett was recently followed overseas
by a CNBC camera crew and it was mentioned at
one point that his schedule prevented him from
sleeping for 28 consecutive hours. All the while, 
he was his usual chipper, lucid, and witty self.
Given what Barron’s pegged as a nine-year life
expectancy and assuming that Buffett will work
for as long as he’s able, his tenure at the helm of
Berkshire should last longer starting today than
the average tenure of a CEO in corporate America.

‘‘Mr. Bary wrote that Berkshire’s fair value is
‘$125,000 to $135,000, not the current quote of
$143,000.’ Using the average fair value estimate 
of $130,000 puts the shares 10% above Barron’s 
calculation of true worth. Say the shares of one of 
the world’s best companies were trading for $55.
Would Barron’s run a cover story urging its readers
to sell the stock because Barron’s felt that its shares
were 10% overvalued, i.e., worth merely $5 less?

‘‘There is no doubt that Mr. Buffett’s ability 
to grow his already giant company is constrained
relative to what he was able to accomplish for
Berkshire in previous decades. But it will continue
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to grow, albeit at a slower pace. So, with a stock
that might be only 10% overpriced, how wise is it to
bet against one of the smartest investors in history?’’

BUFFETT’S TWO RULES

While many stock market participants place an
emphasis on how much money can be gained from
an investment (or speculation), value investors
always consider the risk of loss when making a
purchase – because the single greatest impediment
to growing one’s portfolio is to suffer a permanent
loss. Warren Buffett, America’s preeminent investor,
summarizes his own loss avoidance philosophy in
two simple rules:

Rule number one: Don’t lose money.
Rule number two: Don’t forget rule number one.

This also applies to monitoring one’s existing
holdings. To avoid loss an investor ought to ask
continually ‘‘What could adversely impact this
particular company?’’

Four years ago our clients’ accounts held
shares of seven different banks. All had successful
long-term track records of stable and increasing
profitability with regular dividend increases. 
CVM had purchased shares of each company at 
a reasonable price.

In 2003-2004, CVM’s Darren Pollock examined
the future prospects of these large – and heretofore
safe – banks. Just as it is far safer to drive while
looking through the windshield instead of peering
into the rearview mirror, it would prove safer to
look ahead with regard to these banks.

Darren’s investigation found that several of the
banks we held were engaging in what had become
a common practice in the lending industry: i.e.,
making loans for 100% of the appraised value of 
a home to borrowers with poor credit (so-called
‘‘sub-prime’’ loans). Many such lenders sold off the
majority of their unsafe mortgages to ‘‘securitizers’’
– generally Wall Street firms that packaged them
in bulk for resale as mortgage-backed securities.
However, such firms were simultaneously invest-
ing in mortgage-backed securities containing risky
loans generated by other lenders.

This practice begged the question: ‘‘If Company
A and Company B both used lax lending standards
to make risky loans and Company A sold its loans
to Company B yet Company B sold its loans to
Company A, how have these companies truly
avoided the risk they created?’’ It appeared clear
that they did not reduce or avoid risk at all. What
took place was a mere reshuffling of risk from one
company to another.

To reach this conclusion in early 2004 was to
stand virtually alone in an investment world that
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believed these large institutions were using 
modern day financial tools to decrease risk and
increase overall profitability.

As illustrated by the accompanying graphs,
beginning in 2004 we sold out our positions in
four of such banks, all at a profit.28 We continue 
to hold shares of three banks that we believe
avoided lax and dangerous lending practices: 
BB & T Corp., Exchange Bank of Santa Rosa, and
Washington Federal Savings & Loan (a wholly
different company than Washington Mutual).

We do not know if the managers of these three
banks are aware explicitly of Buffett’s two rules,
but they seem to be observing those rules in their
business. For example, here is how Washington
Federal describes its lending policies in the annual
report for its fiscal year ended September 30, 2007:
‘‘[H]olders of subprime loans and securities backed
by them are announcing anticipated losses that will
amount to at least tens, and perhaps hundreds, of
billions of dollars. . .Washington Federal will not
be making such an announcement. Your company
did not originate, sell or purchase subprime 
mortgage loans.’’
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MODEL PORTFOLIO UPDATE

The Model Portfolio was inaugurated on December
31, 1986 with hypothetical starting capital of exactly
$200,000.00. There have been no capital additions
to the Model Portfolio. The only withdrawals have
been hypothetical management fees. While there
have been no additions, the portfolio’s total cost
basis has risen since 12/31/86 by adding to cost
the amount of interest, dividends, and realized
gains in the portfolio.

The table on page 12 shows the performance 
of the Model Portfolio, the Model Portfolio’s 

common stocks, and the S&P 500 Index. The 
objectives of the Portfolio are, in order of priority,
capital appreciation from marketable equity 
and equity-related securities, which at 12/31/07 
comprised 74.3% of the Model (compared to 
73.0% three months ago); and stability from 
inclusion of cash equivalents and fixed income
and related securities, which at 12/31/07 com-
prised 25.7% of the Portfolio (compared to 27.0%
three months ago).

Additions: We initiated positions in Walgreen,
485 shares; and Syneron Medical, 880 shares.
We added to existing holdings 140 shares of
Medtronic; and 235 shares of Zimmer Holdings.

Deletions: We sold out of our positions in Tyco
Electronics, 125 shares; Tyco International, 125
shares; Annaly Capital, 1,550 shares; and the
Gillette and Caterpillar Finance bonds matured.

Syneron Medical (ELOS), an Israeli company,
produces medical devices for noninvasive cos-
metic medical procedures. Half the company’s
revenues are earned in the U.S. The company’s
patented electro-optical synergy technology
(known as ‘‘elos’’) helped Syneron achieve the
number one and two market share positions in 
the U.S. and internationally, respectively. Sales
and earnings have grown steadily since the 
company’s 2004 IPO. Syneron’s retained cash
earnings are so large that the company recently
announced its intention to repurchase more than
10% of its shares.

The Walgreen Co. (WAG), established in 
1901, is our country’s largest and most profitable
drug store chain. Through its 6,000 locations,
WAG processes 17% of all prescriptions written
nationwide. Walgreen has been a perennially
attractive company due to its strong finances,
steady growth in sales and earnings and a 
32-year track record of increasing dividends to
shareholders. Prescriptions account for two-thirds
of sales; therefore WAG has been able to increase
profits and dividends even during economic
downturns. The share price decline in the fourth
quarter afforded us the opportunity to purchase
this stellar company at its lowest valuation in
more than a decade.
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13‘‘Securitization’’ and use of ‘‘derivatives’’ are topics
of more complexity than our readers might care to
consider, hence we do not explain them beyond 
our brief mention of the MBS, CDO, CLO and SIV
derivatives discussed earlier in this newsletter.

14See ‘‘The Global Money Machine,’’ by David Roche,
The Wall Street Journal, 12-14-07, for a more detailed
explanation of the global credit freeze and the 
impotence of central banks to rectify it.

15‘‘Citigroup, Merrill Seek More Foreign Capital,’’ by
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Journal, 1-10-08, p. A1; ‘‘Sovereign Wealth Funds Strike
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12-19-07; ‘‘UBS Sells Stake After Write-Down,’’ by 
M. Landler, New York Times, 12-10-07. 

16See ‘‘Price and Value,’’ Investment Values, October, 2005.
17See ‘‘Why $100 Oil Can’t Float,’’ The Wall Street Journal,

11-8-07. 
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18See, e.g., ‘‘Home Prices Must Fall Far to Be In Sync
With Rents,’’ by G. Ip, The Wall Street Journal, 1-3-08;
‘‘Real Estate: How Far Will It Fall?’’ by A. Frangos,
The Wall Street Journal, 1-2-08; ‘‘U.S. Home Prices Fall
at Record Pace,’’ by A. Chang, Los Angeles Times, 
12-27-07; ‘‘U.S. Mortgage Crisis Rivals Savings &
Loan Meltdown,’’ by G. Ip, M. Whitehouse and A.
Lucchetti, The Wall Street Journal, 12-10-07; and ‘‘How
Low Can They Go?’’ by S. Tully, Fortune, 11-12-07.
The current weakness in housing prices was predicted
by CVM’s Darren Pollock in a detailed article of May
2005 that was quoted in Barron’s, was published
on PrudentBear.com, and appears on our website,
cheviotvalue.com/cvminthemedia.html. 

19See Fisher, Kenneth L., The Wall Street Waltz (1987),
pages 138-139.

20‘‘Pace of Decline in Home Prices Sets a Record,’’ by 
J. R. Hagerty and K. Evans, The Wall Street Journal, 
12-27-07.

21Editorial, ‘‘The Red Ink State,’’ The Wall Street Journal,
12-28-07.

22Quoted from ‘‘How Low Can They Go?’’ by S. Tully,
Fortune, 11-12-07.

23Recently a considerable number of multi-million dol-
lar luxury homes in Sarasota, Florida were auctioned
at listings of $2.1 million to $20 million. There were
few takers even though the average sale transaction
was at 45% below the asking price. See ‘‘A Bitter
Aftertaste,’’ by R. Plunkett, Barron’s 12-10-07, p. 54.

24‘‘S&P 500 Index Funds: A Trap for the Unwary,’’
Investment Values, April 1999; and ‘‘Current Outlook:
Some Thoughts on the Present Mass Speculation,’’
Investment Values, April 2000.

25From ‘‘Stocks Off to Worst Start Ever,’’ by M. Krantz,
USA Today, 1-8-08. 

26The story is well told in an outstanding biography,
Roger Lowenstein’s Buffett: The Making of an American
Capitalist (1995). 

27Berkshire’s textile business was closed in 1983, by
which time the company’s other assets had become
worth 50 times the total value of the company in 1965.

28In 2004 we also made a profitable sale of shares of a
fifth bank, Amsouth Bancorp. Because Amsouth was
acquired by another bank in 2006 we don’t include a
chart of its share price history during the time we
held its shares.
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Unit Total Market Pct.

Quantity Security Cost Cost Price Value Assets Yield

EQUITIES

120 3M Company 74.16 8,898.97 84.32 10,118.40 0.7 2.3
150 Abbott Laboratories 40.73 6,110.00 56.15 8,422.50 0.6 2.3
475 Amgen Inc 62.13 29,512.39 46.44 22,059.00 1.4 0.0
400 Arthur J. Gallagher & Co. 28.10 11,241.92 24.19 9,676.00 0.6 5.1
400 BB&T Corporation 34.56 13,824.00 30.67 12,268.00 0.8 5.5

2 Berkshire Hathaway-A 2,848.20 5,696.40 141,600.00 283,200.00 18.5 0.0
5 Berkshire Hathaway-B 1,041.00 5,205.00 4,736.00 23,680.00 1.6 0.0

900 Bristol Myers Squibb 26.90 24,213.00 26.52 23,868.00 1.6 4.7
200 Buckeye Partners LP 43.08 8,616.00 49.41 9,882.00 0.6 6.7
300 Chevron Corp 36.31 10,893.00 93.33 27,999.00 1.8 2.2
125 Covidien LTD 32.66 4,083.05 44.29 5,536.25 0.4 1.4
500 Donnelley & Sons 24.62 12,310.00 37.74 18,870.00 1.2 2.8
150 Exchange Bk Santa Rosa 73.28 10,992.50 112.00 16,800.00 1.1 3.6
405 Johnson & Johnson 60.77 24,613.37 66.70 27,013.50 1.8 2.5
550 Medtronic Inc. 50.62 27,838.40 50.27 27,648.50 1.8 0.9

1,975 Newmont Mining Corp 42.92 84,768.92 48.83 96,439.25 6.3 0.8
2,000 Pan American Silver Corp 17.33 34,662.35 34.93 69,860.00 4.6 0.0

500 Pennsylvania Rl Est Tr 17.06 8,527.51 29.68 14,840.00 1.0 7.7
2,125 Pfizer Inc 26.66 56,652.60 22.73 48,301.25 3.2 5.6

300 Plum Creek Timber REIT 30.89 9,267.00 46.04 13,812.00 0.9 3.6
880 Syneron Medical Ltd. 17.13 15,072.47 13.37 11,765.60 0.8 0.0
450 Sysco Corp 32.66 14,698.76 31.21 14,044.50 0.9 2.8
900 Wal Mart Stores Inc 44.03 39,625.20 47.53 42,777.00 2.8 1.9
485 Walgreen Co. 38.65 18,746.59 38.08 18,468.80 1.2 1.0

1,611 Washington Federal 10.36 16,680.00 21.11 33,997.87 2.2 4.0
700 Washington REIT 14.05 9,832.77 31.41 21,987.00 1.4 5.4
450 Weingarten Realty Investors 18.06 8,126.00 31.44 14,148.00 0.9 6.3
207 Windstream Corp 7.34 1,515.68 13.02 2,689.93 0.2 7.7
435 Zimmer Holdings Inc 67.79 29,490.76 66.15 28,775.25 1.9 0.0

551,714.61 958,947.60 62.8

 MUTUAL FUNDS 
28,230.075 Prudent Bear Fund 5.79 163,401.00 6.27 177,002.57 11.6 3.1
6,409.579 Prudent Global Income Fund 12.47 79,910.00 12.94 82,939.95 5.4 2.5

243,311.00 259,942.52 17.0

 FIXED INCOME 
10,000                     Kaiser Permanente 99.68 9,968.10 99.82 9,982.20 0.7 3.5

3.450% Due 05-01-11
Accrued Interest 57.50 0.0

9,968.10 10,039.70 0.7

Cash 297,882.98 297,882.98 19.5 4.0

1,526,812.80 100.0

CASH & EQUIVALENTS

 TOTAL PORTFOLIO

MODEL PORTFOLIO: December 31, 2007
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Subscription Information: Investment Values is published by Cheviot Value Management, Inc. four times annually, usually in January, April,
July and October. One year’s subscription price is $50.00. Single issues are $15.00. Contact information: 100 Wilshire Blvd., Suite 2020, Santa
Monica, CA 90401; (310) 451-8600; email: contact@cheviotvalue.com; web address: www.cheviotvalue.com.

Investment Values is intended to be a source of educational information about investments and related topics. Comments about specific securi-
ties (stocks and bonds) are NOT intended to be recommendations that readers purchase or sell such securities. Such comments are intended to
explain to readers and investment clients why such securities have been or may be purchased or sold within a diversified portfolio such as the
portfolios of the investment clients of Cheviot Value Management, Inc.

Copyright © 2008 Frederic G. Marks. All rights reserved. Reproduction in whole or in part is not permitted without advance written consent.

When investing clients’ funds, securities listed in the Model Portfolio are the primary choice, provided, in our opinion, a Model Portfolio
security then represents good value. However, inclusion of a security in the Model Portfolio is not necessarily intended as a purchase
recommendation at the current price because a security may be retained in the portfolio as a long-term investment even after its price
has advanced well above a bargain purchase level.

Past performance is no guarantee of future results. Any investment in marketable securities has the possibility of both gain and loss. Model
Portfolio results do not represent actual trading and may not reflect the impact that material economic and market factors might have
had on our decision making in accounts where clients’ funds are actually under management. Clients’ results can differ materially from
the results of the Model Portfolio based upon a difference in a client’s investment objectives, differing asset allocation, and a need to buy
and sell securities on account of a client’s withdrawals from or additions to the account.
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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 Model
returns are net of commissions and fees. Periods ended 12/31/07.

Since Inception:
1-year 3-year 5-year 8-year 10-year 12/31/86______ ______ ______ ______ _______ _________

Model Portfolio 9.13% 7.75% 8.85% 7.08% 7.90% 10.15%

Model Portfolio Equities 11.14% 10.34% 13.53% 10.26% 11.68%

S&P 500 Index 5.48% 8.61% 12.81% 1.64% 5.88%


