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CURRENT OUTLOOK

Cheviot performance during the current 
financial crisis

The table below compares the total return, net of fees,
of our client composite portfolio to the total returns
of the S&P 500 Index, the average for diversified

One year Ten years

Cheviot Composite - 88.7% + 55.3%
S&P 500 - 37.0% - 12.4%
Equity mutual funds - 37.5% + 55.4%
EAFE Index - 43.7% + 58.3%

U.S. equity mutual funds, and international stocks
as represented by the MSCI EAFE Index, for the one
and ten-year periods ended December 31, 2008; our
composite includes all actual, fee-paying discre-
tionary portfolios over $250,000. The composite

has been audited for compliance with industry
standards for performance presentation through
December 31, 2005, but has not yet been audited
for periods thereafter.1 [Notes appear on page 10]

How did we get into this mess?

Home prices are falling and are expected to fall fur-
ther. The stock market has crashed. Unemployment
is rising. Economic recession has been spreading.
The federal deficit is growing explosively; state 
and local government revenues are falling; pension
funds and college endowment funds are suffering
costly shrinkage in value.

How could good times turn so bad so fast? The
following quotations may provide some perspective.

Fueled by easy credit, the real estate market had been
rising swiftly for some years. Members of Congress were
determined to assure the continuation of that easy credit.
Suddenly, the party came to a devastating halt. Defaults
multiplied, banks began to fail. Soon the economic 
troubles spread beyond real estate. Depression stalked
the land. The year was 1836. – John Steele Gordon2

Between . . .1922 and . . .1928 [the Federal Reserve],
without need, without justification . . . irresponsibly
expanded bank credit . . .and in the years that followed
we paid a terrible price for this. – Benjamin M. Anderson3

By 1974 the average stock had fallen an astonishing 70
percent since 1968. . . The headlines in 1974 described
the ever-worsening funk. Business Week: ‘‘Whistling
Past the Graveyards;’’ ‘‘The Sickening Slide;’’ Forbes:
‘‘Why Buy Stocks?’’ ‘‘The Gloom is Deepening;’’
and ‘‘Is the Economic Situation Out of Control?’’
– Roger Lowenstein4
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Our current economic woes are a hangover from
a binge of borrowing, spending and speculation
that went on for many years. The great enablers 
of this orgy of excess are the U.S. Congress and the
Federal Reserve (‘‘the Fed’’).

In 1913 Congress created the Fed to act as a
lender of last resort – to provide money to reassure
depositors before a mass bank run could jeopardize
the entire American banking system.

In the Great Depression unemployment 
averaged 18% for the entire decade of the 1930s.
Influenced by the ideas of British economist John
Maynard Keynes, our government adopted a policy
of combating economic depression via (1) deficit
spending and (2) stimulating economic activity
by drastic increases in the supply of money.

Despite this policy, the depression did not 
end until the beginning of World War II. After the 
war, out of fear of a resumption of the depression,
Congress adopted the Employment Act of 1946.
That law committed the Fed to preventing any 
significant dip in employment. The Fed complied
with this command by increasing the supply 
of money far faster than the rate of growth of
national economic activity – a pure act of deliberate
monetary inflation.

In the 1960s and 1970s America’s most pro-
tracted peacetime inflation was the unintended
side effect of the policies designed to reduce
unemployment.5 By the late 1970s it had become
clear that rather than preventing unemployment,
persistent inflation was causing unemployment.6

In 1979 the Fed, under new Chairman Paul
Volcker acted to reduce inflation. It stopped
pumping money, and moved short-term interest
rates to 12% by 1982. These changes brought 
inflation down from an annualized rate of 13.3% 
in 1979 to an average of 3.1% in the years 1985-1987.7

Under Volcker’s successor, Alan Greenspan,
the Fed reversed course, by again using its powers
to forestall any downturn in the economy. From
March 1989 to May 1993 the Fed gradually cut its
Fed funds rate from 9.85% to 3.0%, to help the 
ailing banking industry recover from calamitous
real estate lending losses. This provided far more

money than needed for normal economic activity.
Low short-term interest rates provided incentive
to move savings out of cash and into stocks and
mutual funds, fueling a stock market boom that
ended in a bust in 2000.8

Beginning in October 2001 the Fed acted again
to stop an incipient recession, moving short-term
interest rates below 3% for the next 31⁄2 years, and
pegging them at 1% for a full year, between June
2003 and June 2004. Consequently, mortgage inter-
est rates fell to 40-year lows. These low mortgage
interest rates together with lax lending standards
stimulated the real estate market, contributing
mightily to a housing boom that has ended in an
economic contraction so sharp and deep as to
engender fear of another Great Depression.9

Our strategy

While the economy is in a period of steep contrac-
tion and asset-price deflation at present, we expect
inflation and lots of it before long. Therefore, we
shall continue to emphasize our commitment to pre-
cious metals and producers of precious metals, two
inflation protections available in the stock market.

In our opinion, in times of economic difficulty
investors can find safety in large, well-entrenched
and perennially profitable companies as long as
one has avoided over-paying for their shares. 
Most of our clients currently hold positions in five 
of the ten largest U.S. companies, all purchased at 
prices we consider reasonable: Berkshire Hathaway,
Chevron, Johnson & Johnson, Microsoft and 
Wal-Mart. We believe that these companies, like
most major companies, are likely to be setting new
profit records 5, 10 and 20 years from now.

BANK FINED FOR REFUSAL
TO MAKE SUBPRIME LOANS

Recently we learned of the following incident that
took place 16 years ago involving a small but highly
respected Southern California bank and the Federal
Reserve. In 1993 an inspector of the Fed informed
the bank it was not in compliance with federal law10

requiring banks to make subprime home loans.11
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The bank’s CEO said his bank never had, and
never would make subprime loans. If you don’t,
said the inspector, you will have to pay a fine 
and won’t be allowed to open a new branch office.
The CEO asked how much the fine would be.
The inspector said $130,000 for the bank, $15,000 
personally for the CEO and $15,000 personally 
for another officer of the bank.

The CEO replied that they would rather pay
the fines than make such loans because they
would lose less money that way. They paid. A
phone call to the CEO and a brief Internet search
confirmed this event. The bank’s CEO asked that
we not mention the name of the bank in our
newsletter, as he did not want to attract further
attention from the government.

This incident illustrates a major reason for the
current financial crisis: ‘‘regulators and affordable-
housing advocates who pushed lenders to make loans 
in low-income neighborhoods for reasons other than the
only one that makes sense: likely repayment.’’12

A $50 BILLION SWINDLE

Last month the government charged Bernard L.
Madoff with running a Ponzi scheme – a swindle
in which early participants are paid seemingly
large profits out of money received from newer
participants. Like all Ponzi schemes, this one 
collapsed from lack of enough new money to 
continue the charade. Ponzi schemes are not
uncommon, but this one was unusual in its size
($50 billion has been lost) and the supposed
sophistication of the victims.

Using his prestige as a respected founder of a
large stock brokerage firm and former chairman of
the NASDAQ Stock Exchange, and his abundance
of social connections with wealthy people, Madoff
told victims that he operated a private investment
fund that regularly achieved high profits in both
up and down markets.

The profits Madoff offered were not credible –
a red flag that caused an investment advisor to
contact the U.S. Securities & Exchange Commission
(‘‘SEC’’) repeatedly over the past nine years, 
providing detailed evidence that Madoff might

be running a Ponzi scheme. In early 2008, the
informant sent the SEC an email with the subject
line reading ‘‘$30 Billion Equity Derivative Hedge
Fund Fraud in New York.’’ The SEC did nothing.13

In our view, all of the $50 billion in losses could
have been avoided if each of the victims had kept
in mind the maxim that if something seems too
good to be true, it probably is. Furthermore, we
believe that there would have been no need for 
a vigilant government and no victims if everyone
solicited by Madoff had the benefit of the fol-
lowing safeguards that are standard at our firm
and with most investment advisors, but not with
operations such as the one Madoff ran:

1. A client’s assets should be registered in the client’s
name at a custodian that is not under the control
of the person managing the assets.

2. Clients should be able to see what their assets
are invested in at all times.

3. Clients should have the right to terminate the
relationship and withdraw their assets at any
time, without advance notice.

RECESSION AND DEPRESSION:
Self-Inflicted Wounds

A Fed policy of monetary stimulation from 1922 to
1928 over-stimulated the economy and contributed
to a boom and bust in both real estate and the
stock market that were significant factors leading
into the depression of the 1930s.14

The great economic tragedy of the 1930s depres-
sion was high and persistent unemployment lasting
ten years that was caused by well-meaning but
counter-productive policies and actions of our own
federal government, including (1) high import taxes,
(2) high personal and business taxes, (3) price 
controls, and (4) a panoply of policies and laws
designed to maintain incomes at pre-depression
levels. These policies and laws were initiated and
maintained under both political parties.15

With unemployment over 20% in 1932, the
public voted for a change in the Presidency and
Congress, hoping for an improvement in the 
economy. Disappointment lay ahead. Despite a
plethora of initiatives to create more jobs and 
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higher incomes via government spending, man-
dates, and regulations, unemployment, which was
23% as the new administration took office in
March 1933, was still at 20% five years later, and
averaged 18% throughout the 1930s.16

High import taxes (tariffs) were intended to pro-
tect American producers from foreign competition.
However, high tariffs harmed American export
industries because, in the long run, foreigners could
buy American exports only with American dollars
earned by selling to us.

Because of enormous budget deficits throughout
the 1930s the government imposed huge increases
in the rate of personal and business taxes. Those tax
increases took money away from the private sector
of the economy, where all private employment is
created and all government employment is paid for.

From 1930 onward the federal government first
urged, then compelled business not to cut prices
for goods and services during the worldwide 
economic downturn. As we can see today, in an
economic downturn most businesses must be able
to adjust by reducing prices. The price control laws
prevented business from making downward price
adjustments necessary to remain viable.

In the 1930s the government first urged, then
compelled business to keep wages and salaries at
pre-depression levels that made it virtually impos-
sible to maintain relatively full employment. In
1933-34 the government even required businesses
to increase wages at the depth of the economic
downturn. When government tries to fix the 
price of labor at an artificially high level, weaker
businesses are forced into bankruptcy, and stronger
businesses lay off some employees and certainly
won’t do much new hiring.

The experience of the Great Depression, with its
mammoth federal public works programs, shows
that government can not raise overall employment
through public works projects financed by taxes
(immediate or deferred) that reduce private
employment by increasing the costs of business.17

So far, at least, government has not repeated the
depression era mistakes described above. If government
does not repeat the mistakes of the 1930s, we believe
that there will not be another Great Depression.
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The decline in housing prices is at the heart of
the current financial crisis, because so much money
was loaned to buy homes or to re-finance home
loans at inflated prices. It is losses on those loans
and the associated shrinkage in real estate equity
(residential and commercial) that is hurting the
financial system and causing collateral damage
from reduced spending throughout the economy.

The length of time it will take for the current
economic downturn to run its course depends to 
a large extent on home prices. As shown by the 
dotted trend line in the accompanying graph, home
prices are still well above the +0.4% per annum
inflation-adjusted historical rate of price apprecia-
tion in the S&P/Case-Shiller National Home Price
Index. Assuming real annual price appreciation of
0.4% since 1987, the index would have increased
from about 120 to around 130. Instead, the index is
now around 154, indicating a further decline of 15%
would be required to return to the long-term trend.

Since homes are the largest portion of
Americans’ personal wealth, until home prices stop
going down, there will be a continuing negative
‘‘wealth effect.’’ I.e., people will spend less and
save more to compensate for shrinkage in their
home equity and inability to borrow against home
equity. Therefore, unemployment could rise until
the U.S. economy adjusts to the reality of much
lower home prices, and the recently unemployed
find new and different employment.

Home Prices 1987-2008

Source: Standard & Poors/Case-Shiller National Home Price Index
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The effort of the government to stimulate the
economy by cash payments to citizens and low
interest rates is intended to cause people to start
spending again as they did before the real estate
meltdown. It seems to us that will not happen,
because Americans will realize they can not 
afford to continue spending as much as before,
and will need to start saving again to restore their
personal finances.

THE OUTLOOK
FOR DEFLATION OR INFLATION

In deciding how to invest it is important to under-
stand whether we are in a period of deflation or
inflation. With average monthly gasoline prices
continuing to fall, it appears that for the year ended
in December the government will report a year over
year decline of 0.2% to 0.3% in the Consumer Price
Index (‘‘CPI’’), the first CPI decline since 1955. Even
this minimal decline may be fleeting. Nevertheless,
as discussed below the Fed has indicated it is con-
sidering adoption of a policy of deliberate inflation
to forestall deflation.

Historically, high inflation in the U.S. occurred
in time of a major war when the government mon-
etized debt (see below) because it could not raise
enough revenue through taxes and sales of bonds.
After such wars, inflation ended and the govern-
ment paid down its debts. However, with the advent
of big spending on social welfare programs since the
1930s, inflation has become chronic and perpetual.

Easy money over-stimulated the entire economy
in recent years. To finance increased consumption
the public in general expanded borrowing faster
than incomes were growing, using credit cards,
vendor financing (for cars, appliances, etc.), and
home equity borrowing. When the housing boom
ended and home prices started going down, 
consumers cut back in spending out of necessity 
or choice, spreading the downturn to almost every
part of the economy.

A recession is a hard time for people who lose
their jobs, and for businesses that lose revenue
when spending falls. However, in our view it is 
a fundamental mistake for government to try to
prevent a recession; a recession that follows an

unrealistic boom is a time of healing for the 
economy by rectifying economic mistakes made 
in the preceding boom.

In a recession, prices and costs adjust to changed
conditions. Interest rates readjust to match the
actual supply of and demand for genuine savings.
Poor business investments are abandoned or 
written down. Business costs are reduced through
greater productivity and efficiency, until business
returns to profitability, investments can earn a 
reasonable return and the economy can function
smoothly again.

Our government’s policy makers seem to 
be focused on avoiding deflation, at all costs.
Deflation seems to them an unmitigated evil
because of the hard times of the deflationary 1930s.
However, in our view this attitude stems from 
a fundamental misconception of both deflation
and the Great Depression. Deflation was a 
consequence, not a cause of the Great Depression.

There are three kinds of deflation, one that
occurs during a period of increasing prosperity,
and two other kinds that are necessary adjustments
to return a flagging economy to a healthy state.

A growth deflation is actually a time of economic
progress, when prices fall gradually, but the real
standard of living increases. We had a long period
of growth deflation in the U.S. for nearly forty years,
from the end of the Civil War to 1900. Incomes
remained stable, but the national standard of living
rose considerably because prices fell nearly 50%
due to increasing productivity.18

There are two other types of deflation that 
are a necessity for individual and business self-
protection during a financial crisis. In a cash-hoarding
deflation the demand for money increases when
individuals and businesses decide they prefer
holding cash to avoid losses in other assets and 
to preserve funds needed for living expenses and
business operations. In a bank credit deflation the
supply of money contracts when there are large
loan losses that motivate depositors to withdraw
cash from banks during a financial crisis.19

Historically, both these types of deflation have
come to a natural end when past economic mistakes
have been corrected or written off.
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Nevertheless, the Fed seems determined to avert
deflation by a re-inflation through deliberately
cheapening the U.S. dollar. The Current Fed 
chairman, Ben Bernanke, said as much in a speech
given in 2002, as follows:

‘‘U.S. dollars have value only to the extent 
that they are strictly limited in supply. But the U.S.
government has a technology, called a printing
press (or, today, its electronic equivalent), that
allows it to produce as many U.S. dollars as it
wishes at essentially no cost. [Emphasis added]
[That allows] . . . the Fed. . . to generate increased
nominal spending and inflation, even when the
short-term nominal interest rate is at zero.’’ 20

Last month the Fed cut its Fed Funds rate to
zero and its discount rate to 0.25% and said also
that it would consider purchasing U.S. Treasury
securities.21 When the Fed makes large scale
purchases of U.S. Treasury Securities that is a pure
act of inflation, as the Fed has no money to use in
such purchases other than what it creates by the
‘‘printing press or its electronic equivalent.’’ That 
is also called ‘‘monetization of the debt.’’22 E.g., this
occurred when the Fed tripled its holdings of U.S.
Treasury debt between 1943 and 1946 to monetize
part of the enormous U.S. debt incurred in World
War II. Consequently prices, as measured by the CPI,
rose 29% from the end of 1945 to the end of 1947.23

So far in this financial crisis the government has
committed enormous sums of money to support
our country’s financial system – about $1.5 trillion
in new debt issued by the Treasury and over $1
trillion in money creation by the Fed.24 In the current
financial crisis, the already bloated federal debt has
ballooned still further. On December 15, 2008 the
U.S. Treasury reported a first ever $1 trillion deficit
(pursuant to GAAP accounting) for the govern-
ment’s fiscal year ended September 30, 2008.25

The demand is spreading for still more financial
bailout money from the federal government, e.g.
for banks that don’t need the money but are asking
for some just in case they may need help later, 
the U.S. auto industry, and state governments 
suggesting they need about $1 trillion in federal
aid as they struggle with steep budget deficits amid
the deepening recession.26
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Given that tax increases are counter-productive
in a recession, the government has only two other
ways to finance its current extraordinary rescue and
bailout operations. One is to issue bonds, and the
other is to ‘‘monetize’’ the debt, by literally creating
new dollars. A large scale injection of a supply of
new dollars into the economy must eventually
devalue all the dollars previously in circulation.
That is the path to high inflation.

If it becomes apparent that the government is
creating debt beyond its ability to repay without
inflation, and is deliberately cheapening the U.S.
dollar by monetizing debt, then people will lose
confidence in the dollar. Should that happen prices
could rise rapidly and we could see the price of 
precious metals rocket sky high, as they did in the
high inflation of the late 1970s.

Gold and gold mining share prices react
strongly to the prospect of high inflation. When
U.S. inflation (as measured by the CPI) rose 
104% from 1970 to 1979, the price of gold soared
over 2,000%. As inflation subsided the price of
gold gradually declined 71% from 1980 to 2002.
Nevertheless, the cumulative rise in the dollar
price of gold from 1970 to now has more than
matched the rise in the CPI.

THE STOCK MARKET:
Looking Back, Looking Forward

We can’t predict the short-term movements of the
stock market. However, it is usually clear to us
what will happen in the market over a longer
term. From April 1999 through January 2002 we
published six articles stating that the stock market
had gone so high as virtually to assure poor results
for years to come. So we are not surprised that over
the ten years ended December 31, 2008 the stock
market, as represented by the S&P 500, has had a
negative total return.

The accompanying graph provides a basis for
some optimism about the possibility of satisfactory
returns in the stock market over the next ten years.
The graph is based on the record of the larger 
U.S. companies. However, the past record is no
guarantee of future results.



The vertical scale at the left side of the graph
indicates the retrospective annualized 10-year rate
of return for the times shown on the horizontal
scale at the bottom of the graph. Thus, at the 1929,
1959 and 1999 peaks, the prior ten years’ annual-
ized returns were all over 15%, before adjustment
for inflation. At low points the prior ten years’
annualized returns ranged from a negative retro-
spective 10-year return in 1938 and currently, and
a near zero retrospective rate of return around
1932 and 1974.

Conversely, returns ranged from moderate to
high going forward from the low points of 1932,
1938, 1941, 1974 and 1979. Thus, the chart indicates
that when past ten-year returns were near or below
zero, subsequent ten-year returns were positive.

A standard reference indicates the following
real (inflation-adjusted) 10-year annualized returns
for the S&P from yearend low points on the graph.27

Years Real rate of return

1933-1942 6.7%
1939-1948 1.7%
1941-1950 7.5%
1975-1984 7.5%
1980-1989 12.4%
Average 7.2%

This history justifies buying high quality
shares at today’s depressed prices where shares of
some of the best companies are down 50% or more
in price. However, the past record is no guarantee
of future results.

It is also worth noting that Warren Buffett is
currently optimistic about the stock market.
Buffett, widely considered the most successful
investor of the past fifty years, rarely makes 
market predictions. He has done so publicly on
only seven occasions in the past 40 years. In the
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U.S. Stock Market 1896-2008:
Retrospective Annualized 10-Year Returns

Source: Jeremy Siegel

0%

5%

10%

15%

20%
A

nn
ua

liz
ed

 R
ol

lin
g 

10
-Y

ea
r 

R
et

ur
ns

18
96

19
03

19
10

19
17

19
24

19
31

19
38

19
45

19
52

19
59

19
66

19
73

19
80

19
87

19
94

20
01

20
08



late 1960s, 1997, 1999 and 2001 he stated publicly
either that the stock market was so high that it was
not attractive going forward, or that it was high
enough to present the risk of over-payment for
even the best companies.

In 1974, 1979 and just last October Buffett wrote
that the market had become so under-priced that
good investment opportunities abounded. His
remarks in a recent New York Times Op-Ed piece
include the following:

‘‘A simple rule dictates my buying: Be fearful when
others are greedy, and be greedy when others are fearful.
And most certainly, fear is now widespread, gripping
even seasoned investors.. .[But] fears regarding the long-
term prosperity of the nation’s many sound companies
make no sense . . . I can’t predict the short-term move-
ments of the stock market . . .What is likely, however, is
that the market will move higher, perhaps substantially
so, well before either sentiment or the economy turns
up. So if you wait for the robins, spring will be over.’’ 28

CREDITS
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and editing of this issue of Investment Values.
Typographic design, formatting and printing are
by Aldus Digital Graphics, Inc. of Los Angeles.

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 commissions and management
fees. While there have been no additions, the port-
folio’s total cost basis has risen since 12/31/86
by adding to initial 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 appre-
ciation from marketable equity and equity-related
securities, which at 12/31/08 comprised 79.6% of

the Model (compared to 81.6% three months ago);
and stability from inclusion of cash equivalents
and fixed income and related securities, which 
at 12/31/08 comprised 20.4% of the Portfolio
(compared to 18.4% three months ago).

In the past quarter we have made several
changes to the composition of the Model Portfolio,
as indicated below.

Addit ions:  We init iated posit ions in
ConocoPhillips (COP) 135 shares, Leucadia
National Corp. (LUK) 1,645 shares and Microsoft
Corp. (MSFT) 275 shares. Leucadia and Microsoft
were held previously in the Model Portfolio.

ConocoPhillips is the third largest American
oil company. We purchased COP shares after they
had declined 54% from their peak price reached
less than a year ago. At our cost the dividend yield
was 4.3% and the P/E ratio was only 7x the average
earnings for the past ten years.

We purchased LUK shares at an average cost
64% below the all-time high reached less than a year
ago. Leucadia National is an investment company
that owns a variety of businesses. From the time
current management assumed control in 1979
through the end of 2007 the book value (share-
holders’ equity per share) increased at the rate of
21.7% per annum and the share price appreciated
at the rate of 26.2% per annum compared to the
annualized total return of 9.8% on the S&P 500
over the same period.

Microsoft develops and sells software products
for a wide range of computing devices, including
the Windows personal computer operating system
and Office applications suite, video games, etc. At
its peak share price nine years ago, MSFT had a
P/E ratio of 85x. Since then net income has more
than doubled while the share price has come
down 67% so that at our recent purchase price 
the P/E ratio was only 11x, with a dividend 
yield of 2.6%.

We also took advantage of lower prices to
increase our positions in Central Fund of Canada
1,350 shares, Medtronic Inc. 280 shares, Pfizer
Inc. 700 shares and Stryker Corp. 500 shares.

Reductions: We reduced our position in
Federated Prudent Bear Fund 10,350 shares.
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PERFORMANCE INFORMATION

Past performance is no guarantee of future results.
Any investment in marketable securities has the
possibility of both gain and loss. The S&P 500 Index
is a market capitalization weighted index of 500 of
the largest U.S. companies. The MSCI EAFE Index
is a market capitalization weighted index of more
than1,000 large companies in 21countries of Europe,
Australasia and the Far East. The returns for both
the S&P 500 and the EAFE index are calculated 
on a total return basis with dividends reinvested.

The performance results for the ‘‘Composite’’
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 Composite
includes all fully discretionary fee-paying accounts
over $250,000. Such accounts are combined for
performance reporting purposes to provide a
‘‘composite’’ return. 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 Composite was created in 1997 based on
data beginning January 1, 1992. 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 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.

The performance results for the ‘‘Model
Portfolio’’ displayed herein are for a hypothetical
account managed using the same strategy as 
that used for client accounts, but does not reflect
the performance of an actual client account.
The Model Portfolio performance is net of a

model fee of 1%, which is the highest fee charged
to an actual client’s account, and includes the 
reinvestment of dividends and other earnings and
the deduction of investment advisory fees and
transaction charges.

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. 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.

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 is based on internal research
derived from various sources and does not purport
to be statements of all materials 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.
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NOTES
01See ‘‘Performance Information’’ at page 9 herein. The

S&P 500 is Standard & Poor’s 500 Composite Stock
Price Index, which represents about 77% of the total
value of American stocks and is the most widely
used benchmark of stock market performance. The
MSCI EAFE Index consists of shares of more than
1,000 large companies in 21 countries of Europe,
Australasia and the Far East.

02Quoted from ‘‘The Madness of Crowds,’’ by John Steele
Gordon, Commentary, November 2008 (reviews history
of causes of financial crisis and depression of 1836-
1843, the Savings & Loan industry collapse of the
1980s and the genesis of the financial crisis of 2008)
h t t p : // w w w. c o m m e n t a r y m a g a z i n e . c o m /
viewarticle.cfm/the-madness-of-crowds-13180.
Mr. Gordon is a noted financial historian and author.

03Anderson, Benjamin M., Economics and the Public
Welfare: A Financial and Economic History of the United
States, 1914-1946 (2nd ed. 1979), p. 146.

04Lowenstein, Roger, Buffett: the Making of an American
Capitalist (1995), pages 156-157.

05See The Great Inflation and its Aftermath (2008) by
Robert J. Samuelson, chapter 2, ‘‘The Full Employment
Obsession.’’

06Joint statement of the Presidents and Prime Ministers
of the U.S., the U.K., France, Germany, Italy and Japan,
May 8, 1977, quoted in Denationalisation of Money
(2nd ed. 1979), p. 78, note 1 by F. A. Hayek.

07See Morningstar, Ibbotson SBBI 2008 Classic Yearbook,
Table C-7.

08The low Fed funds rate enabled banks to borrow from
the Fed and loan to borrowers at higher rates, thereby
restoring the banks’ depleted capital. See Grant, James,
The Trouble With Prosperity (1996), Chapter 4 entitled
‘‘Miracle Cure;’’ and Greenspan’s Bubbles: The Age of
Ignorance at the Federal Reserve (2008) by William A.
Fleckenstein with Frederick Sheehan.

09For a detailed documentation of the excessive 
economic stimulus engineered by the Fed over the
past 20 years see Greenspan’s Bubbles by Fleckenstein,
note 8 above.

10The Community Reinvestment Act enacted by the
Congress in 1977 (12 U.S.C. 2901) as implemented 
by Regulation BB (12 CFR 228). http://www.federal-
reserve.gov/dcca/cra/

11‘‘Subprime’’ is the euphemism for risky home 
loans made to buyers with either (a) poor credit or
(b) insufficient income to service a loan, or both.

12Quotation from ‘‘Housing Goals We Can’t Afford,’’
by H. Husock, New York Times, Op-Ed, 12-10-08,
www.nytimes.com/2008/12/11/opinion/11husock.html

13See ‘‘S.E.C. Says It Missed Signals on Madoff Fraud
Case,’’ by A. Berenson and D. Henriques, New York
Times, 12-16-08; and ‘‘Madoff Misled SEC in ’06, Got
Off,’’ by G. Zuckerman and K. Scannell, The Wall Street
Journal, 12-18-08 (headline refers to SEC investigation
of an issue unrelated to the Ponzi scheme).

14Anderson, Benjamin M., Economics and the Public
Welfare, note 3 above, chapter 18.

15Anderson, Benjamin M., Economics and the Public
Welfare, note 3 above; ‘‘The Great Depression,’’ by Hans
F. Sennholz (Foundation for Economic Education 1975)
http://www.fee.org/publications/the-freeman/
article.asp?aid=6103; and Shlaes, Amity, The Forgotten
Man: A New History of the Great Depression (2007).

16Shlaes, Amity, The Forgotten Man, note 15 above.
17See Hazlitt, Henry, Economics in One Lesson (2nd ed.

1979), chapter III ‘‘Public Works Means Taxes.”
18See Deflation, by A. Gary Shilling (1998), chapter 21.
19See ‘‘The Imaginary Evils of Deflation,’’ by

Christopher Mayer, the Ludwig von Mises Institute,
http://www.mises.org/article.aspx?Id=1040

20http://www.federalreserve.gov/BOARDDOCS/
SPEECHES/2002/20021121/default .htm#f18

21See ‘‘Fed Cuts Rates Near Zero to Fight Slump,’’ by 
J. Hilsenrath, The Wall St. Journal, 12-17-08.

22See ‘‘Monetizing the Debt,’’ by Daniel L.Thornton, page
1, Federal Reserve Bank of St. Louis, December 1984.
http://research.stlouisfed.org/publications/review/
84/12/Monetizing_Dec1984.pdf

23See Morningstar, Ibbotson SBBI 2008 Classic Yearbook,
Table C-7.

24See ‘‘Inflation, Not Deflation, Is Looming Threat,’’ 
by Donald Luskin, http://www.smartmoney.com/
Investing/Economy/Inflation-Not-Deflation-Is-
Looming-Threat/

25The $1 trillion deficit was reported using generally
accepted accounting principles in comparison to the
official cash-based budget deficit report of $455 billion.
See John Williams’ Shadow Government Statistics,
http://www.shadowstats.com/article/391?

26See ‘‘U.S. governors seek $1 trillion federal assistance,’’
by Jon Hurdle, Reuters, January 2, 2009.

27See Morningstar, Ibbotson SBBI 2008 Classic Yearbook,
Tables C-1 and C-7.

28‘‘Buy American: I am,’’ by Warren Buffett, New York
Times, Op-Ed, October 17, 2008.
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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 57.54 6,904.80 0.5 3.5

150 Abbott Laboratories 40.73 6,110.00 53.37 8,005.50 0.6 2.7

475 Amgen Inc 62.13 29,512.39 57.75 27,431.25 2.1 0.0

1 Berkshire Hathaway-A 2,848.20 2,848.20 96,600.00 96,600.00 7.2 0.0

20 Berkshire Hathaway-B 94.94 1,898.80 3,214.00 64,280.00 4.8 0.0

1,100 Bristol Myers Squibb 25.65 28,217.93 23.25 25,575.00 1.9 5.3

200 Buckeye Partners LP 43.08 8,616.00 32.25 6,450.00 0.5 10.7

5,100 Central Fund of Canada 9.70 49,454.16 11.22 57,222.00 4.3 0.1

300 Chevron Corp 36.31 10,893.00 73.97 22,191.00 1.7 3.5

135 ConocoPhillips 43.46 5,867.28 51.80 6,993.00 0.5 3.6

500 Donnelley & Sons 24.62 12,310.00 13.58 6,790.00 0.5 7.7

150 Exchange Bk Santa Rosa 73.28 10,992.50 43.60 6,540.00 0.5 0.0

630 Johnson & Johnson 61.22 38,570.39 59.83 37,692.90 2.8 3.1

1,645 Leucadia National Corp 21.26 34,966.25 19.80 32,571.00 2.4 1.3

60 Markel Corporation 364.88 21,892.77 299.00 17,940.00 1.3 0.0

2,575 Market Vectors Gold Miners ETF 37.39 96,282.98 33.88 87,241.00 6.5 2.2

830 Medtronic Inc. 44.84 37,219.10 31.42 26,078.60 2.0 2.4

275 Microsoft Corp 19.99 5,495.92 19.44 5,346.00 0.4 2.7

1,975 Newmont Mining Corp 42.92 84,768.92 40.70 80,382.50 6.0 1.0

3,250 Pan American Silver Corp 18.28 59,402.55 17.07 55,477.50 4.2 0.0

500 Pennsylvania Rl Est Tr 17.06 8,527.51 7.45 3,725.00 0.3 30.6

3,485 Pfizer Inc 23.68 82,511.66 17.71 61,719.35 4.6 7.2

300 Plum Creek Timber REIT 30.89 9,267.00 34.74 10,422.00 0.8 4.8

625 Stryker Corp 44.39 27,746.71 39.95 24,968.75 1.9 0.8

900 UnitedHealth Group, Inc. 41.51 37,355.78 26.60 23,940.00 1.8 0.1

900 Wal Mart Stores Inc 44.03 39,625.20 56.06 50,454.00 3.8 1.7

700 Walgreen Co. 36.44 25,508.28 24.67 17,269.00 1.3 1.8

1,611 Washington Federal 10.36 16,680.00 14.96 24,093.23 1.8 5.6

700 Washington REIT 14.05 9,832.77 28.30 19,810.00 1.5 6.1

450 Weingarten Realty Investors 18.06 8,126.00 20.69 9,310.50 0.7 10.1

435 Zimmer Holdings Inc 67.79 29,490.76 40.42 17,582.70 1.3 0.0

848,889.78 941,006.58 70.6

 MUTUAL FUNDS 

17,880.075 Federated Prudent Bear Fund 5.66 101,197.50 6.69 119,617.70 9.0 2.9

6,409.579 Federated Prudent Global Income Fd 12.47 79,910.00 12.03 77,107.24 5.8 6.8

181,107.50 196,724.94 14.8

 FIXED INCOME 

10,000                          Kaiser Permanente 99.68 9,968.10 98.94 9,894.50 0.7 4.0

3.450% Due 05-01-11

30,000                          William Wrigley Jr. Co. 98.45 29,533.85 93.47 28,041.75 2.1 9.1

4.300% Due 07-15-10

Accrued Interest 652.33 0.0

39,501.95 38,588.58 2.8

Cash 156,402.84 156,402.84 11.7 0.9

1,332,722.94 100.0

CASH & EQUIVALENTS

 TOTAL PORTFOLIO

MODEL PORTFOLIO: December 31, 2008
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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 12/31/08.

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

Model Portfolio -12.71% 2.54% 3.17% 4.35% 4.73% 8.99%

Model Portfolio Equities -21.91% 0.87% 3.37% 5.73% 6.20%

S&P 500 Index -37.03%- -8.38% -2.20% -2.92% -1.41% 8.63%


