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CURRENT OUTLOOK

In this issue of Investment Values we examine the
necessity of investors being patient in an economy
that is suffering what may turn out to be the worst
downturn since the 1930s. Impatience is under-
standable when one is confronted with the fol-
lowing investment choices: 

- Residential and commercial real estate prices
have been falling sharply for some time.

- Some prominent state and local governments,
including California and its political subdivi-
sions, are suffering such extreme budget deficits
as to call into question the safety of their bonds. 

- U.S. Treasury securities and federally insured
bank deposits and money market instruments
in general are paying the lowest rates of interest
in 60 years. 

- Over the past ten years while the overall stock
market has gone up and down, it has produced
a net loss for most stock market participants. 

The table below compares the performance 
of our Balanced Portfolio Composite to relevant
benchmarks over the ten years ended June 30,
2009. For information regarding performance see
‘‘Composite Performance Information’’ at page 10.
The category ‘‘Equity mutual funds’’ in the table
refers to 6,020 mutual funds in the universe
tracked by Morningstar, a leading source of 
information about mutual funds.1 [Notes appear 
at page 11.]

Annual-
Total ized

Return* Rate*

CVM Balanced Portfolio Composite +50.46% +4.17%

Equity mutual funds +2.32% +0.23%

S&P 500 Index -20.19% -2.23%

*CVM Balanced Portfolio Composite returns are net of fees
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‘‘Over-borrowing always ends badly, whether for an individual, a company, or a country. Sooner or later, credit
conditions become tighter and no one will lend you money on anything close to affordable terms.’’ – Simon Johnson

‘‘A government can live for a long time. . .by printing paper money. . .A government can live by this means 
when it can live by no other. It is the form of taxation which the public finds it hardest to evade and even the weakest
government can enforce. By a continuing process of inflation, governments can confiscate, secretly and unobserved,

an important part of the wealth of their citizens.’’ – John Maynard Keynes



After the stock market had done so well in the
eighteen years prior to 2000, its poor showing
since then has caused frustration, disappointment,
and eventually the broad-based selling that 
pushes shares of the best companies down to the
bargain levels that value investors seek. Over the
past two years we took advantage of lower prices
to initiate or add to positions in world class com-
panies: Abbott Laboratories, Berkshire Hathaway,
Bristol-Myers Squibb, ConocoPhillips, Johnson &
Johnson, Markel, Medtronic, Microsoft, Pfizer,
Stryker, Sysco, UnitedHealth Group, Walgreen,
Wal-Mart, and Zimmer Holdings. 

The current low interest rates are in part the
product of U.S. government monetary policy
intended to stimulate the economy and in part are
due to a massive de-leveraging process going on
as people and institutions sell riskier assets in
order to put their capital out of harm’s way. The
most intelligent thing to do about low interest
rates is to avoid seeking higher interest in riskier
commitments, knowing that loss of capital is
worse than loss of income. Those seeking higher
current income can look to the stock market where
they can find dividend yields averaging 3%
among some of America’s best companies. 

THE AMERICAN ECONOMY

The current economic crisis is a crisis of credit
rather than a typical economic downturn in the
business cycle. Almost every aspect of our econ-
omy runs on credit. Now credit is restricted and
the economy is contracting because of the enor-
mous losses engendered by a credit bubble – i.e.,
an enormous buildup of unwise and excessive
lending and borrowing that cannot be liquidated
without painful economic adjustments.

In recent years a vast amount of accumulated
wealth was committed to a stock market that fed-
eral monetary stimulation had gradually pushed
to an over-priced and risky level and to risky lend-
ing for activities that held out a beguiling promise
of a profitable return. Those who entrusted too
much of their wealth to the stock market or to

high-yielding but risky lending have reaped not
profits but colossal losses. 

The genesis of these losses was in prosperity. A
French economist, Clément Juglar (1819-1905),
observed more than 100 years ago that the cause of
depression is – prosperity. His statement epito-
mizes the business cycle, in which a period of
extended prosperity encourages people to under-
take ever more risky commitments and ventures
financed by borrowing for business expansion and
to buy assets that are rising in price. At such times
businesses and individuals prosper and tax col-
lections rise. 

Eventually business activity may reach an
unsustainably high level and asset prices may fall
below the amount borrowed to acquire them.
Then borrowers may become unable to repay their
loans, banks may become insolvent, tax collec-
tions fall, businesses shrink or may even fail, and
job losses mount. 

All of this can happen by operation of human
nature, without the intervention of government.
One respected school of economic thought origi-
nating in Austria teaches that an economic reces-
sion is a time of economic healing, when past mis-
takes are liquidated and the groundwork is laid
for a more stable, viable and prosperous economy.2

Over the past 100 years government has
involved itself more and more in the private sector
of the economy to forestall the downside of the
business cycle. 

In the United States, in the Panic of 1907 the
American banking system suffered conditions
similar to, but of far less magnitude than the finan-
cial crisis that started in 2007. In 1913 Congress
created the Federal Reserve system, empowering
its Board of Governors (“the Fed”) to act as a
lender of last resort by providing money to banks
that were in danger of insolvency due to panicky
depositors all trying to withdraw their money at
once, in what is known as a bank run. 

Ever since the 1920s, whenever the U.S. econ-
omy went into decline the Fed usually acted to
forestall depression by stimulating the economy
through expansion of bank credit and the supply
of money. Concurrently, the U.S. Congress would 

2



often pass laws to regulate business activity with
the intention of minimizing economic distress. 

An economist who studied the economic 
history of the U.S. from 1914 through 1946 
questioned the effectiveness of such government
intervention in the economy; he claimed that
between 1922 and 1928 the Fed irresponsibly
expanded bank credit, thereby bringing on the
economic downturn of 1929-1930 that eventually
evolved into the Great Depression of the 1930s;
and that the Congress and the executive branch
under both political parties through their actions
prolonged and deepened the depression.3

Since the Great Depression of the 1930s, under
the influence of the ideas of British economist John
Maynard Keynes (1883 -1946), our government
has tried to regulate the economy by alternately
stimulating and repressing economic activity in
order to avoid a cycle of boom and bust. Keynes
advocated government deficit spending during a
depression to stimulate the economy, but he 
wanted government to make up for recession
deficits by running a surplus during times of 
economic expansion. 

As an institution, our government has 
followed the first part of Keynes’ advice and 
disregarded the part about operating at a surplus
when the economy was expanding. Consequently,
the federal government has run up a debt so large
as to imperil, rather than protect the economic
security of its citizens.

Keynes’ policies as implemented in the U.S.
did not end the Great Depression. It ended only
when World War II eliminated unemployment as
over 12 million men and some 350,000 women
(out of a population of 130 million) entered the
armed forces and massive government war spend-
ing kept civilians working overtime. 

From the 1960s until now the Fed has alter-
nately stimulated economic activity with money
creation and credit expansion then restricted the
supply of money and credit to stop the resulting
boom short of a bust. In the 1970s that stop and 
go stimulation and restriction caused “stagfla-

tion,” a condition of high inflation coupled with
economic stagnation and high unemployment.4

Events of the past decade seem to fulfill the
prediction of the Austrian school of economic
thought that a central bank, such as the Fed,
through its monetary policy (i.e., control of the
supply of money and short-term interest rates)
aided by government fiscal policy (i.e., taxing and
spending by the government) cannot stimulate
then restrict the economy continually without
eventually bringing on what the Austrians call a
“crack-up boom and bust,” their term for an exces-
sive and speculative economic expansion that ends
in an economic downturn far worse than if the
government had done nothing to start with.

A CREDIT BUBBLE

A great deal of wealth may be destroyed when
people and businesses make mistakes engendered
by the excessive optimism of a credit-induced
expansion. Suppose, for example, that a loan is
made for the entire $400,000 purchase price of a
house that later falls drastically in market value;
that the borrower defaults and after foreclosure
the lender re-sells the house for $250,000. There
has been a real loss of $150,000 on the loan.
Although the lender incurred the loss, the lender
did so as a financial intermediary for those who
had saved to accumulate the wealth channeled
into the loan. 

With millions of foreclosures in the real estate
downturn, the losses to savers will be trillions 
of dollars. However, most of the losses will be
absorbed by taxpayers in general by means of the
federal government bailout operations directed at
protecting bank deposits and preventing failure of
large banks and other financial institutions.

When the housing bubble burst in 2006, the
damage to the financial system pushed the 
economy into the worst contraction since the Great
Depression. Collateral damage from the collapse
of home prices extends now to virtually every
part of the economy, including commercial real
estate; institutional investors who bought mort-
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gages wholesale via mortgage-backed securities;5

the industry that arranged mortgage finance; real
estate developers, builders and the banks that
financed them; and all consumer related busi-
nesses as consumers cut back on spending due 
to loss of employment or fearfulness. 

A big part of the crisis is due to the bubble in
residential real estate. A recent study found that
the primary cause of mortgage defaults was that
lenders had lent to people who had paid little or
nothing by way of a down payment and therefore
had no incentive to keep up payments even if they
could afford to.6 Furthermore, the federal govern-
ment promoted easy credit and lax lending stan-
dards that enabled millions of people to take out
so-called “subprime” mortgage loans to buy a
home, even if they lacked the cash for a down 
payment or the income to make the installment
payments.7 Four years ago we warned our readers
of the dangers of the housing bubble.8

Access to vast sums of money at low interest
rates fueled borrowing for activities as diverse as
sales of automobiles and household appliances,
retail purchases via credit card and loans to college
students. Such loans were “securitized” (packaged
in bulk) for resale to institutional investors (mutu-
al funds, pension funds, college endowments, etc.)
seeking a high return. Now as consumers default
on their credit obligations the buyers of such secu-
ritized debt are suffering large losses.

Borrowing most or all of the money needed to
buy assets or consumer items is known in finance
as the use of “leverage.” The “private equity”
industry uses leverage to buy entire companies.
For example, in 2007 Cerberus Capital Manage-
ment, LP, bought the Chrysler Corporation auto-
mobile and truck manufacturing business with
$7.4 billion of mostly borrowed money. Now that
Chrysler is bankrupt substantially all of the $7.4
billion has been lost. 

College endowment funds, including those of
prestigious institutions such as Harvard, Prince-
ton, Yale and Stanford, and public employee 
pension funds such as CalSTRS and CalPERS9

made large commitments to private equity firms
during the credit bubble expansion of the 2000s.
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Now these endowment and pension funds are
suffering large losses in private equity, and are
liable on commitments to provide even more
money to private equity.10

Hedge funds, which are private invest-
ment partnerships, operate partly with equity
capital from endowment and pension funds and
wealthy individuals. However, most of the capital
of hedge funds has been from leverage through
borrowings. As the investments of hedge funds
lose value in this financial crisis, the hedge funds
are getting demands from lenders to repay loans,
forcing hedge funds to sell assets at a loss during
the economic downturn.

With so much investment capital lost through
financial leverage, people and institutions are
engaging in de-leveraging, namely selling assets
to pay down debt. Individuals and institutions
have become risk averse. Consumer and business
borrowing has dried up, as most people and busi-
nesses are afraid to borrow, and banks are afraid to
lend, even to each other. Financial institutions,
commercial and investment banks, have been the
intermediary, to channel private savings into 
productive uses. Many of these financial interme-
diaries became insolvent or fear insolvency, so
they are no longer a source of capital for commerce
and industry.

GOVERNMENT STIMULUS:
Hair of the Dog

The expression “hair of the dog” signifies the idea
that the quickest cure for an alcoholic hangover is
to take another drink. It is a shortened form of “the
hair of the dog that bit you,” an expression that
signified the idea that the best treatment for a dog
bite was placing on the wound some hair of the
dog that inflicted the bite. Medical science has
long since invalidated this remedy. 

It appears that our government has adopted
hair of the dog as the rationale for its various eco-
nomic stimulus initiatives. According to many
knowledgeable observers government economic
stimulus contributed to the current crisis, an
opinion based on the following events that 



we have chronicled previously in this newsletter. 
In the 1960s and 1970s America’s most pro-

tracted peacetime inflation, accompanied by high
unemployment, was the unintended side effect of
the policies designed to reduce unemployment by
stimulating the economy.11 By the late 1970s it had
become clear that wherever economic stimulus
was applied by government, rather than prevent-
ing unemployment, it was causing both persistent
inflation and unemployment.12

From March 1989 to May 1993 the Fed pro-
vided stimulus by gradually cutting its Fed funds
rate from 9.85% to 3.0% and by expanding the
availability of credit. This Fed stimulus 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 2000.13

Over the past 20 years the Fed repeatedly 
provided new money and lower interest rates to
stimulate the economy: to mitigate the effects of
the 1987 stock market crash; from 1989 to 1993 first
to help the ailing banking industry recover from
calamitous real estate lending losses of the 1980s,
and then to combat the recession of 1990 -1991; in
1999 to forestall feared adverse consequences of
The Year 2000 computer problem;14 and from 2001
through 2004 to stop an incipient recession by
moving short-term interest rates below 3% for 31⁄2
years, and pegging them at 1% for a full year,
between June 2003 and June 2004. 

Consequently, mortgage interest 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 con-
traction so sharp and deep as to engender fear of
another Great Depression.15

In February 2008, Congress passed and the
President signed an economic stimulus law pro-
viding for $168 billion in cash payments to 
citizens, business tax incentives, and an increase
from $417,000 to $729,750 for the maximum dollar
amount of single-residence mortgages that Fannie

Mae and Freddie Mac could finance. The intent of
this law was to end the incipient economic down-
turn by giving people money to spend, encourag-
ing business to invest in new productive capacity
and to support housing prices. This stimulus
failed to achieve any of its objectives. The 
economic downturn accelerated, home prices 
continued to fall, and within seven months Fannie
Mae and Freddie Mac were taken over by the 
government because they were bankrupt. 

In February 2009 Congress passed and the
President signed a much larger economic stimulus
law, providing $785 billion to be spent for “job
preservation and creation, infrastructure invest-
ment, energy efficiency and science, assistance to
the unemployed, and to stabilize state and local
finances.’’16 Although it is too soon to see any effect
of this new stimulus since 90% of the $785 billion
remains unspent,17 more jobs have been lost, real
estate foreclosures continue as prices continue 
to fall and state and local government finances
continue to deteriorate. 

According to a distinguished economist, a 
policy of government stimulus spending pre-
sumes that the cause of our current economic
problems is that people are not doing nearly
enough borrowing and spending on consumer
goods, so the government should induce us to
borrow and spend more by putting one trillion
new dollars into circulation. The immediate effect
of that cash injection into the economy depends on
whether or not people expect the new spending to
be paid back by future taxes. If so, they are likely
to save rather than spend. If not, they will spend
the extra cash creating demand for goods and
services, and ultimately inflation. “This is perhaps
the only prediction that is utterly uncontroversial
among economists.”18

HYPERINFLATION:
Can It Happen in America?

Hyperinflation is an extremely high rate of infla-
tion caused by government money creation to pay
for spending far in excess of tax collections. 
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The most notorious hyperinflation in history
occurred in Germany. In 1914, just before the start
of the First World War, one U.S. dollar was worth
about four German marks. By the end of 1923 the
American dollar was quoted at 4.2 trillion marks
and a loaf of bread cost 200 billion marks. Inflation
started during the war, but accelerated after 1918,
reaching a peak from July 1922 to November 1923
when inflation amounted to 7,200,000,000 percent. 

The German government not only had
extraordinary expenses consequent to losing the
war and paying reparations obligations under the
Treaty of Versailles, but also embarked upon new
and heavy expenditures for health, education, and
welfare. While government expenditures rose by
leaps and bounds, tax revenues declined until 
by October 1923 less than 1% of government
expenses were being covered by tax collections.
The German government chose to pay for the rest
by printing money. The German inflation stopped
only when it became impossible for society to
function without a cessation of the government
money printing. 

Austria had a lesser but still high inflation of
14,400% ending in 1922. The cause was again gov-
ernment money creation to cover deficit spending
far beyond tax collections. After three years of
struggle for a balanced budget under the urging of
the country’s de facto chief economist, Ludwig
von Mises, Austrian inflation ended when the 
government restored a balanced budget and
stopped printing more paper money. 

In both Germany and Austria the hyperinfla-
tion of the early 1920s destroyed the value of
money and fixed income investments in bank
accounts, bonds, mortgages, life insurance and
annuities. The assets which best held real, inflation-
adjusted value were precious metals, currencies of
other countries that were not in high inflation,
real estate, and viable businesses including indi-
rect ownership through the stock market.19

Annual U.S. Government deficits are growing
rapidly, from the hundreds of billions of dollars to
a projected $1.85 trillion for the current fiscal year,
with deficits of nearly $1 trillion a year projected
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for the next ten years according to the Con-
gressional Budget Office.20 Two concerned econo-
mists say that the deficits projected over the next
10 years “will accelerate our arrival at a debt-to-
GDP ratio that for most countries would signal
impending fiscal collapse.”21

Nevertheless, we do not foresee an American
hyperinflation. The double digit inflation of the
late 1970s and early 1980s proved politically
untenable as it was one of the principal factors
causing the defeat of the reelection bid of an
incumbent president during the 1980 elections.

While we do not expect hyperinflation, we do
expect higher inflation in the future than in the
recent past. That is why our clients’ portfolios
have a significant commitment to precious metals
securities. 

THE STOCK MARKET:
Review of a Difficult Decade and 

Prospects for the Future 

Over the past 100 years the stock market has had
three periods of prolonged gains in value: 1921-
1929, 1949-1965, and 1982-2000. The “real” (inflation-
adjusted) gains during those periods averaged
more than 15% a year, including dividends. After
such a rise has been going on for some time, 
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people begin to believe that one can commit
money to the stock market at any time and at any
price with assurance that any setback will be only
a temporary pause before the market surges ahead
to new gains. 

That would be too good to be true. But people
believe it, and the more the market rises, the more
new money it attracts until the market gathers a
momentum that continues its rise to a point at
which more and more people find reason to sell, to
cash in their gains in order to protect their wealth
or to spend the wealth. That is what happened
starting in early 2000.

In the April 1999 issue of this newsletter we
commented that the stock market prices of early
1999 were a product of the mistaken idea that we
had entered a new era of ever-growing prosperity;
and that just as more and more money had poured

into the market as share prices rose, more and
more money would be withdrawn when prices
began to fall. Therefore, we predicted that an
investment in the market, as represented by the
S&P 500, was likely to be much less safe and prof-
itable over the next few years than it had been in
the past.22 Over the ten years beginning July 1,
1999 the S&P 500 has marched up and down hill,
ending 20% below its starting point, as illustrated
in the graph of the S&P on page 6. 

The second graph compares the total returns
of a hypothetical investment of $1 million in the
S&P 500 and the returns on $1 million invested
with the results of our Balanced Portfolio
Composite (see graph above) over the ten years
ended June 30, 2009. Our Composite investing
was intended to protect clients from the risk inher-
ent in the stock market being generally over-
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priced ten years ago, with many of America’s
finest companies selling at prices that were over
30x normalized earning power, while the high
prices caused dividend yields to be minuscule.23

Today, among such companies one can find
more than a few with shares trading at prices
averaging less than 14x earnings, with dividends
averaging over 3% of current market price, a cash
income higher than Treasury securities and feder-
ally insured bank deposits, with the bonus of a real
possibility of future dividend increases. 

In our view shares of such companies are well
worth investing in at today’s prices, something we
could not say about many such companies at the
prices prevailing ten years ago. 

GENERAL MOTORS BANKRUPTCY: 
A Larger Significance 

In the 1950s General Motors (GM) was one of the
largest, if not the largest and most profitable of
American companies, with the highest sales and
the highest profits of any company in America.
Consequently, from 1945 to 1965 GM’s shares 
registered an eightfold gain. Last year GM went
begging to the federal government for a bailout,
and this year it filed for bankruptcy. 

Management of GM failed the test of compe-
tition with imported cars, but it also suffered 
from a financial handicap: employee pension and
health care obligations. GM paid $55 billion into
employee benefit plans over the 15 years ended in
2006, money that was not available for product
development and improvement. But the $55 
billion did not come close to meeting its benefit
commitments. 

At the end of 2005 the United Auto Workers
Union (UAW) was by far GM’s largest creditor.
The company had a stock market value of $11 bil-
lion, compared to pension and retiree health care
obligations of $195 billion, owed primarily to the
UAW members. The UAW had become the de
facto owner of the company, in consequence of a
series of strikes and collective bargaining agree-

ments which spawned GM’s pension and health
care liabilities.24 

The larger significance of the GM bankruptcy
is that it symbolizes the unsound nature of large
employee benefit plans. Some of the largest
American companies have made open-ended prom-
ises for up to 50 years in the future, promises that
changing circumstances may not permit them to
fulfill. The federal agency that insures company
pension plans is itself inadequately funded.25

This problem is even greater in America’s state
and local governments. Nationally, the pension
systems of state and local governments report that
they are under-funded by $310 billion according to
their methods of accounting. However, if these
pension obligations were calculated with the
methods required for businesses, the under-fund-
ing would actually amount to $2 trillion.26

The federal entitlement programs, mainly
Social Security and Medicare/Medicaid are under-
funded by over $41 trillion which, together with
other federal debt, amounts to over $450,000 per
American household.27

What this all means is that it would be prudent
for middle-aged and younger Americans who are
looking forward to pensions from an employer,
including federal, state and local government, to
undertake a disciplined program of saving on
their own to provide personal funds in case pen-
sion promises are not fulfilled. 

CALIFORNIA STATE FINANCES and
CALIFORNIA TAX-FREE BONDS

Despite its current financial difficulties, the state of
California should be able to pay interest and prin-
cipal as due on its General Obligation bonds.
Furthermore, it must honor these commitments or
it will be precluded from future borrowing and it
must maintain the ability to borrow. The state con-
stitution requires the state to honor its General
Obligation (GO) bonds before all other obli-
gations, except funding mandates for public 
education. Even in this economic downturn, state
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revenues far exceed the requirements for GO bond
payments and education. However, revenue bonds,
state and local, generally are less safe than GOs.28

In its fiscal year 1997-1998, the state of Cali-
fornia had a budget surplus of $896 million. Over
the next ten years ended June 30, 2008 California
state expenditures rose 73% against a 60% rise in
revenues. If, over the ten years ended June 30, 2008,
state expenditures had risen only enough to match
the total of population increase (16%) and CPI
increase (34%) since 1997-1998, the 2007-2008
budget would have been in surplus by $14 billion;
and if spending growth had been so restrained,
cumulative surpluses of recent years together with
a lower level of current spending would have pre-
cluded the current budget shortfall.29

A ROLE MODEL FOR BANKERS

Hundreds of smaller banks are burdened with
growing losses on defaulted loans. Many of them
can face big problems if just one or two large loans
go bad.  Southern California has a relatively small
bank, Farmers & Merchants Bank of Long Beach,
founded in 1907, that has always avoided such
problems, for reasons explained on the bank’s
website, as follows: 

‘‘Through the years Farmers & Merchants 
has remained honorable, financially strong, and
dedicated to the community. It has never had to
borrow money to maintain its strength. For 
example F&M weathered the Great Depression 
compounded by the 1933 Long Beach earthquake,
without ever resorting to government assistance.
In addition, following the earthquake the bank’s
strength kept the community afloat. When bor-
rowers couldn’t amortize their loans, the bank
took payments of interest only. If customers 
couldn’t feed their families and pay interest, F & M
suspended the foreclosure process and worked
with customers until they could pay. . .

‘‘[Beginning in 1938 the bank] began trans-
ferring much of annual earnings into capital and
reserve accounts. This wise practice has enabled 
F & M to flourish during the inflation-riddled 

1970s, the fluctuations of the 1980s, the recession
of the early 1990s, and into the new millennium.. .
[The year 2008 was no exception.]

‘‘[T]he bank remains one of the strongest in the
nation and continues its tradition of service to the
community as it did nearly a century ago.’’ 

CVM IN BARRON’S AGAIN

Our article entitled ‘‘Equity Indexed Annuities:
Designed to Deceive,’’ researched and prepared 
by Frederic G. Marks and David A. Horvitz
(Investment Values, April 2008), was published in
Barron’s on April 13, 2009. The article is available
a t  h t tp ://onl ine .bar rons . com/ar t i c l e/
SB123940700134809981.html and also at our 
website at http://www.cheviotvalue.com/
mediaBarron04132009.html

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 invest-
ment 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 com-
bined for performance reporting purposes to 
provide a “Composite” return. The Composite
represents real money invested for clients.

In the three months ended June 30, 2009 we
added a 7.125% bond (priced to yield 10.23% to
maturity on 10/15/23) of Zurich Re/Converium, 
now a subsidiary of Berkshire Hathaway, and
increased our position in Abbott Laboratories.
There were no other significant changes in the
Composite.
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Composite Portfolio Holdings
as of June 30, 2009

Pct.
Security Assets

Berkshire Hathaway 7.9
Market Vectors Gold Miners ETF 7.3
Federated Prudent Bear Fund 7.1
Newmont Mining 6.6
Federated Prudent Global Income Fund 6.6
Pan American Silver 4.4
Pfizer 4.3
Central Fund of Canada 3.6
Wrigley Bond, 4.3%, due 7/15/2010 3.0
Leucadia National 2.9
Wal-Mart Stores 2.7
Johnson & Johnson 2.6
UnitedHealth Group 2.4
Medtronic 2.3
Stryker 2.0
Bristol Myers-Squibb 1.7
Amgen 1.6
Walgreen 1.5
Markel 1.3
Zimmer Holdings 1.2
Microsoft 1.2
Abbott Laboratories 1.1
Chevron 1.0
ConocoPhillips 1.0
Zurich Re Bond, 7.125%, due 10/15/2023 1.0
Other 3.9
Cash Equivalents 17.8

Total 100.0

Composite Performance Information

The performance results displayed herein repre-
sent the investment performance record for the
Balanced Portfolio Composite, a Composite of 
balanced accounts managed by Cheviot Value
Management, Inc., a registered investment advis-
er under the Investment Advisers Act of 1940. 

The Composite returns are total, time weight-
ed 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. com-
panies. 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 possibility of both gain and loss. Results
will vary among client accounts. The actual return
and value of an account will fluctuate and at any
point in time could be worth more or less than the
initial amount invested.

Holdings are subject to change. A complete list
of portfolio holdings and specific securities trans-
actions for the preceding 12 months is available
upon request. It should not be assumed that rec-
ommendations made in the future will be prof-
itable or will equal the performance of securities in
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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 6/30/09.

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

CVM Balanced Portfolio Composite (net) -7.84% 1.18% 2.69% 2.87% 4.17% 6.61%

S&P 500 Index -26.15%- -8.23% -2.26% -1.67% -2.23% 6.72%
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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 men-
tioned. The information contained herein, while
not guaranteed as to accuracy or completeness,
has been obtained from sources we believe to be
reliable. Opinions expressed herein are subject to
change without notice. Cheviot Value Management
or one or more of its officers may have a position
in the securities discussed herein and may pur-
chase 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. 

CREDITS & NOTICE

Frederic G. Marks, Darren C. Pollock, and David
A. Horvitz contributed to the research and writing
of the articles in this issue of Investment Values.
Typographic design, formatting and printing are
by Aldus Digital Graphics of Los Angeles. 

Each year we file with the U.S. Securities &
Exchange Commission Form ADV, Part II, con-
taining information about our investment man-
agement business and how it is operated. Clients
receive a copy of the current ADV Form, Part II, at
or before the time an investment advisory contract
is signed. Each client may obtain, upon request, a
copy of the most recent Form ADV, Part II.

NOTES

The quotations at the top of page one are from, respec-
tively, a former Director of Research at the International
Monetary Fund (Simon Johnson) and one of the most
influential economists of the twentieth century (John
Maynard Keynes). 

01Morningstar’s list of 6,020 equity funds includes domestic
and foreign equity funds of all kinds and specialized funds
(commodities, etc.), excluding only bond and money mar-
ket funds. See http://screen.morningstar.com/FundSearch/
FundRank.html?fundCategory=all&screen=tr10yr 

02The Austrian economists most well known in America are
Ludwig von Mises (1881-1973) who emigrated to America
in 1940 and Nobel Laureate F. A. Hayek (1899-1992) who
lived in England and the U.S. during a good part of his career.

03Economics and the Public Welfare: A Financial History of the
United States, 1914 -1946 (2nd ed. 1979), by Benjamin M.
Anderson, an American adherent of the Austrian school 
of economic thought.

04The Great Inflation and its Aftermath (2008) by Robert J.
Samuelson, chapter 2, “The Full Employment Obsession.”

05Mortgage-backed securities are comprised of hundreds or
thousands of real estate mortgages pooled together and
sold as a bond-like security.

06“New Evidence on the Foreclosure Crisis,” by Stan
Liebowitz, The Wall Street Journal, Op-Ed, 7-3-09 (zero money
down, not subprime loans, led to over half the foreclosures
in the second half of 2008). 

07Since the 1990s the policy of the federal government has
encouraged people to buy a home even if they lacked the
cash for a down payment or the income to pay the loan. 
See Makin, John, ‘‘A Government Failure, Not a Market
Failure,’’ Commentary Magazine, July-August, 2009.

08“Rising Real Estate Prices: Irrational Exuberance Moves
Home,” Investment Values, April 2005; and our Darren
Pollock’s letter to clients and other newsletter recipients
that was published on the website of Prudent Bear Fund
(see http://www.cheviotvalue.com/media0505.html) 

09CalSTRS and CalPERS are, respectively, the retirement
funds for California public school teachers and other
employees of the state of California. 

10In large part due to private equity setbacks, Harvard’s
endowment fund is down 30% since June 30, 2008. See
“Harvard Cuts Risk, Loses Bond Managers,” by C. Karmin
and L. Rappaport, The Wall Street Journal, 6-23-09. 

11Samuelson, Robert, The Great Inflation and its Aftermath,
note 4 above. 

12Joint 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. 

13The 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. 

14Also known as the Y2K computer software problem which
it was feared, unjustifiably in the event, would cause 
computer breakdowns in the transition from 1999 to 2000.

15For a detailed documentation of the excessive economic
stimulus engineered by the Fed over the past 20 years see
Greenspan’s Bubbles by Fleckenstein, note 13 above. 
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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 © 2009 Frederic G. Marks. All rights reserved. Reproduction in whole or in part is not permitted without advance written consent.

16These are the goals specified in the title of U.S. Public Law
111-5. 

17According to “Calls Grow To Increase Stimulus Spending,”
by D. Solomon, The Wall Street Journal, 7-6-09.

18See “Fiscal Stimulus, Fiscal Inflation, or Fiscal Fallacies?”
by John H. Cochrane, Myron S. Scholes Professor of
Finance, University of Chicago Booth School of Business.
http://faculty.chicagobooth.edu/john.cochrane/research/
Papers/fiscal2.htm 

19See Mises, Ludwig von, Notes and Recollections (1978),
pages 77-78; “Hyperinflation in Germany 1914-1923” 
from The Age of Inflation by Hans Sennholz (1979),
http://www.mises.org/story/2347; and ‘‘The Nightmare
German Inflation’’ by Michael J. Kosares, http://
www.usagold.com/germannightmare.html 

20“Mountain of Debt: Rising debt may be next crisis,” by
Tom Raum, Associated Press, July 3, 2009. “Projected
deficit threatens Obama’s plans: Auditors say budget
would produce $9.3 trillion in red ink over next decade,”
Associated Press, March 20, 2009, http://www.msnbc.
msn.com/id/29791927/

21“Here comes the next fiscal crisis,” by Alan J. Auerbach and
William G. Gale, Los Angeles Times, Op-Ed, July 8, 2009.
Prof. Auerbach is director of the Burch Center for Tax Policy
and Public Finance at UC Berkeley; Dr. Gale is co-director
of the Urban Institute-Brookings Institution Tax Policy Center.

22“The S&P 500: A Trap for the Unwary?” Investment Values,
April 1999. This article is posted on our website under
Literature Library, Newsletter Articles, http://www.
cheviotvalue.com/article7.html 

23For example, a dividend rate of $0.75 per share per year
provides a yield of 3.0% when the share price is $25, which
falls to 1.5% if the share price doubles, to $50.

24For a definitive account of GM’s road from prosperity to ruin,
see Lowenstein, Roger, While America Aged: How Pension
Debts Ruined General Motors, Stopped the NYC Subways,
bankrupted San Diego, and Loom as the Next Financial Crisis
(2008), chapters 1 and 2.

25 See “Shortfall Triples at U.S. Pension Guaranty Agency,”
by D. A. Hughes and J. D. McKinnon, The Wall Street
Journal, 5-21-09.

26 See “Public Pensions Cook the Books,” by Andrew G. Biggs,
The Wall Street Journal, Op-Ed, 7-6-09; and “A $2 Trillion
Fiscal Hole” by C. Edwards and J. Gokhale, The Wall Street
Journal, 10-12-06, http://www.cato.org/pub_display.
php?pub_id=6728 

27See our discussion of this problem in “The World’s Largest
Insurance Company,” Investment Values, April 2009; and
The State of the Union’s Finances: A Citizen’s guide to the
Financial Condition of the United States Government, Peter G.
Peterson Foundation, July 2008. www.pgpf.org/resources/
PGPFCitizensGuide.pdf 

28A revenue bond is payable from revenues of specific 
governmental activities, such as an airport, water and
power utility, etc. General Obligation bond obligations are
paid from general revenues. In comparison to holders of
revenue bonds, GO holders have legal priority should
there be a shortage of funds.

29The data comes from the website of the California Dept. 
of Finance, California Budget Information, http://www.
dof.ca.gov/budgeting/budget_faqs/information/ select
“Frequently Asked Budget Questions,” then select All
Reference Documents, then Schedule 6. 


