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OUR INVESTMENT OUTLOOK

The haggling to avoid the ‘‘fiscal cliff’’ lasted for
months and anxiety levels were sky high as the
economy was held hostage by dueling politicians.
In the end, the deal that was reached has only a
small impact on our deficit and debt. We anticipate
much wrangling in the upcoming negotiations on
spending cuts that were left out of the fiscal cliff
resolution and the raising of the U.S. debt ceiling.

While policymakers bickered over fiscal policy
(taxation and government spending at the federal
level) the manipulators of monetary policy (the set-
ting of interest rates and changes in the monetary
base by members of the U.S. Federal Reserve, the
‘‘Fed’’) were working overtime toward a common
goal: bailing out the sluggish U.S. economy. And
pushing up housing prices. Stock and bond prices,
too. Anything to get consumers to spend money
today instead of waiting until tomorrow.

In its most recent policy maneuver in December,
the Fed announced its intention to create $85 billion
of new money per month that it will use to purchase
U.S.Treasury and mortgage bonds. Such purchases
are aimed at lowering the borrowing costs of both
and encouraging savers to shun paltry bond yields
for the potentially higher-rewarding world of
stocks and real estate. Whether this works or not is
debatable. What is indisputable, however, is the fact

that since the end of 2008, the Fed has created $1.96
trillion of new money (at a clip of nearly $500 billion
per year). Now, the Fed is more than doubling its
prior breakneck pace to $1.02 trillion per annum. 

Since the beginning of the Fed’s first money
creation campaign in 2008, gold and related
investments performed well: gold is 106% higher
and a basket of gold mining companies rose by
93%.1 [Notes appear on page 7] Why? One way gold
is valued is according to the quantity of the 
currency in which it is priced. That is, one can view
the price of gold in terms of how many dollars are
required to purchase one ounce of it. Thus, it makes
sense that there is a greater-than-90% correlation
between the quantity of created currency on the
Fed’s balance sheet and gold’s price. The graph on
page 2 depicts this correlation in the movement 
of both over the last four years. The graph’s left
vertical axis shows where the Fed’s asset level
could be in one and two years’ time given the pace
it has set of creating $1.02 trillion per year in new
money. The right vertical axis indicates a potential
gold price should this logical correlation continue.

Yet, even as monetary stimulus accelerates, 
most market participants are fixated on its eventual
denouement.To us, this is like sitting on a boat and
worrying about falling over the horizon. As early
as 2010, the Fed has talked about ‘‘exit strategies’’
and winding down the stimulus. In early 2012, Fed
Chairman Bernanke said there would be no QE3
(the Fed’s third iteration of creating money with
which to buy bonds). Yet we are now in phase two
of QE3 and the Fed’s stimulus continues to expand.
Fed Vice Chairwoman JanetYellen espouses holding
rates at zero until at least 2016 and noted that the
Fed’s current actions are expected to cause ‘‘inflation
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overshoots’’ above its objective ‘‘for several years.’’
Another Fed member said recently, ‘‘In terms of
how far you can go [with this monetary policy], I
don’t think we’re anywhere near any kind of limit.’’ 

With its purchases of Treasury and mortgage
bonds, the Fed is targeting lower unemployment,
higher home prices, and lower mortgage rates.2

Home prices rotate on the axis of mortgage rates:
the higher the rate, the less likely home prices will
remain elevated.3 It can be said that the U.S.
government carries a mortgage, too, in the form of
its more-than-$16 trillion of debt. The government,
through the Fed, however, helps determine the
interest rate on that debt. If your finances were 
as poor as the U.S. government’s and you could
set the interest rate on your debt, would you 
voluntarily raise it?

Says financial historian James Grant: ‘‘Central
banks around the world are bound and determined,
they make no bones about it either through actions
or words, to debase their currencies.’’ In this global
race to debase – though it is really more of a 

marathon – the U.S. is the current leader. With its
economy in recession, the European Central Bank
aims not to be outdone, and central planners in
China are poised to give its economy another
monetary boost. The Swiss National Bank and
Bank of England are debasing their currencies,
and Japan just elected a leader who campaigned
on the platform of a weaker yen.

This level of simultaneous and unlimited
worldwide money printing is unprecedented. When
prior monetary expansions led to dramatically
higher rates of inflation in a given country, investors
could seek refuge in the currencies of other nations.
The U.S. dollar historically has acted as a port in a
storm. Unlike previous occurrences, today the Fed
is at the forefront of the global monetary expansion
experiment. By the very nature that it is being
devalued, we do not expect the U.S. dollar to 
provide shelter similar to times of prior currency
devaluations. The currencies of smaller countries
may offer safety, but too much appreciation in their
currencies would likely be met with depreciation
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measures of their own as a way for those countries
to protect their exporting industries.

This leads investors to gold. Expert investor
and manager of the world’s largest hedge fund
Ray Dalio states simply, ‘‘The main advantage that
gold has over other currencies is that it can’t be
printed.’’4 Says the research director at the People’s
Bank of China: ‘‘No asset is safe now. The only
choice to hedge risk is to hold hard currency – gold.’’
Gold, he adds, is ‘‘the safe haven.’’ In hoarding
gold, Chinese leaders show an understanding of
the world’s currency predicament. So do the central
banks of Russia, South Korea, Turkey, Brazil,
Mexico, and Iraq, among others that are now 
buying gold. One day, typical American investors
might understand the predicament, too. 

Japanese leaders are now preparing their 
boldest move yet. Through ‘‘unlimited easing
measures,’’ Japan’s new prime minister Shinzo
Abe (pronounced ‘‘ah-bay’’) has pledged to partake
in the currency wars and devalue its yen. Says
honest Abe, ‘‘Central banks throughout the world
are printing money, supporting their economies,
and increasing exports. America is the prime
example. If it goes on like this, the yen will
inevitably strengthen. It’s vital to resist this.’’ In
response, Japanese pension funds are making new,
albeit small, purchases of gold for their portfolios. 

This reminds us of economist John Maynard
Keynes in the 1930s, who called for government
stimulus during the Great Depression, through
World War II and into the post-war era. The major
difference between the Japanese pensioners’ thus far
small purchases of gold and Keynes? When Keynes
realized currency devaluation was being unleashed,
he invested heavily. Moving the majority of his
funds into precious metals, Keynes made a fortune,
easily outpacing the market in the ensuing years.5

Famed investor Jim Rogers puts forth his current
recipe: ‘‘If gold goes down [in price], I hope I’m
smart enough to buy more. If it goes down a lot, I
hope I’m smart enough to buy a lot more.’’ We
believe investors with the fortitude to hold on to
precious metals positions through these turbulent
periods will eventually find themselves pleased
they did. Investor and noted Fed watcher Bill

Fleckenstein wisely observes, ‘‘What’s often in short-
est supply [in investing] is not the common sense
to be successful but the patience to be successful.’’

The investors referenced earlier, (James Grant,
Ray Dalio, Jim Rogers and Bill Fleckenstein), were
suspicious of the late 1990’s stock bubble and sought
ways to avoid the carnage. They were also part of
the minority who saw the formation of the housing
bubble and knew it would not be ‘‘contained,’’ as
Bernanke and other Fed members opined at the
time.Today, as protection against worldwide money
creation, they are taking refuge in gold investments.
They are what is known in the investment com-
munity as ‘‘the smart money’’ and are not afraid to
appear out of step with current fashion when they
believe what they are doing is intelligent for the
long term. Fortunately, our thoughts and actions
during the past decade-plus often converged with
these great investors.

In investing, one rarely can know when events
will occur as expected. The best practice is to 
continually survey the facts, make reasoned and
rational decisions, and maintain the patience to 
let planted seeds mature into harvestable growth.

COMPOSITE PORTFOLIO

In the three months ended December 31, 2012, we
trimmed our holding of WalMart and Pfizer. We
added to our positions in Central Fund of Canada,
Market Vectors Gold Miners ETF, and Microsoft
and initiated positions in the shares of AIG, Fairfax
Financial and a Staples bond maturing in 2014.

Until its near collapse in 2008, AIG was for
many decades an insurance behemoth with a AAA
credit rating and a global footprint reaching nearly
$300 billion in market capitalization. Strong 
earnings growth kept AIG on our investment radar
for many years. However, in 2007, we unearthed
accounting schemes that AIG was enacting to goose
its earnings. From an internal memo written that
year by our Darren Pollock:

‘‘The one favorable comment we could make
about this portion of AIG’s business was that it
was at least understandable, even if it required
much sleuthing. Many other portions of AIG’s
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business were more difficult, if not impossible, for
the outsider to comprehend. . .For example, how
much of its investment portfolio is riddled with
toxic waste and what is it all really worth? Both
questions are still unknowable. . . . In summary,
AIG is a virtual black box [investment jargon for a
business whose methods of reporting cannot be
easily examined or understood].’’

Later, in May 2008, AIG reported huge losses
but sprinkled Wall Street with good news by raising
its dividend. Another of our internal notes from
that time period read, ‘‘The company’s use of a
dividend increase to try to quell investor nervous-
ness is an obvious ploy.’’ Within months of the
company’s May 2008 earnings announcement,
AIG’s problems were known to all.

What got the company into trouble in 2008
was that it had insured roughly $1.8 trillion worth
of mortgage backed securities (MBS) through 
the sale of a derivative insurance product called
credit default swaps without having accurately
calculated the default rate on the underlying mort-
gages themselves. When the mortgages declined
in value, the prices of the credit default swaps
(CDS’s) on those MBS soared. A division within
AIG called AIG Financial Products (‘‘AIGFP’’) was
the counterparty – i.e., they were responsible for
paying out the ‘‘insurance’’ claims to those who
owned the CDS’s. AIG, the parent company, did
not have enough funds in reserve to make the 
payments, and the company was on the brink 
of collapse. The U.S. government feared the 
company was too interconnected with and indebted
to worldwide financial institutions, as many other
large institutions were reliant upon their CDS 
contracts being made whole. Consequently, the
government bailed out AIG. This created much
public criticism.

By the middle of 2009, the management that
presided over AIGFP either resigned or was fired,
and the assets and liabilities of that division were
largely taken off AIG’s books by the U.S. Treasury.
The government was compensated for the losses
from those holdings through sales of those 
securities, loans repaid by AIG to the government,
and a 79.9% ownership stake in AIG’s shares. 
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In 2012, AIG shares began trading above the
Treasury’s cost basis in the company ($29 per share),
and the government initiated large-scale sales 
of its AIG holdings. Since commencement of the
Treasury’s first share sale in May 2011, AIG sold
non-core assets (different insurance divisions
throughout the world) and used much of the 
proceeds to repurchase nearly half of the shares
sold by the Treasury. In December, the U.S.Treasury
sold its last block of AIG shares and exited its 
position three years ahead of schedule and with a
nearly $23 billion profit.

AIG today is a streamlined company boasting
an easier-to-understand business than the company
we avoided during the prior decade. Having just
sold the majority of its final ‘‘non-core’’ operations,
nearly 100% of AIG’s business is now derived from
just two divisions – Chartis (comprising the majority
of AIG’s business and providing property and
casualty insurance) and SunAmerica (life insurance
and annuities). New executives abound: a seasoned
turnaround expert is Chairman and three well-
respected insurance operators provide stewardship
as CEO of the parent company and the presidents
of Chartis and SunAmerica. From a business
standpoint, AIG is now a nearly fully restructured
company executing a thus far successful turnaround
amidst firming prices in the insurance industry.

Yet, as value investors, a good business must
be paired with a good price for us to want to own
the company. What also makes AIG shares 
compelling to us is related to the Treasury being a
non-economically sensitive seller. Specifically, it
has not waited patiently to achieve fair value for
its shares. Instead, it is actively locking in its gain
and turning the page. But the Treasury is selling
these shares for less than 60% of tangible book
value.6 At today’s prices for companies in the
insurance industry, we believe a proper valuation
for AIG, given its mix of property and casualty
and life insurance operations, is a price closer to
90% of tangible book value.

Remember that AIG’s share repurchases have
occurred at an enormous discount to tangible book.
Akin to buying dollar bills for less than 60 cents,
this act alone has the effect of increasing the com-



pany’s tangible book value per share. (Warren
Buffett has said for decades that a company buying
back its stock at a huge discount such as this is per-
haps the best way to compound business value.)
Moreover, now that the Treasury has completely
sold out of AIG stock and the company has lined
up buyers for those divisions that are to be sold,
the company is awash in cash. AIG has the where-
withal to make large stock repurchases, pay down
debt, and says it would like to initiate a dividend
in 2013. In this yield-starved world, we believe 
initiation of a dividend payment would make AIG’s
shares more attractive to a large class of investors
who have otherwise shunned the stock because it
provides no current income. 

Due to its tarnished reputation for mistakes
made years ago, we believe that AIG’s shares are
vastly under-owned in the investment community.
Additionally, a considerable number of investment
managers held AIG’s shares in its heyday and, in
aggregate, suffered enormous losses when the
company’s fortunes turned. Human psychology
plays a strong role in investing, and we predict
that a large number of those investors have yet to
overcome the difficulty of investing again in a
company that burned them once before. To wit, of
the country’s ten largest insurance companies, AIG
ranks last in the percentage of its shares that are
held by financial institutions. That represents to us
a significant amount of buying power on the side-
lines. Now that the overhang of large sales made
by theTreasury has been removed, AIG shares could
generate increased interest. We expect greater
acceptance of AIG stock to occur should the share
price increase toward our estimate of true value. 
A rising share price has a way of suppressing the
psychological biases of investors as well as the 
tarnished reputations of corporations.

The founder of Fairfax Financial, Prem Watsa,
was born in 1950 in Hyderabad, India. Watsa grad-
uated from the Indian Institute of Technology and
then emigrated to Canada where he immediately
signed up for business school. Upon graduating he
became an investment analyst at a firm known for
its rigorous research. This is where Watsa started
studying the principles of value investing, his

adherence to which set the foundation for his future
success. In fact, Mr. Watsa was so taken with the
teachings of Benjamin Graham, the intellectual
father of value investing, that he named his first
son Ben. While often called ‘‘the Warren Buffett 
of Canada’’ for his investment prowess and for
maintaining a similar organizational structure,
Watsa was for 30 years a close friend of investor
extraordinaire Sir John Templeton. Just as Warren
Buffett had Ben Graham, Watsa considered
Templeton to be his mentor.

In1984,Watsa started HamblinWatsa Investment
Counsel (‘‘HWIC’’) with six other principals, five of
whom remain with Fairfax’s investment manage-
ment team. In 1985, HWIC bought a controlling
interest in a small insurance company so that it
could invest the float (premiums received by an
insurance company that can be invested until they
are paid out as claims). Combining HWIC’s invest-
ment management expertise with the insurance
company’s relatively large amount of investable
assets would enable the insurance company to
achieve better growth. The team at Hamblin Watsa
got this idea from Warren Buffett’s handling of
insurance operations and the management of its
float within Berkshire Hathaway.

Today, Fairfax Financial operates 11 insurance
companies in more than 100 countries. Fairfax, in
much the same way as Berkshire Hathaway, main-
tains decentralized oversight of these subsidiaries.
Management of the individual insurance businesses
is measured on the profitability of the insurance
written, not the growth in premiums. Writing
insurance contracts only when insurance pricing is
likely to be profitable means, at times, foregoing
potentially large amounts of business. For a handful
of years now, pricing has been considered ‘‘soft,’’
(meaning low) and Fairfax has maintained its 
discipline by writing less business than its vast
finances could handle. There are recent indications
that the insurance market may be ‘‘hardening’’
(meaning prices are rising) and Fairfax stands
ready to greatly expand its underwriting volume. 

The company follows a similar discipline 
with regard to the investment of its float – invest
only when each transaction is very likely to be 
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profitable. Applying Ben Graham’s principles, in
conjunction with those of Buffett and Templeton,
Watsa’s team has produced extraordinary results.
The combination of disciplined insurance under-
writing and strong value investing helped Fairfax
grow its book value by 16% annualized over the
past 20 years and more than 19% per annum over
the past five.

Fairfax’s investment team saw risks in the stock
market in much the same way Cheviot did during
the tech bubble of the late 1990’s and again in the
market’s run-up before the 2008 crash. Watsa and
his team successfully hedged Fairfax’s portfolio 
in both occasions and even profited handsomely
by wagering that mortgage bonds would lose 
considerable value in 2008. The result: Fairfax was
Canada’s most profitable company that year. 

Currently the investors at Fairfax are cautious
on the stock market and expect poor returns from
most bonds in the years ahead. Fairfax holds plenty
of cash. Said Watsa during the company’s October
conference call: ‘‘The fact is that we have cash in our
portfolio that is making no money today. [Holding
cash] is a big advantage when opportunities come,
because, of course, the only people who can take
advantage of them are the people who have cash.’’

In November, the company was removed from
one of the too-many-to-count stock indices that are
available for investment benchmark purposes. The
culprit here was the MSCI Canada 100 Index. We
surmise Fairfax’s removal was related to the shares
of the company not trading with as much volume as
the managers of the index would like. This is purely
quantitative, not qualitative (and is reminiscent of
Berkshire Hathaway, which for decades has been
one of the country’s strongest and largest companies
yet it was added to the S&P 500 Index only three
years ago). Nonetheless, this announcement caused
a nearly 10% decline in the share price as index
investors rebalanced their portfolios by selling that
which leaves the index to buy that which is added.
This ‘‘forced’’ selling pushed the shares to a price
below their book value where we felt a bargain was
upon us. One of Fairfax’s investment managers
concurred, quickly buying more than $1.5 million
worth of shares just above the price we paid. Two
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months prior to the decline, the company authorized
a share buyback, and we would not be surprised if
the company has bought back stock amidst the
recent decline.

Because it not only sums up our own investment
philosophy and goals at Cheviot but succinctly
states the modus operandi at Fairfax, we again quote
Watsa from Fairfax’s October conference call:
‘‘We’ve always been long-term, our long-term
results are excellent. In any single year, in any single
quarter, we can’t tell you what we’ll make. Our
investment results have been lumpy. They’re not
smooth. We’re not looking at providing 5%, 10%,
15% growth every quarter. We don’t know how to
do it. We’d love to do it if we could but what we
have focused our company from inception, 27 years
ago, is on the long term. And that continues to 
be the case.’’ And on your behalf we hope to be
long-term Fairfax shareholders. 

Composite Portfolio Holdings
as of December 31, 2012

Security Pct. Assets

Market Vectors Gold Miners ETF 11.3
Newmont Mining 8.5
Berkshire Hathaway 7.2
Central Fund of Canada 6.8
Federated Prudent Dollar Bear Fund 6.7
Federated Prudent Bear Fund 3.6
Pfizer 3.5
Microsoft 3.4
Johnson & Johnson 3.4
Pan American Silver 3.3
Medtronic 3.0
Wal-Mart Stores 2.8
Abbott Laboratories 2.7
AIG 2.1
Avon Products Inc., 4.800% due 3/1/2013 1.5
Chesapeake Energy 1.3
Pitney Bowes, 3.875% due 6/15/2013 1.2
Leucadia National 1.1
Safeway Inc., 6.250% due 3/15/2014 1.1
Merck 1.0
Becton, Dickinson & Co. 1.0



Markel 0.9
Berkshire Hathaway, 7.125% due 10/15/2023 0.9
Chevron 0.9
CVS/Caremark 0.9
Fairfax Financial 0.8
ConocoPhillips 0.8
Staples Inc., 9.750% due 1/15/2014 0.8
Laboratory Corporation of America 0.6
Other 2.0
Cash Equivalents 14.9

Total 100.0

Cheviot’s Balanced Portfolio Composite (the
‘‘Composite’’) includes all fully discretionary, 
fee-paying accounts over $250,000.00. The
Composite assets are allocated principally among
the following asset classes: equities (common
stocks), fixed income (bonds) and cash. Cash is
allocated in accordance with the views of our
firm’s investment officers regarding the relative
desirability of being more or less fully invested in
other asset classes from time to time.

In the Composite, client accounts are combined
for performance reporting purposes to provide 
a ‘‘Composite’’ return. The Composite represents
actual money invested for clients. The nearby table
sets forth the holdings in our Composite as of
December 31, 2012.

Holdings are subject to change. 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 material facts
relating to the securities mentioned.The information
contained herein, while not guaranteed as to 
accuracy or completeness, has been obtained from
sources we believe to be reliable. Opinions
expressed herein are subject to change without
notice. Cheviot Value Management or one or more
of its officers may have a position in the securities
discussed herein and may purchase or sell such
securities from time to time.

CREDITS
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NOTES

The quotation atop page 1 is of John Neff, a terrific
value investor, whose exploits were described in a
2001 article we penned titled ‘‘The Strength of Value
in a Weak Market’’ (see: http://cheviotvalue.com/
articles/the-strength-of-value-in-a-weak-market/)

1This compares the market’s closing price on
November 24, 2008, the day before the Fed’s initial
quantitative easing program was announced, through
December 31, 2012 the price of gold and the Market
Vectors Gold Miners ETF, a publicly traded basket
of 35 of large precious metals mining companies.

2We hate to state the obvious so we buried it in this
endnote: there will not be lower mortgage rates
concurrent with higher interest rates. For the market
to believe that the Fed will allow interest rates to rise,
it must turn a deaf ear when Fed members talk about
their goal of suppressing mortgage rates.

3Most homebuyers purchase a home based on the
affordability of their monthly mortgage. If a 
homebuyer can afford a $3,000 monthly payment  at
today’s mortgage rate of 3.5%, that homebuyer can
shop for a home priced at $675,000. If the mortgage
rate were 6.0%, where it was just a few years ago,
that homebuyer’s $3,000 per month payment could
only support the purchase of a home priced at
$500,000. This theoretical 25% decline in prices
would derail the U.S. economy and is counterpro-
ductive to the Fed’s intentions.

4Gold supply growth is muted, too, despite higher
prices in the last decade.

5Decades later, master investor George Soros would
demand that his firm ‘‘Go for the jugular’’ when it
was presented with an equally perfect opportunity
to make a modern day fortune by shorting the
British pound sterling in 1992.

6The accumulated equity in an insurance company is
one metric representing business value.
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COMPOSITE PERFORMANCE DISCLOSURE

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

The Composite returns are total, time weighted returns expressed
in U.S. dollars and include the reinvestment of dividends and 
other earnings and the deduction of transaction charges and 
investment advisory fees of 1% per annum. The time period 
commencing 1/1/2000 is used as a standard measuring point as
that is the date current investment personnel have been active in
portfolio management.

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

The Vanguard Balanced Index Fund is a mutual fund that
repreresents the typical balanced fund investment and seeks
long-term growth and income by investing approximately 60% of
its assests in equities and 40% in fixed income investments.
Benchmark returns are shown for Investor Class shares.
Performance reflects pre-tax returns and includes changes in share
price and reinvestment of dividends and capital gains and is net
of management and operational expenses charged to the fund.

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

The CVM Balanced Portfolio Composite has been examined by
independent verifiers for the periods from January 1, 2000 through
December 31, 2011. A copy of this examination report is available
upon request. For further discussion on our composite, see:
http://cheviotvalue.com/performance/composite
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