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OUR INVESTMENT OUTLOOK

The positive feedback mechanism of higher prices
attracting more buyers is at play in financial markets
once again.1 [See Notes on page 7] Forced by the
Federal Reserve’s (the ‘‘Fed’’) highly stimulative
policy of the last few years known as quantitative
easing (‘‘QE’’), investors are building riskier 
portfolios. Trading safer bonds for riskier ones,
trading bonds for stocks, trading safer stocks for
riskier stocks, etc., investors pushed up share prices
perpetuating an increased appetite for risk. 

Real estate investment trusts (‘‘REITs’’), well
known to long-term Cheviot clients, provide an
example. As bond yields continued to decline dur-
ing the last couple of years, many investors who
considered their investment style to be conservative
shifted money into REITs. REIT shareholders would
earn solid dividend yields above the rate of safe
bonds. Additionally, during the last couple of years
REITs marched steadily higher in price.2

Steady dividends and rising share prices – what
could go wrong? The mere hint of higher interest
rates. Since lower rates caused buyers to rush into
REITs, even a whiff of higher rates would cause
the ground beneath these holdings to shake. In
mid-2013, REITs lost 20% of their value in 90 days.
Market participants spurred by the Fed into reaching
for yield were blindsided.

Risky behavior is increasingly rampant in the
markets now that ‘‘animal spirits’’ have come to
life. (20th century British economist John Maynard
Keynes coined this phrase to describe financial
decisions based on ‘‘spontaneous optimism rather
than mathematical expectations.’’3) The amount of
money borrowed against one’s stock portfolio is 
in nosebleed territory. [See graph below.] Whether
the level of margin debt and stock prices are related
by correlation or causation is irrelevant. Financial
history tells us that this relationship – when at such
extremes – is significant, requires monitoring, and
is potentially dangerous.
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What also strikes us as risky is the rise in price
of so many ‘‘story stocks’’ (stocks whose stories are
better than their financial underpinnings). Consider
Twitter. Its stock rose from an initial public offering
(‘‘IPO’’) price of $26 to nearly $75. At its recent peak,
the cost to buy all Twitter shares was $40 billion (this
is known as the ‘‘market cap’’). Since Twitter has
no earnings, that $40 billion provides the owner
with $0 in profits. For the same $40 billion, the
investor more intent on an actual return on his or her
investment, could buy all of the shares of Clorox,
the Kellogg Company, and Snap-On (and still have
one billion dollars left over). After-tax earnings
from these companies accrue to nearly $2 billion
(compared to losses at Twitter). Or instead of owning
Twitter, the less speculative and more profit-
oriented investor could use the same $40 billion to
buy all shares of just one business, Target, and own
its more than $3 billion of profits. 

Our long-term clients may find this exercise
familiar. In the April 2000 issue of this letter, we
described how the speculative investor could buy
all of Yahoo! or, for the same amount, the wise
investor could acquire all shares of five large,
entrenched businesses that earned188 times more in
profit than Yahoo!.4 In the five years that followed
that comparison, an equal-weighted basket of
shares of the latter earned its investor more than
50% (before dividends) vs. a decline in value of 60%
for the Yahoo! speculators.

The existence of actual earnings (and not five
years down the road, pie-in-the-sky hopes of future
earnings) is one qualitative requirement
that respectable long-term investors
seek in their investments. Better yet are
consistent earnings. And best of all are
consistently growing earnings. But 
in the past year, those companies with the
lowest consistency of earnings and divi-
dend growth (or none at all) saw their share
prices outpace those of consistent earnings
and dividend producers by three times. This is
the result of a widespread belief that the
Fed has placed a near-permanent safety
net under the stock market. In such an
environment, riskier stocks are favored for

their potentially larger short-term returns.
Throughout financial history we see that low
quality stocks have a good time
when the party is in swing but suffer the most when
it ends. (And, remember, nobody ever is told when
the party will end.) Higher quality stocks – our
preferred investments – typically perform better
than lower quality companies at all other times.
Most importantly, they perform best over longer
stretches of time.

In addition to seeking high quality and avoiding
low quality, the seasoned investor pays strict
attention to valuation. The price one pays relative
to a company’s ability to generate profits is a key
determinant of the investment’s future return. At
the beginning of 2013, stocks were already priced
highly relative to sales, earnings, assets, dividends,
and other important metrics. Because economic
growth was so meager throughout the year, by the
end of the year, prices were much higher relative
to underlying reality. This is an unfortunate
byproduct of a market so distorted by Fed policy. 

The Shiller P/E ratio (‘‘P/E’’ is the ratio of a
stock’s Price to its Earnings) was created by Nobel
Prize-winning economist Robert Shiller. It measures
the price of the S&P 500 against an adjusted 10-year
history of earnings to smooth annual earnings
volatility. Looking back over many decades, the
Shiller P/E correlates well with future market per-
formance (i.e., the higher the ratio today, the lower
subsequent returns in future years – not just one

2

1814aa3_cheviot_jan14_cheviot_jan14  1/16/14  2:12 PM  Page 2



year – and vice versa). Notably, the only time in the
last decade that the Shiller P/E indicated that the
market might be fairly priced – and perhaps on the
verge of underpriced – was in the early part of 2009
(at the bottom of the 2008 market crash).

When 2013 began, cautious investors noted that
the Shiller P/E was higher only in four prior periods
during the last 100 years.Those periods were before
the 1929 market crash and subsequent depression,
in the late1960s before the doldrums of the1970s, the
late 1990s ahead of the great 2000-2002 bear market,
and in the time leading up to the crash of 2008. By
the end of 2013, the Shiller P/E had surpassed the
1960s peak and is now looking up at only 1929, the
late 1990s, and 2007. That represents the troika of
worst eras in which to invest aggressively. 

With the Shiller P/E gaining attention in the
financial sphere, Wall Street firms have – not
surprisingly – produced analysis attacking the
credibility of this valuation metric. The goal is to
discredit its depiction of the market as being over-
valued. The money-making machine known as
Wall Street understands that it makes more money
when its clients are optimistic. Clients’ ignorance
is Wall Street’s bliss.

As we study financial markets with a long-term
perspective and no bias toward being bullish or
bearish – only a strict requirement to be realistic – we
wonder why Wall Street has not attacked the other
statistical methods which corroborate the Shiller
P/E. The market as a percentage of total U.S. GDP,
its price to sales ratio, and price to a calculation 
of book value known as Tobin’s Q are all at their 
second highest levels ever (top spot: the 2000 peak).
Maybe these ratios are less well known but they are
actually preferred by the likes of WarrenBuffett and
well-heeled value investors.

So, against historical evidence, a year to be
cautious turned out to be a year to be aggressive.
Gold, often a safe haven in times of turbulent or
falling markets, suffered. The reason most given
was that inflation proved not on the horizon, so
gold was sold heavily throughout the year. Often
the publicly accepted reason for a market’s behavior
is wrong and we think this is no exception. In
numerous years during the last decade, gold’s

price rose despite low or no inflation. It even rose
in 2008 when there was deflation. One reason that
we believe gold fell is that the same optimism
that carried stocks higher, so much of it artificial
(driven by massive injections of Fed stimulus) and
unfounded (as the economy struggled to grow),
caused gold to go lower. In markets, prices often
feed upon themselves, creating a momentum that
temporarily detaches the price of the asset from its
economic reality. As so many stocks are detached
in one way, gold, we believe, remains detached in
another.To us, continued diminution of the physical
supply of gold in the face of strong demand augurs
well for its future price. Numerous metrics that we
study indicate that gold’s price is as undervalued
now, if not more so, than at its low price in 2008
from which it performed very well.

Also detached are the tens of millions of
Americans unemployed or underemployed in this
weakest economic recovery in generations. Recently,
more than three-quarters of all new jobs created
are part-time. Only 47% of working age adults have
full-time jobs. Nearly 100 million working age
Americans are not working at all.Throughout 2013,
estimates for worldwide and U.S economic growth
continuously fell. Yet, stock markets responded
by rising because news of a struggling economy
implied an extended dose of Fed money printing. 

Despite persistent hopes that the economic
improvement is gaining momentum, holiday sales
were their weakest since 2009. Often, the stock
market’s direction in a given year indicates the
upcoming strength or weakness of the holiday
shopping season.This year it diverged and perhaps
because so fewAmericans actually participated in
the gains of the stock market.

The dichotomy of an ebullient Wall Street 
versus the opposing reality on Main Street is
exemplified in the nearby graph. The Russell 2000
is comprised of 2000 small cap U.S. stocks (those
with a market cap up to $1 billion). The total num-
ber of employees at Russell 2000 companies held
to a close range for roughly a decade (though the
graph begins at year-end 2003). During the Great
Recession of 2008-09, huge layoffs were enacted
and employment has not recovered.5 The Index
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has seen its value rise amidst a dramatically
reduced headcount. At this elevated level, the
Russell 2000 now has an outsized P/E of 40 based
on estimates for this year’s earnings and 60 based
on last year’s earnings.

High stock prices usher in a strange financial
landscape. Recently, an NFL running back IPO’d
himself, offering speculators a claim on his future
earnings.6 The 23 year-old founders of SnapChat,
a smartphone app which lets someone text a photo
that will be automatically deleted in ten seconds 
(a business with scant revenues and no profits)
recently rebuffed all-cash acquisition offers of $3
billion and $4 billion. A 16 year-old soap opera
actress boasted of her day-trading prowess on
CNBC, calling investing ‘‘so easy. . . I just have to
do this.’’ As Fed policy takes us from boom to 
bubble to bust – and back again – (currently working
toward three such cycles in less than 15 years), we
find ourselves again in the land of funny money. 
A multitude of bonds, stocks, collectibles, art,
antique cars, and high-end houses appear to us 
to be overpriced.

Looking ahead, we know that markets will
heed reality again, though we can never know
exactly when. 16 year-old soap opera actresses
will find investing to be challenging before too
long. Intelligent investment opportunities will

4

present themselves. We at Cheviot have been
bullish before and are eager to be so again.
But until we can be bullish responsibly, we will
remain cautious with our clients’ important
capital. To participate too aggressively in
markets now is akin to gambling.

THE PITFALLS OF PERFORMANCE CHASING

‘‘Many shall be restored that now are fallen, and many
shall fall that now are in honor.’’

– Horace, Ars Poetica

Benjamin Graham, the father of value investing
and mentor toWarrenBuffett, opened with this quote
in his 1934 classic on investing, Security Analysis.
Graham knew that the key to investing was to take
advantage of – and not fall prey to – the market’s
fluctuations. ‘‘Individuals who cannot master their
emotions,’’ stated Graham, ‘‘are ill-suited to profit
from the investment process.’’

Being trained in understanding human 
psychology as it relates to markets is an integral
component of successful long-term investing. The
typical individual’s tendency is to jump into the
market at the top and flee at the bottom. (This holds
true for all markets, be they stocks, bonds, real
estate, art, antiques, etc.) Pursuing what has
already performed well and avoiding what has
performed poorly is called ‘‘performance chasing.’’
Succumbing to this causes the long-term returns of
most individuals to suffer horribly.

Performance chasing occurs when people lose
patience and abandon their investments, their
strategy, or their investment managers at just the
wrong time. Joel Greenblatt, one of the greatest
investors of the past 30 years, cites the following: 

‘‘If you look at the top performers over the last
decade, the top 25% of managers that have out-
performed, that came out with the best record over
the past ten years, 97% of those top managers spent
at least three years in the bottom half of performance.
79% spent at least three years in the bottom
quartile of performance. Almost half, 47%,
spent at least three years in the bottom ten percent of
performance. These are the ones who ended up
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with the best long-term record. Yet most
people leave  them – most people
don’t stick around long enough.
If [an investment manager] underper-
formed in the last six months, year,
or two years, people chase performance
and they take money away. . . and give it
to someone else.’’

Greenblatt notes, ‘‘The best performing
mutual fund during the decade of the
2000s was up 18% annualized but the aver-
age investor in that fund lost an average of
11% per year. Why is that? Because
every time the fund underperformed,
people left.’’7

LouisHarvey, president of stock market
research firm Dalbar, says too many
investors ‘‘get excited or they panic, and
they hurt themselves.’’8 Dalbar’s studies demon-
strate how costly it is for the multitude of
investors who leave what seems will be forever
cold to move into what is currently hot. By meas-
uring all flows of funds into and out of stock
mutual funds, Dalbar proves that investors earn
far less than the market over time. During the
past 20 years, investors earned 4% annualized
compared with 8% for the U.S. stock market. Since
the beginning of 2000 and through 2012 (the last
year for which data is currently available), investors
earned a total return of 11% over 13 years. (This
compares to an average return of +90% for Cheviot
clients during the same time.)

The nearby graph portrays the typical investor’s
emotional roller coaster ride as stocks rise and
fall. Human nature has not adapted well to the
cyclicality of markets: most people rush in at
high prices only to bail out at low prices. The best
investors are able to suppress their emotions
and use crowd psychology to their advantage.
Morningstar, the mutual fund research company,
advises its readers to ‘‘adopt a contrarian mind-set.’’
Commenting on what recent investment returns
may mean for the future, its research states: ‘‘Just
as very strong recent performance often doesn’t
foretell strong returns ahead, the opposite is also
true: The fund with very weak recent returns can

end up on top. A spell of weak returns can signal
a buying opportunity because the securities in the
portfolio could be relatively inexpensive.’’9

Legendary investor JohnTempleton knew that
the crowd is usually wrong and he proved that the
contrarian approach works quite well. The masses
pulled money out of stocks a few years ago when
they were reasonably priced and is pouring money
into stocks now at elevated levels. Said Templeton,
‘‘People are always asking me where is the outlook
good, but that’s the wrong question. The right
question is: Where is the outlook the most
miserable?’’ This is because the herd-like stampede
of investors away from one area of the market
often leaves it undervalued and attractive.
Templeton continued, ‘‘Focus on value because
most investors focus on outlooks and trends. You
must be a fundamentalist [one who understands
underlying businesses and the economy] to be
really successful in the market.’’10

Behavioral finance teaches us that most people
follow trends. And their long-term investment
returns are much worse because of it.This is applied
to all types of investing, including the selection of
individual stocks, mutual funds, and investment
advisors. Michael Mauboussin, author of numerous
books on behavioral finance, states that after a
couple of years of underperformance investment
managers are typically fired and, ‘‘to wit, of course,
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over the next 24 months, the folks that they fired
did better than the folks that they hired. So had they
simply sat on their hands, they would have been
better off!’’ Mauboussin continues: ‘‘So that is
the message of the ‘hot hand.’ When they [the
investment manager] have done poorly, the next
move is likely up.’’11

The psychological barriers to successful
long-term investing are difficult for individuals to
overcome. Warren Buffett advises investors to, ‘‘be
fearful when others are greedy and greedy when
others are fearful.’’ Less eloquently, some simply
say, ‘‘Zig when others zag.’’ Bernard Baruch,
master investor and financier of the early 20th
century, may have summed it up best: ‘‘Never 
follow the crowd.’’

COMPOSITE PORTFOLIO UPDATE

We took advantage of the brief moment of
downward market volatility in the fourth quarter
to add two of the world’s highest quality companies
to our stable of businesses. Coca Cola (KO) and
McDonalds (MCD) are companies that produce a
consistent and reliable stream of earnings and
cash flows. 

In addition to its namesake product, among
its roughly 90 beverage brands, KO is known
for Barq’s brand root beer, Dasani water,
Vitaminwater, Minute Maid juices, Powerade,
and the Honest line of teas and health-conscious
drinks. Due to its wide array of bottled beverages,
Warren Buffett, whose Berkshire Hathaway is
KO’s largest shareholder, refers to the company’s
income stream as ‘‘a royalty on swallows.’’ And
there are plenty of swallows worldwide: Coca
Cola sells 1.8 billion servings of its various
products per day. The dividend yield at the time
of our purchase was 3.0%.

‘‘Several times every year a weighty and serious
investor looks long and with a profound respect at
Coca-Cola’s record but comes regretfully to the
conclusion that he is looking too late. The specters
of saturation and competition rise before him.’’ This
was written in Fortune Magazine in 1938.

6

MCD is the world leader in the quick-service
restaurant industry with nearly 35,000 company-
owned and franchised locations in 121 countries.
The company owns close to half of the land under
its restaurants and two-thirds of its buildings.
Earnings and cash flow are relatively stable through-
out the economic cycle based on consistent royalty
and rent payments from franchisees. Resulting in
part from its size, MCD possesses various strengths
which, in concert, reward the company with
notable competitive advantages. These include
significant economies of scale, tremendous brand
awareness, and a replicable operating model. The
dividend yield at the time of our purchase was
3.5%. As with KO, we hope to add to our holdings
of MCD should the market again offer shares to us
at a reasonable price.
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COMPOSITE PERFORMANCE DISCLOSURE

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

money market funds (cash). 

In the Composite, client accounts are combined for performance

reporting purposes to provide a ‘‘Composite’’ return. The Composite

represents actual money invested for clients. 

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 specific

securities identified and described do not represent all of the securi-

ties held for advisory clients, and the reader should not assume that

investments in the securities identified and discussed were or will be

profitable. 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 
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of its officers may have a position in the securities discussed herein

and may purchase or sell such securities from time to time.

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 January 1, 2000 is used as a standard measuring point

as that is the date current investment personnel have been active

in portfolio management.

The graph on page 8 titled Cheviot Composite Equities vs.

S&P 500 compares all stocks within the Cheviot Balanced

Composite vs. the S&P 500 Index (an all-stock benchmark).Accounts

managed by Cheviot are not allocated 100% to stocks at all times, thus

no management fees are applied to the data comprising this

graph. By describing the performance of Cheviot’s selected stocks

only, this graph seeks to provide a more apples-to-apples

comparison to the S&P 500.

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 rein-

vested. The S&P 500 Index is not available for direct investment.

TheVanguard Balanced Index Fund is a mutual fund that repre-

sents the typical balanced fund investment and seeks long-term

growth and income by investing approximately 60% of its assets 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. 

Dalbar Inc.’s quantitative analysis of investor behavior

produces the actual performance generated by all investors, on

average, in U.S. stock mutual funds. The graph on page 8

illustrates this performance over time. This data is made

available once per year to reflect the prior year’s actual

performance earned by real investors.

Past performance is no guarantee of future results. Any invest-

ment 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/

NOTES

01The act of buyers joyfully paying higher prices lives within
the bizarre realm of financial markets and auction houses;
other buyers of goods – and most successful long-term
investors – find this behavior to be backwards.

02In the late 1990s and early 2000s, when REITs were in the
doghouse – and fundamentally cheaper than any time in
Cheviot’s existence – we bought and held large quantities. A
considerable number of clients fired us for it: ‘‘Can’t you
see that these companies are dinosaurs in an internet age?!’’
That was the common ‘‘wisdom’’ of that era. Holding
what is cheap and unpopular is difficult in all eras.

03Keynes,  John Maynard,  The General Theory of
Employment, Interest, and Money, 1936, p. 161-162

04Albertsons, Ford Motor, May Department Stores,
N i k e ,  a n d  Wa s h i n g t o n  M u t u a l

05Recall from past issues of our letter that the unemploy-
ment rate is falling solely due to how it is calculated, not
because there is a genuine increase in employment.
E v e n  t h e  F e d  i s  b e g i n n i n g  t o  r e c o g n i z e
the  ins ign i f i cance  o f  the  unemployment  ra te .

06See :  I t ’s  Crazy  Inve s tment  T ime  Aga in here :
h t tp : //nymag . com/da i ly / in t e l l i gence r / 2013 /10 /
c razy- inves tment - t ime-aga in .h tml  to  d i scover
t h e  m o r e  c o l o r f u l  a l t e r n a t e  t i t l e .

07http://www.forbes.com/sites/steveforbes/2011/07/05/
j o e l - g r e enb l a t t - i n t e r v i ew - t r an s c r i p t /

08http://www.moneynews.com/InvestingAnalysis/Dalbar-
Harvey-individual-investors/2013/03/11/id/494045

09‘‘How Not to Be Tyrannized By Trailing Returns,’’
h t tp : //www.morningstar .com/topics/t /77398698/
t h e - e r r o r - p r o o f - p o r t f o l i o - h o w - n o t - t o - b e -
t y r ann i z ed - by - t r a i l i ng - r e t u rn s . h tm

10See  the  recent  documentary on Temple ton ,
‘ ‘Contra r i an ,’ ’ a t h t tp : //www.b loomberg . com/
video/contrarian-a-documentary-about-john-templeton-
a D 8 U 0 3 j n S s 2 B F r 4 I u x F ~ I Q . h t m l

11http://www.youtube.com/watch?v=MkUz7EaoibQ
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Contact information: 9595 Wilshire Blvd., PH 1001, Beverly Hills, CA 90212; (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, LLC.
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