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“I wonder if Britain’s new slogan, ’We were just kidding,’ will be effective.”
- Albert Brooks
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OUR INVESTMENT OUTLOOK

confiscate nearly two-thirds of one percent per year.
Worldwide, there is now roughly $12 trillion worth
of bonds yielding negative returns.
In May, with U.S. financial markets relatively
tranquil, the Federal Reserve sought again to raise
U.S. interest rates. (Recall that the Fed is desperate
to raise interest rates above their emergency-level
lows in part so that it will have the ability to fight a
recession by lowering them the next time economic
activity slows.) One after another, members of the
Fed publicly proclaimed the U.S. economy strong
enough for another 0.25% rate hike. Fed members
were preparing financial markets for a rate hike
in June.
Then something unfortunate happened: U.S
economic data showed ongoing weakness. The
number of new jobs created in May was a paltry
38,000 versus expectations of 162,000. The pace of
declining job creation in the U.S. in recent quarters
is reminiscent of seven periods in the last 50 years.

After suffering their worst start to a year since
the 1930s, stock prices continued their recovery
in the second quarter. Share prices in the U.S., as
represented by the S&P 500, rose by nearly 2%
and may have risen even more if not for the shortlived turbulence caused by Brexit. Fears of political
changes in Europe sent investors scurrying for the
relative safety of government bonds. Bond prices
rose such that bond yields are now plumbing depths
that bewilder long-time market observers. (Bond
yields fall as bond prices rise.)
Buyers of 10-year U.S. Treasury
Stairway to Stagnation?
bonds, yielding less than 1.4%, will
Average of New Jobs Added Per Month in the U.S.
now earn a total return of 14% if those 250,000
bonds are held for the full term of ten
years. This shines in comparison to 200,000
the negative one-eighth of one percent
150,000
annual return on a 10-year German
bond. And that shines in comparison 100,000
to the 10-year Japanese government
bond and its annual offering of minus 50,000
one quarter of one percent. Worst of
0
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2016 Qtr 1
2016 Qtr 2
all, Swiss 10-year government bonds
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personalized solutions for retirement planning, estate planning, education
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housing bubble fed by reckless subprime borrowing
that would end very badly.” Too much medicine
can also make the patient sick again. “Those policy
excesses pale in comparison to the duration and
extent of today’s monetary experiment.
“The policy response to the [2008] global crisis
After the weak jobs report, Fed members quickly
was,
and more importantly remains, so forceful
sang a different tune, stating that no rate hikes were
that it has prevented any real deleveraging from
imminent. Janet Yellen may be the Chairwoman
happening [“deleveraging” is a reduction in debt].
of the Fed, but the leader of this merry band of
Leverage [debt] has actually increased globally.
frantically flip-flopping Fed-heads is Fed member
Ironically from where I stand, that has been the
James Bullard. Just weeks after declaring the U.S.
economy healthy enough for periodic rate hikes
intended goal of most policymakers today…”
that would begin in June or July, Bullard stated in
Perhaps due to lingering scars from the financial
mid-June that the U.S. economy is likely going to
crisis combined with a relative paucity of intelligent
remain too weak to sustain more than one 0.25%
business opportunities, corporate spending on
increase during the next 2 ½ years. (The inherent
growing productive assets is not at the level that
absurdity of making a prediction going out 2 ½
Druckenmiller would like to see.
years notwithstanding, we are certain that between
“Take a look at the use of that debt in this [econow and then Bullard will change his mind; we are
nomic] cycle. While the debt in the 1990’s financed
uncertain of how many times.)
the construction of the internet,
“The
U.S.
is
looking
more
like
Japan
given
most of the debt today has been
It’s Druckenmiller Time
the prolonged low interest rate environment. I used for financial engineering,
We turn the soapbox
think we would’ve been way better off if we’d not productive investments…
over to one of the greatused fiscal stimulus because… this [low
You can only live on your seed
est living investors, Stanley
interest rate] approach runs out of fire power.” corn so long.”
Druckenmiller. Possessing a
– Charlie Munger
Today’s Fed does not take
35-year track record that placthe long view of economic
es him in the investing hall of
growth.
Under
Chairmen
Greenspan and then Ben
fame, Druckenmiller was once George Soros’ top
Bernanke, the Fed evolved in such a way that the
lieutenant. For many years now, Druckenmiller has
short run outcome became paramount.
managed only his own funds. In May, he spoke at
“The obsession with short term stimuli contrasts
length about the current economic environment in
with the structural reform mindset back in the
the U.S. and the Fed’s behavior.
early 1980s. [Former Fed Chairman Paul] Volcker
“By most objective measures,” he begins, “we
was willing to sacrifice near term pain to rid the
are deep into the longest period ever of excessively
economy of inflation and drive reform. The turbueasy monetary policies [when rates are kept low,
lence he engineered led to a productivity boom, a
this is termed “dovish”]. Today, the Fed’s radical
surge in real growth, and a 25-year bull market.
dovishness continues.
The myopia of today’s central bankers is leading to
“Simply put, this is the biggest and longest
the opposite, reckless behavior at the government
dovish deviation from historical norms I have seen
and corporate level. Five years ago, one could have
in my career. The Fed has borrowed more from
argued it was in search of ’escape velocity’ [the goal
future consumption than ever before. And despite
of helping the economy grow quickly enough so that
the U.S. global outperformance, we currently have
it could thrive without monetary stimulus]. But the
the most negative real rates in the G-7.”
sub-par economic growth we are experiencing in
In 2005, Druckenmiller argued that “the [Alan]
the 8th year of a radical monetary experiment and
Greenspan Fed was sowing the seeds of an historic
All but one of these periods resulted in a recession
just months later. The one period in which no recession followed occurred when the Fed was actively
lowering interest rates, something no Fed member
is discussing (yet).
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has been a good predictor of whether the president
or his party would be reelected or replaced. A price
rise in the S&P 500 Index from July 31st through
October 31st traditionally has predicted the reelection
of the incumbent person or party. A price decline
during this period has pointed to a replacement.
Since 1948, this election prognostication method
accurately predicted 88% of the time which party
would win the election. Going further back, to 1900,
and using the direction of the market during the
last 60 days before the election yields an accuracy
rate of 90%.
This may not be coincidence, such as, for
example, something called “the Super Bowl indicator.” This misnamed “indicator” states that it
is likely the stock market will rise if a team from
the National Football League’s National Football
Conference (the NFC) wins the Super Bowl. If a
team from the American Football Conference (the
AFC) wins, then investors are likely to experience
a bear market. Obviously, there is no actual link
between the outcome of the Super Bowl and the
performance of the stock market.
There is, however, a valid reason for why the
stock market’s behavior may play a role in determining the next president. It is not that the stock
market has any immediate or direct connection to
the presidential candidates. It does, however, reflect
economic sentiment in the period when undecided
voters are determining their presidential preference.
Additionally, and in a reflexive way, the stock market
can impact the voter’s perception of the economy.
For many individuals, it is natural to assume that a

in Japan after more than 20 years has blown that
theory out of the water. The Fed has no end game.
The Fed’s objective seems to be getting by another
six months without a 20% decline in the S&P 500
and avoiding a recession over the near term.
“I have argued that myopic policy makers have
no end game, they stumble from one short term
fiscal or monetary stimulus to the next, despite
overwhelming evidence that they only produce
an ephemeral sugar high and grow unproductive
debt that impedes long term growth.”
Druckenmiller is one of the rare investors who
can understand the bigger financial picture and position his investments appropriately. (He is invested
considerably in stocks and his largest holdings are
precious metals investments.) We believe we have
positioned ourselves appropriately for what may
come in the financial markets, specifically, a period
of increased volatility. We expect this to be at least
in part driven by the realization by incrementally
more market participants that the central banks
of the world may have run out of effective tools
to spur economic growth. It does not mean that
central bankers will give up, but we do believe that
doubts pertaining to the efficacy of their policies are
increasing in the marketplace. We are well-versed
in the history of how markets behave when this
type of confusion reigns. And we welcome the
opportunities that potential volatility may bring.
WHO WILL WIN THE PRESIDENTIAL
ELECTION?

To find out who is likely to win the upcoming presidential election, one
Since 1900, When the S&P 500 is Higher During
should… ask the stock market?
the Final 60 Days Before the Election...
Better than any other
indicator we know, the
performance of the stock
market appears to have an
Incumbent Party Ousted:
Incumbent Party Remains:
uncanny ability to predict
10% of the Time
90% of the Time
the political party of the next
president.
The price performance of
the S&P 500 Index during the
three calendar months leading
up to the presidential election 100% 90% 80% 70% 60% 50% 40% 30% 20% 10% 0 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%
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rising stock market is the product or reflection of a
healthy underlying economy. On the other hand, a
declining stock market, often considered a reflection
of a poorly performing economy, might give reason
for a change of political party in the Oval Office.
The performance of the stock market leading
up to the November election may provide the final
bit of support for electing the incumbent party or
assist in turning voters toward different leadership.
Either way, we will wait until October 31st before
we guess who might win the election.

far as I’m concerned, I like it. Because I’m a net
buyer of stocks. I’ve been buying stocks ever since
I was 11 years old. So when stocks go down, it’s
good news. Just like when hamburgers go down
it’s good news, or Coca-Cola goes down, it’s good
news in terms of anything I buy.
And we’re a more aggressive buyer when they’re
going down. I mean, I feel much better when they’re
going down.

happened three or four months earlier. We were
losing the war. I mean, you want to talk about a
bad outlook for the country. Now, nobody thought
we were going to actually lose the war, but at that
time, we were getting clobbered in the Pacific.
And it was a good time to buy stock. I bought
stock after 9/11. I bought stock in 1987 after the big
crash in the fall. The country’s not going to go away.
The people aren’t going to go away.
The country will grow in value over time…
And if it grows in value, businesses will grow in
value. So it’s a terrible mistake to buy or sell stocks
based on what you think business is going to do
next month or even next year.
Investors often get nervous when share prices
fall but Buffett does not:
Well, any time stocks go down [in price], as

Instead of just buying a little of everything,
Buffett focuses on buying strong companies that
he expects will grow for many years into the
future.

Spoken like someone who truly loves a bargain.

But you know, stocks are going to go up and
THOUGHTS FROM THE ORACLE (PART 2)
down. You can probably look it up as to what percent of the days since I was born that stocks have
Last quarter’s letter included excerpts from a
gone down. [It is roughly 46%.] And you can’t
lengthy interview of Warren Buffett that occurred
predict what stocks will do in the short run. But
earlier this year. The below is a continuation of
you can predict that American business will do
those excerpts plus a few recent comments in
well over time.
which Buffett opines on Brexit, the resilience of the
American people and economy, how the presidential
Just take the 20th century. Stocks went from
election might impact U.S. economic growth, today’s
$66 to $11,497 [representing the level of the Dow
low level of interest rates, and
Jones Industrial Average] and
an unusual lesson from John
you were getting three times
"The country will grow in value over
Maynard Keynes.
time… And if it grows in value, businesses will as much in dividends as the
Buffett has become a “buy and grow in value. So it’s a terrible mistake to buy whole average was selling for
hold” type of investor. Here or sell stocks based on what you think business at the start. And you had two
he states a few of his reasons is going to do next month or even next year." world wars and you had a Great
Depression, flu epidemics, all
why:
- Warren Buffett
kinds of things. American
I bought my first stock
business will do fine over time.
in April of 1942. I was 11. And Pearl Harbor had

If I’m right about the company, the stock will do
fine. And I love buying more. But they go down as
well even when I think I’m right. And if I’m wrong
[about the company], you sell them out and take a
big loss. And we’ve done that on a few stocks and
bonds over the years. More often, we’ve made even
more money because they went down initially [and
then bought more].
Berkshire itself has gone down 50% three different times since I’ve been in control of it. And the
first time I was able to keep buying. And it went
from 90 to 40. And that was terrific. I mean, I was
buying it! Now, [on the other hand] some friends
4

of mine didn’t think it was so terrific…

What’s happened with interest rates is really
extraordinary. You can go back and read everything
[John Maynard] Keynes wrote and everything Adam
Smith wrote or [David] Ricardo wrote or you name
it, Paul Samuelson… and you won’t see a word of,
at least anything I’ve ever seen, about sustained
negative interest rates. It’s really something the
world hasn’t seen.
Now there’s a good reason why they’re doing
it [central banks are keeping interest rates so low
to try to spur economic activity]. But nobody has
really gone through an extended period like this.
We do not know how this movie plays out.

An investor should spend his or her time thinking
about the company in which they are invested –
not the gyrations of the share price.

Once you pay for a stock, [the price you paid for]
it doesn’t mean anything. What means something is
where the company’s going to be in five or ten years.
If I owned a McDonald’s here in Omaha I
would not get a [price] quote on it every day. I
would try to make my service the best. I would
hope too many competitors didn’t move in close
to me. And I would hope that McDonald’s would
do great advertising and come up with some new
At Berkshire Hathaway’s annual shareholder
products occasionally. And what I would think
meeting, Buffett had this to say:
about is how’s this going to work over five years
or ten years. I mean, are people going to keep
We had a rule for 2600 years from Aesop…
eating hamburgers, are they going to like ours
that a bird in the hand is worth two in the bush.
and all of that sort of thing. And you’d be better
But a bird in the hand now is worth nine-tenths
off in stocks if you did not get a quote on them.
of a bird in the bush in Europe… These are very
[Stock price] quotations
unusual times.
“Once you pay for a stock,
cause people to do things
What are Warren’s thoughts
[the price you paid for] it doesn’t mean
they wouldn’t otherwise. I’ve
on the predictive value of
anything. What means something is where
got this farm, 40 miles from
economists?
here. If I’d gotten a quote on the company’s going to be in five or ten years.
I don’t pay any attention to
If I owned a McDonald’s here in Omaha I
it every day since I bought it
what economists say, frankly.
30 years ago I might’ve done would not get a [price] quote on it every day.”
Think about it, all these
- Warren Buffett
something dumb. I mean, as it
economists with 160 IQs
is, I’ve never gotten a quote on it. And it produces
spending their life studying it [economics]. And can
a little more every year and generally the prices
you name me one super-wealthy economist who’s
rise for its products. So focusing on [stock] prices
ever earned money from [investing in] securities?
and what they’re doing is a terrible way to go when
No. I mean, just go down the list now.
investing in businesses.
Keynes actually in his early years tried to make
The lesson is to buy good businesses and sit tight.
money in stocks by predicting what [the overall]
Buffett thinks like his peer, Irving Kahn (profiled
business [environment] would do. And he gave it
in this letter in July, 2015), who told his clients,
up. And then he went over to a Ben Graham-type
“Turn off the news and go out for a drive.”
[value investing] approach. It’s very interesting
I will tell people that over time, I think they
to read his history on this because he thought he
will do very well by buying common stocks… A
could by looking at various economic variables
great strategy is just to buy stocks consistently over
pick what he called the credit cycle and make a
a lifetime and not worry too much about whether
lot of money.
they go up or down in any given month or year.
And he went broke a couple times doing it.
Had to borrow from people. And then he settled
There are more than $10 trillion of government
on buying good businesses cheap, that he underbonds throughout the world that are now priced
stood, and concentrating his investments. And he
to pay their holders a negative rate of return over
did very well. It’s an interesting history.
the life of the bond.
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look for companies where there’s a lot to be done
to make them more efficient.
And then once they are you have a more efficient
economy. You are trying to free up people. I use the
I think we have a marvelous system in terms of
example in the annual report of farm labor. We have
delivering more and more of what people want. I
40% of the people [in the U.S.]
mean, we have a golden goose
working on the farm in 1900.
that’s laid progressively more
"I will tell people that over time, I think
And if we had 40% now out of
golden eggs ever since the
they will do very well by buying common
about a 150 million-plus work
country was started…
stocks… A great strategy is just to buy
force you’d have 60 million. So
As I mention in the
stocks consistently over a lifetime and not
those people would not be pro[Berkshire Hathaway annual]
worry too much about whether they go up
ducing at Apple and places like
letter, I live in a middle to
or down in any given month or year."
that, producing things we want.
upper-middle class neighbor- Warren Buffett
So efficiency should be the goal
hood. The median income
whether
it’s
government,
whether it’s business, you
might be $100,000 a year or something like that. And
name it... Basically, the more output you can get
every person in that neighborhood lives better than
from people, it frees them up to do other things.
John D. Rockefeller lived at the time I was born. In
And one of the things it frees them up to do is work
one man’s lifetime, an upper-middle class neighless. We work less than people did 100 years ago.
borhood has evolved to a way of life that’s better
A rich economy can afford a lot of inefficiency.
than the richest man then, in what was the best
But
that doesn’t mean it should happen. Because in
country in the world, in 1930 was able to achieve.
the end we’ve got 320 million people in this country.
He had power and prestige and all of that. But
And the more they are properly placed in the proper
in terms of medicine, entertainment, transportation,
jobs to fit their talents and if you motivate them to
you name it, my neighbors are better off than he
do the best job they can, the more output you get
was. So this country works. And it’s working now.
per capita and the better the country’s going to be.
But it’s leaving a lot of people behind that are very
The U.S. economy, and society at large, will go
through fits and starts but Buffett’s view of the
bigger picture is quite optimistic.

good citizens. And we can do more for them. But
we don’t want to do it in terms of screwing up the
golden goose.

Buffett commented on what he expects to be
the effects on the U.S. economy and Berkshire
Hathaway of the upcoming presidential election:

Progress in an economy is borne of disruptions
that may cause both positive and negative effects.
Long-term growth has always been the end result
in the U.S.

If either Donald Trump or Hillary Clinton
becomes president, I think Berkshire will continue
to do fine.
In my lifetime, GDP per capita in real terms has
gone up six for one… I’m confident that 20 years
from now there will be far more output per capita
than there is now. No presidential candidate or
president is going to end that. They can shape it
in ways that are good or bad, but they can’t end it.

I think every business should be run as efficiently as possible. And some are and some aren’t.
We try to buy the ones that are.
I believe enormously in efficiency. I mean, it’s
the only way the standard of living improves is to
get more output per unit of input. If we did everything the same as we did in 1790 we’d be living like
we did in 1790. So the whole goal of society should
be to get more output per unit of input. And some
companies are extremely efficient now. And we try
to buy those because we don’t think we can bring
[greater efficiency] to them. [Other business buyers]

Before the Brexit vote was announced, Buffett had
this to say about how he would respond if Britain
opted out of the European Union:
I don’t think [Brexit] is a good thing, but I
wouldn’t do a thing differently tomorrow in terms
of our businesses or our stocks if [UK prime minister David] Cameron told me he was going to come
6

out for it tomorrow strongly. It wouldn’t change
anything I did. I wouldn’t sell the farm I own. I
wouldn’t sell the real estate I own. I wouldn’t sell
my house. I wouldn’t buy a different kind of car.
And I certainly wouldn’t change my investment
in businesses but I hope they don’t do it… It won’t
make any difference for anything that Berkshire
does. It wouldn’t change one iota what I’m doing
in businesses or in stocks.”

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 July 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 and the
Wilshire 5000 Index (both all-stock benchmarks).
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-toapples comparison to the S&P 500 and Wilshire 5000.
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 Wilshire
5000 Index Fund is a fund that closely follows the
performance of the Wilshire 5000 Total Market Index.
Its return is calculated on a total return basis with
dividends reinvested.
Dalbar Inc.’s quantitative analysis of investor
behavior produces the actual performance generated by
all investors, professional and individual, in U.S. stock
mutual funds. The graph on page 8 illustrates this
performance over time. This data is made available once
per year, in March, to reflect the prior year’s actual
performance earned by real investors.
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 Cheviot Balanced Composite has been examined
by independent verifiers for the years 2000 through
2011. A copy of this examination report and further
details of our composite are available upon request.
Investment Values is intended to be a source of
educational information to Cheviot clients about
investments and related topics. Comments about specific
securities are NOT intended to be recommendations
that readers purchase or sell such securities. Such
comments are intended to explain to clients why such
securities may have been or may be purchased or sold
within a diversified portfolio such as the portfolios of
investment clients of Cheviot Value Management, LLC.
Copyright © Cheviot Value Management, LLC. All
rights reserved. Reproduction in whole or in part is not
permitted without advance written consent.

CREDITS
Darren C. Pollock, David A. Horvitz, and Dixon
Karmindro authored this issue of Investment Values.
CHEVIOT COMPOSITE DISCLOSURE
Cheviot’s Balanced Portfolio Composite (the
“Composite”) includes all fully discretionary, feepaying accounts over $250,000 (new account minimum
balance is $1,000,000). 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 securities 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 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
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.
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
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