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“More money has been lost reaching for yield than at the point of a gun.” - Raymond F. DeVoe, Jr.
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OUR INVESTMENT OUTLOOK
Markets rebounded in the third quarter and
spent much of the summer months fluctuating very
little. Fears of a Brexit-induced economic calamity
in Europe subsided. Back home, U.S. economic
growth remains tepid.
The past quarter was also a continuation of the
competition between financial services companies
not simply to generate the largest amount of fees
but to see who can tarnish their reputation most
in the process. Wells Fargo won the contest this
past quarter and faced the fire from members of
the Government on Capitol Hill. Interestingly, for
the millions of misdeeds that took place at Wells
Fargo, it is not the worst offender according to the
number of complaints filed against the largest financial institutions. Citigroup leads the pack with an
average of 1.8 complaints to the Consumer Financial
Protection Bureau per every billion dollars’ worth
of deposits held by the bank. Bank of America registered 1.7 such complaints. In third place was Wells
Fargo at 1.3 and J.P. Morgan Chase rounded out the
big four at 1.1. To finish off the third quarter, the
Massachusetts Attorney General filed suit against
Morgan Stanley for sales contests that incentivized
employees to foist expensive loans onto their clients.

You can almost understand the Morgan Stanley
employees. Interest rates remain at generational
lows and, for those who are interested in borrowing
money, now is as good a time as any to partake. (Of
course, the borrower should be aware that he or she
is doing so!) Despite interest rates being low – thus
better for borrowing – various investors continue to
lend money by way of buying bonds. Earlier in the
quarter, there were $13 trillion worth of government
bonds throughout the world priced to yield less
than zero percent.
Such low returns on relatively safe investments
continue to force investors into riskier investments. In
search of additional yield, many individual investors
migrated from investment grade bonds to slightly
higher-yielding junk bonds. Others increase their
allocations to stock holdings. And more still are
buying up real estate through various investment
vehicles even though real estate has only once before
in our any of our lifetimes been more overvalued
than it is now. (This was in 2007 and we all remember
what happened in the fallout from such irrational
exuberance, the last time we were here.)
Invest where the investment crowd is least
enamored, is the shortened version of the advice
given by legendary investor John Templeton. We
doubt there is any asset class more hated right now
than cash. Yet with stock, bond, and real estate
prices high – and a Federal Reserve that is again
barking about higher interest rates – it pays to keep
a healthy stash available in one’s portfolio. Not just
for the ballast it can bring in times of turbulence
but for the bargains it will allow us to buy.

Cheviot is in its 32nd year of serving investment clients throughout the U.S. We deliver personalized investment and financial management
expertise to simplify our clients’ complex financial lives. Our firm’s investment objectives are to protect and increase our clients’
wealth through safety-first investing. Included within our investment management services is the creation and ongoing oversight of
personalized solutions for retirement planning, estate planning, education
funding, and numerous other areas of financial importance.
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Cheviot is a completely independent financial advisory firm. We put our clients first in everything we do.

Perhaps it’s Groundhog Day

to raise interest rates without a tremendous level
of handholding. The Fed wants to avoid another
market panic like the one to start 2016 after last
December’s rate hike and subsequent tough talk
of imminently higher rates.
As we went to print, one of the Fed heads, Jeffrey
Lacker, was back to scaring markets by saying that
interest rates should already be at 1.5%, not below
0.5% where they stand today.
With the clock running down on 2016, we believe
that the Fed is likely to raise rates once before the
year is finished. We expect a similarly glacial pace
in 2017. “The Fed will continue to treat the market
with kid gloves,” we said in a January 2014 article
in The Wall Street Journal. We continue to agree with
that today. In The Wall Street Journal in December
2014, we stated, “We believe the Fed won’t act aggressively if/when it raises interest rates.” And there is
precedent for extended periods of abnormally low
rates. In The Wall Street Journal in January 2015 we
added, “The U.S. held interest rates low from the
1930s into the late 1950s. Markedly higher rates in
the U.S. may not be something we see for a very
long time.”
Market participants may be fooled by the Fed’s
tough talk about raising interest rates. Not us. We
have seen this movie before. And it reminds us of
the movie Groundhog Day in which Bill Murray’s
character repeats the same day numerous times.
In one scene from the movie, Andie MacDowell’s
character says to Bill Murray’s, “Do you ever have
déjà vu?” And Murray replies, “Didn’t you just ask
me that?”

Or maybe Groundhog Decade.
The U.S. Federal Reserve instituted emergency
stimulus measures in late 2008 and early 2009 to
revive the collapsing U.S. economy. At that time,
it lowered interest rates to zero and, in the early
months of 2009, announced a plan to create new
money electronically and then buy U.S. Government
bonds and mortgage backed securities with those
funds. The Fed labeled this program “Quantitative
Easing,” or “QE” for short.
$1.25 trillion of new money was to be conjured to
purchase the aforementioned bonds in an attempt to
drive interest rates even lower. When the plan was
announced, then Fed Chairman Ben Bernanke was
sure to describe how the program would eventually
be unwound – by selling the bonds it purchased –
when all was well again in the economy. In 2009,
Bernanke termed this “the exit strategy.”
Since the beginning of 2009, the Fed has purchased roughly $4 trillion worth of bonds. It has
sold none. The exit strategy remains a mirage.
During the last few years, the Fed has spoken of
raising interest rates as a first step toward reversing
its emergency stimulus measures. Throughout 2014,
the Fed talked about raising rates in 2015. The only
question was how many times would it raise them
and by how much. Making good on nearly two
years’ of promises – and surely motivated to save
face – the Fed raised rates by 0.25% in December
2015. At the time, boastful Fed members talked
about how many times they would raise rates in
2016. Fed Vice Chairman Stanley Fischer took the
lead with a promise to raise rates four times in 2016.
The promises (sometimes interpreted by the
market as threats) continued throughout 2016 as Fed
members prepared investors to expect rate hikes in
April, then June, maybe July, then September. At
each of those meetings, the Fed voted not to raise
interest rates. But for weeks leading up to each
meeting, the most-discussed topic on Wall Street
was the likelihood of and repercussions from an
upcoming rate hike.
Economic growth remains sluggish and the Fed
is fearful of the stock market’s reaction if it were

PEAK AMATEUR?
Investors in real estate often focus on earning a
considerable rate of return on their cash employed
from the income generated by the property. This
rate of return is called the cap rate. In addition to
the cap rate, real estate investors may seek price
appreciation in the value of their property. When
prices appreciate substantially and beyond the
rate at which rents are increasing, they can result
in current investment returns (the cap rate) being
quite low. Cap rates today are plumbing the depths
not seen since the last real estate bubble. Property
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on the cheap. Zell rode the subsequent rebound of
buyers beware.
higher prices until the fourth quarter of last year
Throughout history, we have found that the
chance for future appreciation is more likely when
when he disposed of more than $5 billion worth of
interest rates are high at the time of purchase. The
residential properties. The bull market in real estate
lowering of interest rates can serve to increase
“is in the 8th inning,” he said near the end of 2015.
demand for real property, as seen during the past
“I’m a seller rather than a buyer.”
several years. Today, borrowing costs are as low as
A real estate research firm, NeighborhoodX,
they have ever been. The prospects for lower interest
decided to plot something that Zell considers to
rates to propel real estate prices higher is waning
be a sound indicator of the level of risk involved in
and certainly not what it used to be.
real estate investing. The indicator is surprisingly
We have written previously about the uncanny
straightforward and answers a single question: how
ability of real estate investor extraordinaire Sam Zell
many real estate agents are in force today? Below
not merely to buy low but also to sell high. Zell is
is the handy graph produced by NeighborhoodX
a hugely successful investor who cares little if he
which intelligently added the moments when Zell
swims with or against the tide. But his acquiring
made news by selling billions of dollars’ worth of
bargains and picking great times to sell have earned
real estate.
him billions of dollars and a place in the contrarian
“If we look at the timing of Sam Zell sales
investor’s hall of fame. Zell’s motto: “When everyone
against the peak previously, [the peak] tends to
is going left, look right.”
be three to four quarters out,” says Constantine
Being a real estate investor since the early 1970s
Valhouli, founder of NeighborhoodX. “He sold a
and having experienced numerous real estate
major portfolio in the fall of last year, so it looks
cycles, Zell has the battle scars to prove that the
like it’s about to hit the fan.”
real estate market does not, contrary to traditional
We compared notes on the real estate market with
belief, always rise.
Mr. Valhouli, who trains his analytical focus on the
Throughout his career, Zell built two of this
major east coast cities. With prices extraordinarily
country’s largest real estate enterprises, one focused
high after years of rapid appreciation, he’s noticed
on office properties, the other residential. And by
– and become alarmed by – many of the incentives
the mid-2000s, Zell’s large portfolios of properties
that are being packaged with high-end properties
had appreciated quite handsomely in value during
as a means to make them more attractive to buyers.
that decade’s infamous real estate boom. By the
“As a way not to lower prices and therefore admit
end of 2006, as seemingly everyone was pouring
a price reduction, I’m seeing free luxury boxes to
money into properties, chasing real estate prices
the nearest sporting venue, free monthly dinners
ever higher, Zell came
A Trusted Sam Zell Indicator
to a bold realization:
The Number of U.S. Real Estate Agents 2000 – 2016
it was time to cash
1,600,000
Sam Zell Sells
out. Zell quickly and
easily found a buyer 1,400,000
Sam Zell Sells
and within months
sold Equity Office 1,200,000
Properties for $39 billion in February 2007. 1,000,000
In the aftermath
of the real estate melt- 800,000
down that began in
2008, Zell was able to 600,000 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
Graph concept: NeighborhoodX
make large purchases
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at the area’s most expensive restaurants, even a free
Bentley being thrown in.”
In New York City, it appears that high-end real
estate prices are beginning to sink. Homes in and
around the Wall Street suburb of Greenwich, CT are
seeing their prices slashed as many are now sitting
on the market for more than a year.1 In the rarified
air of Aspen, Colorado, home prices are dramatically lower than they were one year ago. Elsewhere
throughout the U.S. it is possible that the price rise
at the high-end has finally cooled.
With the market becoming top-heavy, Mr.
Valhouli sums it all up: “This is so reminiscent of
where we were in 2007.”
2007 played host to the final months of the real
estate boom. There were many “quick and easy”
ways to invest in real estate near the peak of the
prior real estate mania. House flipping became a
phenomenon. Recently, the number of individuals
flipping homes exceeded the 2007 peak for the first
time. Online crowd funding of loans to flip homes
is today the latest sure-thing proposition.
As in bull markets throughout history, higher
prices attract ever more investors (or – often unknowingly – speculators). Eventually non-professionals,
outsiders, and the thoroughly unsophisticated enter
what appears to them to be a “can’t lose” market.
“What the wise do in the beginning, fools do in the
end,” goes the old saying turned financial market
axiom.
Today, wise investors are sounding the alarm.
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Real estate “looks a little bubblicious,” says Tom
Barrack, founder and billionaire chairman of real
estate firm Colony Capital. Right now, he continues,
the property market is something “amateurs are
playing in.”
The amateurs have a long history of losing. They
should play with caution.
PRESIDENTIAL ELECTIONS AND
THE STOCK MARKET

With the upcoming presidential election, it is
common to encounter speculation about which
candidate or party might boost stock market returns
and which could depress them. And we are often
asked which candidate or party will provide us
with a better or worse stock market reaction. Given
the current interest in this subject, we review three
ways in which stock market performance may – or
may not – correlate with the outcome of the presidential election.
First, we consider a pre-election question regularly asked of us: “Which party is better for the
stock market?” Then, we examine the phenomenon
known as the “election cycle” by which one may
be able to generally predict the performance of the
stock market according to the year of the presidential
term. Finally, we look at the potential correlation
between the stock market’s performance in the
months leading up to an election and the outcome
of that election.
It is often assumed that stock market returns are
higher when a Republican president occupies the
Oval Office. A comTwin Peaks?
mon perception is that
U.S. Real Estate Prices 2001 – 2016
Indexed to Starting Value of 100
Republicans are fundamentally pro-business and anti-tax,
whereas Democrats
are often perceived as
anti-business and in
favor of raising taxes
to redistribute wealth
to the lower socioeconomic classes. Perhaps
surprisingly, stock
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016
market returns since
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Federal Reserve is to attempt to boost or temper
economic growth. These actions likely carry with
them a stronger correlation to the movement of prices
on Wall Street than any other government entity.
Other factors obviously have a powerful influence
over the direction of the stock market including
investor perception pertaining to the state of the
domestic and global economy, currency fluctuations,
business cycles, and the like. Substantive geopolitical events always carry with them the potential to
move markets in the short-run (often presenting
buying opportunities).
Regardless of which party occupies the highest
office, an examination of stock market performance
as measured by the S&P 500 Index from 1948 through
2012 shows a relatively strong relationship between
stock market performance and the election cycle.
The data show that the stock market’s performance,
on average, is worst in the first year of a presidency.
The market is more likely to reach bottom in the
second year than any other presidential year. The
third year average performance is the greatest of
the four years while the fourth year usually plays
host to another strong showing.
With so much focus on the presidential election and the tendency for candidates to sling mud
not just at each other but toward the economy (as
context for their explanation of how much better
they, as president, would manage the economy), it
seems counterintuitive that the stock market would
typically post strong gains in the fourth year of
a presidential term. But there are, in fact, several
possible reasons why this is so. In that fourth year it
is relatively unusual for large and ground-shaking
legislation to emerge from Congress that would
impact the economy. It is also less likely for the
Federal Reserve to raise interest rates, thus disturb
the stock market, during a year four. And often the
benefits from stimulus sought by presidents in year
three – following the typically weaker stock market
and economic periods of years one and two – gain
traction in year four.
Historically, stock market volatility picks up in
the month leading up to the election. And it is not
unusual for the market to cease trending higher
during this time. On average, this has proven to
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the 1852 election of Franklin Pierce2 and through
the 2012 presidential election are very similar
regardless of which party is in office. For the 160
years surveyed, stocks returned 8.66% annually
with a Republican in office compared to 9.29% per
year for Democrats.3
Perhaps this counter-intuitive reality stems from
investor pessimism about the future of the economy
when it becomes clear that a Democrat will win
the presidency. Afterward, investors cause share
prices to rally when they are pleasantly surprised
that the economy produced better than anticipated
results. Perhaps the stock market rallies on the hope
that a Democrat is more likely to use government
spending to stimulate the economy. Possibly, share
prices rise ahead of a Republican victory – the market
is forward looking and trying to anticipate future
economic results – and then share prices may climb
less or even fall over time.
Tying stock market performance exclusively to
the party of the president ignores other stronger
influences, such as the majority party in Congress
over the same periods. Tax legislation originates in
the House of Representatives and the composition
of this legislative branch appears to be a better
predictor of stock market performance than who
occupies the White House. The purpose of the
5

tion. It turns out that the price performance of the
be the pause that refreshes: stock prices tend to
S&P 500 Index during the three calendar months
resume their upward march in the aftermath of
leading up to the presidential election has been a
the election, perhaps in expression of relief that the
good predictor of whether the president or his party
mud-slinging of the campaign has ended and/or
would be reelected or replaced. A price rise in the
the increased calm that comes from knowing that
S&P 500 Index from July 31st through October 31st
little political action will occur in the final couple
months of a president’s term. (As Imelda Marcos
traditionally has predicted the reelection of the
reportedly said, “Win or lose, we go shopping after
incumbent person or party. A price decline during
the election.”)
this period has pointed to a replacement. Since 1948,
The fourth year of the president’s term plays
this election prognostication method accurately
host to an average stock market gain of nearly 7%
predicted 88% of the time which party would win
dating back to the onset of (and including) the Great
the election. Going further back, to 1900, and using
Depression. Since that time, there have been only
the direction of the market during the last 60 days
four election years in which the market suffered a
before the election yields an accuracy rate of 90%.
sizable decline. Those years and declines are 1932
There is a valid reason for why the stock mar(15.1%), 1940 (15.3%), 2000 (9.15%), and 2008 (37.0%).
ket’s behavior may play a role in determining the
During the two years 2000 and 2008, the market lost
next president. It is not that the stock market has
a combined 42.8%. During those same years, Cheviot
any immediate or direct connection to the presidenclients enjoyed total gains of 3.3%. (Regrettably for
tial candidates. It does, however, reflect economic
everyone, Cheviot was not in business during the
sentiment in the period when undecided voters are
years 1932 and 1940!)
determining their presidential
Even though the data show
“I’m confident that 20 years from now preference. Additionally, and in
a seemingly high correlation
a reflexive way, the stock market
there will be far more output per capita
between the stock market’s
can impact the voter’s perception
than there is now. No presidential
performance and the year of
of the economy. For many indicandidate or president is going to end
the presidency – and though
viduals, it is natural to assume
that. They can shape it in ways that are
the data may prove to be reliable
that a rising stock market is the
good or bad, but they can’t end it.”
in the future – we believe the
product or reflection of a healthy
- Warren Buffett
period of time measured is too
underlying economy. On the
short to be statistically significant. And neither is it
other hand, a declining stock market, often considsomething we think investors should blindly follow.
ered a reflection of a poorly performing economy,
Among the world’s best investors throughout the
might give reason for a change of political party in
period surveyed (including Warren Buffett, John
the Oval Office.
Templeton, Peter Lynch, and Julian Robertson, to
Regardless of who wins this November, memname a few), never has one of them credited the
bers of the Federal Reserve will quickly again boast
election cycle as reason for their success. Says the
of the Fed’s ability to raise interest rates despite
great Peter Lynch, “I think people are missing
several years of an inability to do so. Trillions of
what makes stocks go up. They pay way too much
dollars’ worth of government debt and a small
attention to the big things like a Democratic or a
but increasing amount of corporate bonds will be
Republican president.” It proves far better to pay
purchased by investors who are aware that the
greater attention to owning the best companies and
stated return on those bonds is negative. And, most
on not paying too high a price to buy their shares.
importantly of all, the American economy should
While we have focused thus far on how a presicontinue to plod along with the hopes that growth
dent’s party or the year of his term may impact stock
will pick up once again.
market returns, we have found that the stock market
As for whoever is elected, we have studied the
may actually impact or predict the presidential elecpossible near-term impacts on the U.S. economy
6

and are not too worried about them. (Don’t get us
wrong, we have PhD’s in worrying, so we can’t help
but be somewhat concerned.) But, the more important longer-term view of the American economy
should be little changed. Said Warren Buffett at this
year’s Berkshire Hathaway annual meeting, “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.”
CREDITS

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.

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, fee-paying 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 and include the reinvestment of dividends
and other earnings and the deduction of transaction charges
and investment advisory fees. 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

NOTES
NYC and Greenwich are two areas most affected by the
Federal Reserve’s long-term desire to push stock prices
higher to create a wealth effect. If this plan is no longer
working in Wall Street’s backyard, could it possibly be
working anywhere else?
2
There’s nothing significant about Pierce or the year 1852.
It’s simply that, more than a decade ago when we began
our study of the president’s term and possible implications
for stock market gains, we believed that surveying more
than 150 years of history was sufficient.
3
There are other studies which survey shorter time periods
and conclude that one party is more likely than another to
preside over a rising stock market. But, from a statistical
standpoint, the sample size is more meaningful when
more years are included. And, there is the tendency for a
greater number of years to cause the results to even out.
For example, if you took any given year or even decade of
games played between the Dodgers and Giants, one team
could dominate the other. Yet since their first meeting in
1883, and after more than 2,400 games against each other,
the two teams are nearly even: 50.6% of victories went the
Giants’ way versus 49.4% for the Dodgers.
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