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OUR INVESTMENT OUTLOOK

The year 2014 began on a somewhat rocky note for 
most stock investors. By the beginning of February, 
the S&P 500 had declined by nearly 6%, leaving 
many market pundits searching for explanations. 
Since that time, the S&P 500 rebounded to end the 
quarter slightly higher, by 1.3%, while the Dow 
Jones Industrial Average fell by 0.7% in the year’s 
first 90 days. 

In an early 2014 story in The Wall Street Journal, 
Cheviot was quoted saying, ‘‘expect more vola-
tility in the year ahead.’’1 [See Notes on page 7] 
Yet many market participants remain complacent, 
even at a time when the Federal Reserve (the ‘‘Fed’’) is 
slowly ‘‘tapering’’ its monthly stimulus. We routinely 
see examples of individuals taking on more risk in 
their portfolios than is prudent. The current invest-
ment landscape appears to us to be luring countless 
investors into waters that may prove difficult to navi-
gate. MSN Money recently published an article titled,  
‘‘3 Reasons to Tap Home Equity to Buy Stocks.’’ This 
type of ‘‘advice’’ is the product of its financial era 
and is more likely to be dispensed when people are 
less likely to control their greed impulse.

Greed is a natural human response to seeing 
high prices for certain stocks or asset classes. 

 As opposed to when one shops for goods and 
services, financial markets attract more buyers when 
prices are high. This is a shortcoming for the average 
individual that is exploited by select groups of 
sophisticated professionals. Company founders and 
early investors in still-private companies regularly 
wait patiently for and then take the opportunity of 
high prices to sell shares of their companies to the 
public. The market is experiencing another strong 
wave of initial public offerings (‘‘IPOs’’) and nearly 
75% of recent IPOs were for companies that earn 
absolutely no profit. This is the highest percentage of 
loss-makers since the height of IPO mania in 2000. A 
recent report by the private equity firm Bain & Co. 
indicates that private equity investors are finding 
the market to be ripe for selling. Acquisitions, on 
the other hand, are increasingly expensive.

Shares of publically traded companies are 
sporting elevated valuations based on share prices 
relative to earnings, dividends, and book value. The 
below graph depicts a ratio of the total price of all 
company shares compared to the cost to replace 
all of the underlying assets at the companies those 
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shares represent. This comparison helps 
to indicate which is the better deal for 
investors: the price to buy a business (via 
its shares) or the cost to build one. Said 
John Maynard Keynes, ‘‘For there is no 
sense in building up a new enterprise at 
a cost greater than that at which a similar 
existing enterprise can be purchased; whilst 
there is an inducement to spend on a new 
project what may seem an extravagant  
sum, if it can be floated off on the stock 
exchange at an immediate profit.’’2 

When valuations are high, value 
investors tend to struggle. Successful 
investor David Einhorn says parts of the 
stock market ‘‘have completely discon-
nected from normal valuation methods.’’ 
Furthermore, ‘‘the parabolic rise of a growing 
number of market-leading story stocks created 
a challenging environment for value investors.’’3  
This is the backdrop that produced a five-year  
stretch during which the S&P 500 handily out-
paced Warren Buffett. For Buffett, this is the 
first such occurrence during his six decades of 
investing. Ironically, when Buffett struggles and 
other thoughtful long-term investors trail the 
market, many less-experienced individuals try 
their hand at increasingly aggressive forms of 
investing. Market history teaches us that most 
hands come back singed, if not completely burned.

An overwhelming number of market 
participants believe strongly in Fed omnipotence, 
particularly with regard to supporting stock prices. 
Says market strategist Peter Boockvar of this 
phenomenon: ‘‘QE turns on [ignites] all matter of 
speculative risk taking yet the reversal of it does the 
opposite.’’ See the nearby graph. Gray-shaded areas 
represent periods during which the Fed expressed 
it would be and was actually implementing massive 
monetary stimulus. The non-shaded areas depict 
periods of time when the market was not getting a 
stimulus boost. Now, the Fed is reducing its monthly 
stimulus program. Says successful investor Fred 
Hickey, ‘‘One of the tapers that occurs this year 
will be the straw that breaks the camel’s back. We 
saw in 2010 when QE1 ended, the stock market fell 

14%. When QE2 ended in 2011, the stock market 
fell 17.5%. And now we’re going to cut the amount 
of printing [via QE3] month by month until, 
supposedly, by the end of the year we’re down to 
zero [stimulus]. That’s going to lead to a problem.’’4 

Gold performed well during the majority of 
the time displayed on the nearby graph and was a 
standout winner when QE was not employed. In 
contrast to the falling S&P 500, gold rose by 11% 
and 19% when QE was off the table. Gold may be 
performing well so far in 2014 in part due to market 
participants recognizing that the Fed is planning to 
end its stimulus program by the end of this year. 
As safe havens – including gold – may increasingly 
be sought, riskier shares could be shunned.

One group that could serve as the canary in the 
coal mine is what we’ve dubbed the ‘‘household  
name highfliers.’’ Members include Amazon, 
Facebook, LinkedIn, Netflix, Pandora, Tesla, Twitter, 
and Yelp. From their first quarter peak, the share 
prices for these companies declined anywhere 
from 16% to 32% (with an average decline of 21%).  
This could be the beginning of a pivot away from 
a market that rewards aggressive behavior and 
back toward an environment where value invest-
ing regains favor. The market may be entering 
an environment where investors are rewarded 
when following Buffett’s advice that ‘‘investment 
is most intelligent when it is most businesslike.’’  
We are encouraged.
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The Trouble with Bonds
Normally, if the stock market does not offer enough 
bargains to safely fill an investment portfolio, the 
wise investor could purchase bonds while waiting 
for better opportunities elsewhere. The bond mar-
ket, however, provides insufferably low yields (as 
it has for the last few years). Along with those low 
yields are dangerously high prices. (Bond prices 
move inversely with interest rates; high prices occur 
with low rates and vice-versa.)

An investor who buys a Treasury bond with 
a current yield of 3.3% and maturing in 20 years 
would suffer an 18% decline in that bond’s value if 
interest rates rise by just 1.5% in one year. The same 
interest rate increase on a 30-year Treasury would 
result in a 22% decline in the bond’s value. Bond 
funds with similar holdings would suffer a similar 
fate. A portfolio of bonds (or bond funds) like this 
is anything but safe. 

Individuals seeking income, and believing that 
they found it in longer-term bonds, are betting that 
interest rates will remain artificially low for a very 
long time. When they are this close to 1%, there is 
little room for error.

So why are investors buying bonds if 
interest rates are so low and the likelihood for  
disappointment so high? Among many reasons 
is the fact that investors are extrapolating into the 
future the bond bull market of the past. Interest 
rates have fallen steadily and with little exception 
since the early 1980s. This pushes up the value of 
bonds already issued. Many investors simply have 
never experienced anything other than a long-term 
bull market for bonds. 

Furthermore, bonds are considered by many to 
always be safe investments. In that way, they have 
a wonderful reputation. But the truth is different 
than what is commonly perceived. Bond prices fell 
precipitously in 1994 and in 2008, yet these declines 
are considered exceptions – if they are considered 
at all – by so many bondholders today. Bonds can 
also be poor investments over longer periods of 
time. Interest rates rose after the Fed ended its large 
scale bond purchase program in the 1940s (similar 
though nowhere near as large as what it has engaged 
in during the last few years). Without the artificial 

and heavy hand of the Fed holding down interest 
rates, an epic bond bear market ensued. Bond 
investors were not paid enough to offset inflation 
and rising rates made bonds previously purchased 
worth substantially less. 

The recent environment is even more extreme 
compared with those from the 1940's, 1994, and 2008.  
Interest rates reside at lower levels and the Fed’s 
suppression of interest rates is more pronounced 
than ever before. And, because interest rates are low, 
investors are buying bonds with longer maturities 
and riskier underlying creditworthiness to generate 
higher (though still low) yields. We expect these 
maneuvers will make much worse the pain felt by 
bondholders in years to come. 

Recently, Jeremy Grantham, successful and 
long-time value investor, said about bonds: ‘‘They 
look absolutely, nerve-wrackingly overpriced, and 
in a crisis who knows what will happen to those 
securities? . . .Bonds, including government bonds, 
are a lot more dangerous than people imagine.’’ 

Yet we know other financial advisers who will 
buy longer-term bonds and bond mutual funds for 
clients. They have shared with us that the purchas-
es are made to satisfy what their clients expect to 
see in their portfolio. They will not be surprised if 
they lose substantial money in these holdings but, 
as one advisor told us, ‘‘That’s then; this is what 
they want now.’’ 

When bonds are available with yields 
that more than compensate us for the many 
underlying risks facing this asset class going 
forward, we will gladly purchase them. Until then, 
we will patiently seek opportunities elsewhere. 
The stock market as a whole need not be inexpensive 
for us to find attractively-priced shares. Throughout 
time, the stock market has frowned upon certain 
industries while smiling upon others. One group 
will be made available cheaply while others 
are richly priced. We seek the pockets of the market 
that provide value and the prospects for satisfactory 
returns on our invested capital. 

When stock and bond valuations are higher 
than average and the Fed is decreasing stimulus, a 
more cautious outlook is appropriate. A good dose 
of patience helps, too. Says market strategist and 
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author on the subject of value investing, James 
Montier, ‘‘Following a value-based strategy requires 
you to be patient. We know that patience is a rare 
treat in human beings, and it is extraordinarily 
rare among investors. But it is less foolish to do the 
right thing for the long term, than to try to guess 
what will happen in the short term.’’

INSIDER BEHAVIOR

A corporate insider is defined as any director  
or senior officer of a company or any entity or 
individual that owns at least 10% of a company’s 
shares outstanding. Whenever such persons or enti-
ties buy or sell their company’s shares, reports of 
the transaction must immediately be made public. 

It can be valuable for the investment analyst 
to monitor insider transactions as part of his or her 
overall research process. However,  misleading 
signals can be gleaned from this field of study. 
For example, large sellers of company shares may 
be company founders or 
executives who joined 
early in the company’s 
history. Often holding hun-
dreds of thousands or even 
millions of shares, these 
insiders regularly sell large amounts of stock to 
diversify their personal finances, pay taxes, provide 
for estate planning, or for various other reasons. 
Think of Bill Gates who now holds 338 million 
shares of Microsoft. By selling roughly 20 million 
shares per quarter, he has sold approximately 800  
million shares in just the past ten years. 

In contrast to why insiders may sell, there is no 
variety of reasons for why a company insider buys 
shares – the sole reason is to make money. To avoid 
running afoul of insider trading laws (which state 
that it is illegal for insiders to base their buy or sell 
decisions on ‘‘material, non-public information’’ 
about their company), insider buying and selling 
cannot occur during a specified period of time before 
a major announcement and it often reflects the 
valuation of one’s shares. 

A single insider’s transaction may not be very 
useful; yet, insiders as a group (either buying or 
selling – but usually not both concurrently) may 
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provide helpful indicators about the expected value 
of their shares. This is because it is more valuable to 
watch what insiders are doing as opposed to what 
they are saying about their company’s shares. If 
a large number of executives are selling, further 
study is warranted. Rarely will company executives 
communicate to their shareholders that their shares 
may be overvalued. (When was the last time  
a chef at a restaurant came out from the kitchen to 
say, ‘‘Frankly, the food here is overrated.’’) 

One memorable exception occurred in 
1996 when Berkshire Hathaway issued its first 
‘‘B’’ shares. Priced at 1/30th the price of an ‘‘A’’ 
share, ownership of a small piece of Berkshire 
Hathaway was within reach of people who could 
not afford the then $33,000 price tag for a single 
‘‘A’’ share. A near-mania built around the offering  
as individuals happily accepted the opportunity.  
Purely rational, unemotional, and exclusively 
focused on value, however, Warren Buffett at that 

time stated that the price of 
Berkshire shares was not 
attractive enough for him 
to be a buyer. The offering 
was still a huge success but 
within weeks the shares had 

fallen in price by nearly 15%.
With rare exception, while corporate insiders 

may not verbally communicate that they believe 
their shares to be overvalued, insiders will often 
communicate this through their purchase and sale 
transactions. Actions speak louder than words.

Much insider transaction data is collected and 
analyzed. A widely disseminated piece of data is 
the Vickers Weekly Insider Report which includes 
a ratio of the number of shares sold by insiders to 
the amount recently purchased. This data covers 
all transactions in the stock market, not simply 
those at a single company. Today’s read shows that 
insiders are relatively bullish at this time. This ratio 
also indicated an even greater bullishness when the 
stock market peaked in 2007. Many on Wall Street 
happily tout today’s bullish sentiment.5

So how is this information valuable? As  
compiled and reported by Vickers, we believe  
it is not. Professor of finance and author of 

‘‘Following a value-based strategy requires 
you to be patient. We know that patience  
is a rare treat in human beings, and it is  
extraordinarily rare among investors.’’



Investment Intelligence From Insider Trading (2000), 
Nejat Seyhun, says the flaw in widely reported 
insider transaction ratios is that the data includes 
owners of 10% or more of a company’s shares. These 
entities are usually institutional investors and not 
true insiders. Such large holders – often a mutual 
fund or hedge fund – have a long history of trans-
actions that show no predictive power of future 
market prices. Seyhun points out that shares sold 
by the 10% owners subsequently performed better 
than the overall stock market in the following year. 
Moreover, these holders were incorrectly bullish at 
the market’s peak in 2007.

To us, the data that remain after large institu-
tional investors are removed from the calculation 
is valuable. True insiders were increasingly bearish 
in 2007. Seyhun’s data showed insiders, collectively, 
to be more aggressive sellers of stock than any time 
since 1990 when he began collecting data. Insiders in 
2007 viewed their company’s shares as overvalued 
and, though they said nothing about it, with their 
own money they acted on it. A few years later, in 
2011, Seyhun’s view of insider transactions showed 
a lopsided amount of selling and flashed a similar 
warning signal. Within months the stock market 
succumbed to a 20% decline. 

Today, Professor Seyhun’s data shows a level 
of bearishness greater than any time since 1990. 
The ratio of insider sales to purchases is more than 
twice as high as Seyhun’s 25-year average. Referring 
to this knowledgeable group of insiders, Seyhun 
finds them ‘‘as pessimistic as I’ve ever seen over 
the last 25 years.’’ 

Conversely, we find institutional investors  
and non-professionals alike to be as bullish as 
they have in many years. Insiders as a group seem 
to regularly get it right while the ‘‘outsiders’’ are  
often wrong. Today, caution grows among the 
former while the latter is increasingly aggressive. 
Caveat emptor.

WARREN’S WORDS OF WISDOM

Warren Buffett spent several hours during the 
month of March being interviewed by the financial 
media.6 The interviews covered numerous topics, 
including the state of the economy, the pros and cons 

of raising the minimum wage, and the condition 
of the insurance industry, among many others. We 
excerpt here a few topics that we believe are most 
pertinent to readers of this letter.

Does the threat of war scare Warren from 
investing? ‘‘Well, if you tell me [a World War III 
situation or return to the Cold War] is going to 
happen, I will still be buying stocks. You’re going 
to invest your money in something over time. The 
one thing you could be quite sure of is if we went 
into some very major war, the value of money 
would go down.’’ 

Warren’s advice for those who are nervous 
about geopolitical tensions: ‘‘I would tell them it 
doesn’t change anything. If you’ve got a wonderful 
business of your own in Peoria, Illinois, why in the 
world would you sell it today because of what’s 
happening in the Ukraine? The same applies if you 
have a piece [i.e., shares] of a wonderful business or 
a piece of many wonderful businesses. People react 
too much to short-term things in the stock market.’’ 

The only way to invest is to take the long view: 
‘‘American businesses are going to be worth more 
money. Dollars are going to be worth less, so that 
money won’t buy you quite as much. But you’re 
going to be a lot better off owning shares of pro-
ductive assets over the next 50 years than you will 
be by owning pieces of paper or, I might throw in, 
Bitcoins.’’

Remember that stocks – even those of the  
best companies – will fluctuate. Do not let the  
fluctuations cause irrational behavior, otherwise 
you may forego the benefits of stock ownership. 
‘‘Some day you will see 100,000 on the Dow. I won’t, 
but you will. And during my lifetime I saw it cross 
100 both ways [up and down]. And I’ve had four 
times in Berkshire’s history where [the share price 
for] Berkshire has gone down 50%.’’

Buffett advises investors to be long-term owners 
of good businesses with management teams that 
make intelligent long-term decisions. Owners of 
such companies will be rewarded – though it may 
take some time: ‘‘[Building] shareholder value 
doesn’t mean doing something to get the stock up 
tomorrow. Shareholder value means building 
the most value over a five or ten-year period that 
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you can do with the resources. That does not mean 
trying to every day have the stock go up.’’ 

‘‘And so what if the stock goes up? I mean, 
that’s good for the people [shareholders] who are 
leaving. And it’s bad for the people who are entering. 
What you really want to do is [own 
companies where management is] 
building earning power, sustainable 
earning power over time.’’

Hold these companies for the 
long term. Over time, the income 
from ownership of such companies can outpace even 
the income earned from bonds. ‘‘If you are talking 
about income, I would bet a lot of money that income 
from a diversified group of stocks will increase 
significantly over the next twenty years. So the 
[news] headlines [that can strike fear into investors] 
will not make any difference in that. Stocks can go 
up and down. They always will go up and down. 
But American business is going to move forward 
over time. And the dividends will move with it.’’ 

As for bonds, generally, Buffett does not like 
muni bonds at this time. ‘‘The debt’s just gotten way, 
way, way out of proportion to the taxable base. And 
the problem with a city or state is that if the math 
gets kind of overwhelmingly bad you set a cycle in 
motion where people leave and go someplace else 
that doesn’t have the trouble. So there’s plenty of 
problems ahead in municipal finance.’’

Buffett suggests that investors know exactly 
what they are buying if they choose to invest in 
muni bonds. ‘‘Some muni bonds are safe and some 
aren’t, just like some corporate bonds are safe and 
some aren’t. It depends on the debt paying capacity 
of the entity that owes you money.’’

And he remains steadfast in his distrust of hedge 
funds, in general, as a way to provide investors 
with satisfactory long-term returns. ‘‘Even though 
a great many hedge funds in recent years have 
not delivered high performance, they’ve delivered 
high fees.’’ The typical hedge fund charges a 2% 
management fee and an ‘‘incentive allocation’’ 
equal to 20% of each year’s profits. It is these 
huge fees that cause Buffett to believe that, on 
average, hedge funds make only one group wealthy 
– and that group is not the customer.

6

COMPOSITE PORTFOLIO UPDATE

When Apple (AAPL) disappointed Wall Street in 
late January with its fourth quarter 2013 earnings 
results, the company’s share price fell sharply and 

we purchased shares for clients. 
Innovations are expected to con-
tinue to percolate from Apple and 
the next iteration of the company’s  
iPhone is expected in the fall. 

What is referred to as the 
company’s ‘‘ecosystem’’ (whereby one’s phone, 
iPad, and computer are connected online via Apple-
provided services including iTunes and iCloud) 
increases the likelihood that Apple customers will 
remain buyers of Apple products. And, despite 
the continual onslaught of competitor products, 
customer loyalty toward Apple remains very 
high. The proof is in the above-average prices the 
company can charge, which translate into greater 
profits earned by the company.

Apple boasts one of the world’s strongest balance 
sheets and tremendous cash flows. These enable  
the tech giant to fund its ongoing research 
and development and future expansion. Activist  
investor Carl Icahn has agitated for the company to 
use the cash on its balance sheet more aggressively 
to repurchase Apple shares in the open market. 
Subsequent to our purchase, after the shares 
declined in January, we were pleased to see Apple 
management opportunistically repurchase $14 
billion worth of stock in a two-week period. The 
company pays a dividend that we expect will grow 
nicely, the yield of which was 2.4% on our cost.

CREDITS

Darren C. Pollock, David A. Horvitz, and Dixon 
Karmindro authored this issue of Investment Values. 
Typographic design, formatting and printing are 
by Supreme Graphics of Hawthorne, California.

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 

"I’ve had four times in 
Berkshire’s history where  

[the share price for] Berkshire 
has gone down 50%.’’



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 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.

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

The Vanguard Balanced Index Fund is a mutual fund 
that represents the typical balanced fund investment and 
seeks long-term growth and income by investing approx-
imately 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 behav-
ior 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 investment in marketable securities has the possibil-
ity 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 periods from 
January 1, 2000 through December 31, 2011. A copy 
of this examination report and further details of our  
composite are available upon request. 

NOTES
1 ‘‘Pros Betting on 2014 – and How You Can Join Them,’’ by 
Gregory Zuckerman, The Wall Street Journal, January 4, 2014

2 The General Theory of Employment, Interest and Money, 
by John Maynard Keynes, Chapter 12: The State  
of Long-Term Expectation, 1936

3  Greenlight Capital’s 4th quarter 2013 conference  
call, February 19, 2014

4 ‘‘Fred Hickey: Why It’s Time to Buy Gold Miners,’’ 
Barron’s video interview, February 1, 2014

5 We are reminded of Andrew Smithers’ definition of  
what he termed ‘‘Stockbroker Economics.’’ The first two 
components of his definition were: ‘‘All news is good news’’ 
and ‘‘The market is always cheap.’’

6 Complete transcripts available online: http://www.
cnbc.com/id/101461797 and buffettwatch.cnbc.com
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Contact information: 9595 Wilshire Blvd., PH 1001, Beverly Hills, CA 90212; (310) 451-8600; 
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