
In looking back at 2012 for a moment, I think Woody Allen’s comment that “80 percent 
of life is just showing up” is a strong candidate for a truly abbreviated summary. 

2012 was the fi fth consecutive year of outfl ows from long-only equity investment 
vehicles, as an awful lot of investors’ time remained preoccupied with “known-
unknowns” and the fear that every tick down is a harbinger of another 2008. Political 
and investment decision-makers engaged in a seemingly perpetual back and forth 
regarding the nonsense du jour surrounding the state of affairs in this country, much 
of which provided insight into their own political bias, hopes, and dreams rather than 
what would constitute a better process or a more favorable outcome.
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In the meantime, the leaders of publically traded companies did what 92.5% of the 
population in this country does—got out of bed, went to work, and tried to make the 
best of what always seems like the current muddle. And even with the concession that 
we are living with a pathetically confl icted state of global affairs, the default movement 
of a generally capitalistic and democratic society is grudgingly forward. Both life and 
investing become much easier after starting from that premise. 

Period Ending December 31, 2012
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At Cove Street, we continued to dig deep and perform basic fundamental research 
into what companies are doing for a living, how they are valued, and who is running 
them. Armed with some general sense of the facts on the ground—rather than holding 
our heads in the macro sky—we worried less about “market timing” and had the 
confi dence to buy new stocks or stick with existing holdings when things were messy. 
We were also willing to lean the other way when the dust appeared to settle. While 
this is the same old stuff I have been boring you with for years, clients are clearly 
benefi tting from the Cove Street structure that has been designed and staffed from 
the bottom-up to properly process information and make investment decisions within 
a classically-defi ned value process. 

Within the context of 2013 being just another year to apply a time-tested discipline, 
there are a variety of subtextual questions that come to mind. Have equity markets in 
general moved so much that it is diffi cult to fi nd value? Answer: fi nding cheap stocks 
is more diffi cult, but there is still a legacy 2008-like mistrust of markets that a strong 
3 weeks of infl ows has not fi xed and thus there remains an eclectic mix of value 
available. In reality, the previous question is by far the most important question to be 
asked and answered. If you research and conclude that you have found value, you 
should step in before reading the day’s paper. (This still works.) Should an investor 
be worried about giving Cove Street more assets to manage after a strong relative 
and absolute performance year? Answer: not much more than usual. The difference 
between Cove Street and an index fund is that we “own differently” than we did a 
year ago and thus it is incorrect to assume that since what we owned a year ago did 
fabulously well, the upside from here must be absolutely and relatively inferior. In 
2012 our turnover reached what is likely to be an all-time high in small cap, as we 
stayed disciplined and leaned into what did overly well, and we rotated capital into 
what hadn’t done well (yet) or represented new and potentially fertile value ground. 
The point is that we will not be riding the same elevator down, although we recognize 
that 2013 will likely be full of interim bumps given the world in which we live. Please 
refer back to the fourth paragraph—we will repeat it every year. And dare we remind 
the fair reader that we do not invest for any one year—but it’s not so bad when good 
things happen sooner rather than later.

Inherent in the concept of probability is the likelihood that improbable things will happen. 
The investment world remains locked in a four-year-old debate over the relative force 
of the headwinds of debt-deleveraging and inconceivably counterproductive fi scal and 
political policy on one side versus expansive global monetary policy and some sense of 
cyclical normality on the other. As always, there are numerous, articulate ways to point 
to the specifi c things that are wrong with the world, yet stock markets had an excellent 
year last year and are off to an excellent start this year. Didn’t it used to be true that 
stocks were always to be looked at as leading indicators? And isn’t it possible that 
2013 will be the beginning of the end of the 30-year bull market in fi xed income and 
thus there will be a tidal wave of money fl owing into equities? Is it possible that Ben 
Bernanke is going to pull a rabbit out of the Fed’s hat and truly create a wealth effect 
that compounds through the world economy through a George Soros-like Theory of 
Refl exivity? How rarely do you hear, “what if something good happens?” What if the 
clown-fest in Washington improbably produces something other than a rolling fi scal 
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crisis? What if both Europe and China manage to limp along without political revolution 
or a currency disaster (ruining yet more vacation plans)? I can vividly recall in 1983, 
with the Dow at an already improbable 1,200, a First Boston strategist released a 
report entitled “On a Clear Day You Can See 2,000” and the derision was palpable from 
the smart-guy segment. Absurdity—the market had already doubled from “The Lost 
Decade” (the other one) and a never-ending stream of Harvard research was put forth 
arguing against a reversion to higher prosperity and higher stock prices. 

Or does the resilience of stocks mean absolutely nothing, or worse, does it signal 
the beginning of the lemming trade as the Federal Reserve is fi nally succeeding at 
its morally complex game of pushing a realistically conservative mindset toward 
increasingly poor investment choices? The Fed has already fl own the fl ag of victory in 
the fi xed income world in this regard…why not conquer equities as well? The negative 
view remains most factually supported at www.hoisingtonmgt.com and it has the 
resoundingly attractive intellectual backing of a group of smart bond managers/
economists who have essentially been long 30-year bonds for 30 years. Yes, another 
subset of human beings smarter than long-only equity managers has been identifi ed.

Even if one accepts this argument that slow growth and defl ation remain the prevailing 
headwinds and equities are hopelessly over-anticipating future profi tability and growth 
that will not be achieved, it is in fact the opposite scenario that poses the greater 
risk for an equity investor in the intermediate term—stronger growth and a whiff 
of infl ation that moves the Federal Reserve off its quantitative easing program and 
suppression of market-led interest rates. While I would argue that the equity world is 
clearly NOT presently using a risk-free rate of 1.9% with which to discount cash fl ows 
(beware the soon to be published Dow 65,000), my guess is that there would be a fair 
amount of “price consternation” in the period immediately following a change in policy.

And since this is a forward-looking, typical January kind of a piece, we would throw 
in the possibility that Japanese political change and the new government’s attempt 
to overtly politicize its Central Bank and exchange rate moves currency wars from 
“unknown-unknown” risk to a “known-unknown” risk for 2013.

While I am as cognizant of the things wrong in the world as the next middle-aged 
guy—and I say that with the full moral authority of a California taxpayer—I have 
spent a lot of time over decades studying the history of the weird mix of valuation, 
the waxing and waning of capitalism’s animal spirits, psychology, and the probability 
work that constitutes investing. What is clear to me today is that trillions of dollars 
are leaning the wrong way and equities remain very much under-owned vis-a-vis 
historical and current alternatives. The “Lost Decade” has been found with a trailing 
ten-year return for the S&P 500 of 7.1%, a respectable number that will likely be 
moving higher as the index’s return sheds more dismal years. You can just anticipate 
the resulting headlines and the resulting enthusiasm for equities, justifi ed or not. We 
have a number of large institutions who have either partially funded us or are “waiting 
for the dip” to fund us initially or further, and that is likely the number one reason this 
market isn’t settling down. The market hates to be reasonable when you need it to be.
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I recently joined the investment committee of a private foundation and after an 
admittedly cheap thrill of fi ring the existing consultant, I participated in the search and 
hiring of a new consultant. We asked six fi rms to submit an RFP (only 3 pages, you are 
welcome!) and the main question posed was, “What is your target asset allocation?” 
Five of the six fi rms essentially had 30% dedicated to long-only global equities, with 
another “long-short/hedge fund” allocation of 30%. The other 40% consisted of 
mostly fi xed income of some kind with an intelligent allocation to anti-fi xed income 
or infl ation hedge. That is the problem in a nutshell. The big institutional world is still 
quite plagued by the “What if Something Goes Wrong Like 2008” hangover and thus is 
only risking 30% of a typical portfolio toward a scenario of “old normal,” where stocks 
might appreciate 8% a year. What if something good happened? And why would I pay 
exorbitant fees and sacrifi ce liquidity and transparency to express caution? I am not 
arguing in a Pollyannaish fashion, but I think the history of fi nancial markets is that 
they tend to go the other way of where big money is positioned. If you are tactically 
underweight equities, your choices going forward are two-fold: remain with your 
current position or buy more equities. It is unlikely to be to sell more equities. FYI—we 
hired the sixth consultant, who advocated a reasonably priced, classic allocation along 
the lines of 50 to 60% global equities. 

We are often asked the question, “In what market environment do you think you will 
do well?” I can tell you it is not a market that is going up every day with huge amounts 
of new cash pounding through the door. We prefer a more subtle upswing with some 
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- Jeffrey Bronchick, CFA  |  Chief Investment Offi cer

Visit our weblog at CoveStreetCapital.com/Blog and sign up to receive non-Strategy 
Letter commentary from the CSC research team.

degree of messiness and volatility, a mix that creates emotional pricing that enables 
us to execute a value-based plan. That said, and on behalf of our clients, we would 
rather be up 10% this year and trail the indices by 200 basis points than be up 5% 
and outperform by 200 basis points. We seek to participate in strong market rallies 
and outperform in down markets and we think our portfolio is positioned to do exactly 
that. 

As satirist H.L. Mencken once said “the American people deserve the government they 
get, and they deserve to get it good and hard.” As Senator Barrack Obama said in 
2006, “the fact that we are here today to debate raising America’s debt limit is a sign 
of leadership failure. It is a sign that the U.S. government can’t pay its own bills. It is 
a sign that we now depend on ongoing fi nancial assistance from foreign countries to 
fi nance our government’s reckless fi scal policies.” 

These are a Few of My Favorite Things for 2013:

1. The return of the FICA tax rate to 6.2%;

2. A 4.6% increase in the top marginal tax rate to 39.6%;

3. A phase-out of itemized deductions (mortgage interest expense, various state 
taxes—income, property and sales—and charitable gifts) for high-earners;

4. A phase-out and elimination of personal exemptions for high-earners;

5. An increase in the tax rate to 20% for capital gains and dividends for high-earners;

6. A 3.8% surtax on capital gains, dividends and other investment-type incomes for 
high-earners;

7. A 0.9% surtax added to the Medicare tax for high-earners;

8. A 2.3% excise tax on medical device manufacturers;

9. California Prop 30 hiked marginal income tax rates retroactive to 1/1/12, adding 
another $12 billion tax increase for 2012-13, with the impact falling almost all in 
2013;

10. Current committed Federal spending cuts: ZERO.
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The opinions expressed herein are those of Cove Street Capital, LLC (CSC) and are subject to change 
without notice. Past performance is not a guarantee or indicator of future results. Consider the investment 
objectives, risks and expenses before investing. 

You should not consider the information in this letter as a recommendation to buy or sell any particular 
security and should not be considered as investment advice of any kind. You should not assume that 
any of the securities discussed in this report are or will be profi table, or that recommendations we 
make in the future will be profi table or equal the performance of the securities listed in this newsletter. 
Recommendations made since July 2011 are available upon request. These securities may not be in an 
account’s portfolio by the time this report is received, or may have been repurchased for an account’s 
portfolio. These securities do not represent an entire account’s portfolio and may represent only a small 
percentage of the account’s portfolio. Partners, employees or their family members may have a position 
in securities mentioned herein.

Additional information about CSC can be found in our Form ADV Part 2a, http://www.covestreetcapital.
com/FAQ.aspx.

Performance Disclosure Notes

Cove Street Capital, LLC (Cove Street), a Los Angeles-based investment advisor, was established in 2011 
and is registered under the Investment Advisors Act of 1940. Cove Street manages US equity, balanced 
and fi xed income portfolios for individuals and institutional clients. Performance results from inception 
through June 30, 2011 are of the composites managed by Jeffrey Bronchick during his tenure as the Chief 
Investment Offi cer of Reed Conner & Birdwell, where Mr. Bronchick was the key decision maker. 

Cove Street claims compliance with the Global Investment Performance Standards (GIPS®). A complete 
list of Cove Street’s composites, composite descriptions or a compliant presentation is available upon 
request (questions@covestreetcapital.com).

Composite returns are shown net of actual management fees, trading costs, any separate custodial 
fee which may have been paid and any foreign tax which may have been withheld and include the 
reinvestment of capital gains, dividends and interest. 

The Classic Value | Small Cap composite includes all separately managed taxable and non taxable accounts 
managed in the Small Cap strategy. The Small Cap Value strategy invests in securities with a market 
capitalization below $3 billion at purchase. The Classic Value | All Cap composite includes all separately 
managed taxable and non taxable accounts managed in the All Cap strategy. The All Cap Value strategy 
is a concentrated portfolio that represents the fi rm’s best equity ideas across the capitalization spectrum. 
The Classic Value | Strategic composite includes all separately managed taxable and non taxable accounts 
managed in the Strategic Value strategy.  The Strategic Value strategy is a classic balanced strategy 
seeking absolute returns throughout market cycles by investing across the corporate capital structure 
incorporating a balance between the All Cap Value product and an opportunity Fixed Income strategy.

The Russell 2000 Index measures the performance of the small-cap segment of the U.S. equity universe, 
representing approximately 10% of the total market capitalization of the Russell 3000 Index. The Russell 
3000 Index measures the performance of the largest 3000 U.S. companies representing approximately 
98% of the investable U.S. equity market. The HFRI Equity Hedge (Total) Index is designed to refl ect 
hedge fund industry performance by constructing equally weighted composites of constituent funds that 
have positions for both long and short in primarily equity and equity derivative securities. The Barclays 
Capital Government Credit Intermediate (BCGCI) measures the performance of US Dollar denominated US 
Treasuries and government-related and investment grade US corporate securities that have a remaining 
maturity of greater than one year and less than ten years. 


