
suppl ier,  a major steel producer, a major 
breadbasket to the world, and a major suppl ier 
of phosphate which feeds much of the rest of 
the world. And oh, yes, don’ t  forget the nukes 
and London real estate. Global isolat ion is 
going to have many der ivat ives of problems for 
the rest of the world, but I would discount the 
bold pronouncements of “world change” from 
the chatter ing c lasses who general ly get near ly 
everything wrong. The geopol i t ical  bal ls on the 
pool table are scatter ing - pol i t ical  conclusions 
are ear ly days.  This conf l ict  certainly mangles 
any c la ims of “temporary inf lat ion,” and i t 
mangles discussions of global supply chains, as 
global businesses have some real ly interest ing, 
long-term decis ions to make other than giv ing 
away Russian assets. In the meantime, i t ’s 
widely and wi ld ly painful for consuming and 
prof i t  margins—pick your favor i te complaint. 

It  a lso mangles this “ESG thing” as talk turns 
from the worship of a gir l  named Greta and a 
guy named Fink to some real ly basic “hierarchy 
of needs” analysis.  You know, those crazy old 
standbys of food, shelter,  secur i ty, and energy. 
One does not have to be Ukrainian or in the 
non-10% to get real ly angry here, but we wi l l 
let that not ion l inger in the ether. Instead, 
we wi l l  express some simple rel ief that the 
bui ld ing blocks of the last 100 years of human 
progress are unl ikely to be sacr i f iced at the 
altar of the New York Times. (Go natural gas!) 
To paraphrase the writer Matt Taibbi,  are we at 
the end of an era that was almost completely 
transformed into a Boschian hel lscape of 
penthouse-pr iced unelected third party ent i t ies 

A s we have noted in this space in the past, 
there is a lot of the world that cannot 
be captured by the most elegant and 

detai led of spreadsheets. I am not sure “Vlad, 
the Fear less Horseman” reads our Strategy 
Letters, but our guess is that he would now be 
pretty much in agreement.

Geopol i t ical  issues are somewhat beyond our 
paygrade. We have opinions (real ly,  real ly 
strong ones), but they remain di ff icult  to 
employ within the world in which we l ive—
mostly U.S. and most ly equity-or iented 
invest ing. We obviously pay careful attent ion 
to any input that affects long-term prof i tabi l i ty 
and growth, but i t  is di ff icult  to apply the 
maxim of “quant i fy and reassess” to the idea 
of a reclusive dictator who thinks proudly of a 
legacy that involves three bloody unciv i l  wars 
within the space of 30 years and who bel ieves 
a c loseted and anesthet ized populat ion wi l l 
cont inue to give blood to support i t—for now, 
at least.  And day trading based on “sources 
c lose to the negot iat ions” somehow str ikes us 
as almost as unhelpful as watching an index 
of dai ly snowfal l  across 50 c i t ies as a way to 
make money in road de- icer Compass Minerals 
Internat ional,  Inc. (Ticker: CMP). (Trust us, 
real ly unsuccessful .)

Russian Isolation and the “ESG 
Thing”

What can be seen…and quanti f ied…are obvious 
issues: the Russian universe is a major energy 
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who see ESG everywhere to degrees so far 
beyond even the most demented Fox News 
fantasies that the corpse of Roger Ai les almost 
sat up? And are we ser iously consider ing 
trading Put in for  Venezuela  and a dictator 
to be named later? And did the SEC’s 501-
page Pravdian Manifesto on how companies 
should comply with c l imate disc losure mark the 
beginning of the end of inanity?

About those Rhinos

Turning back to our headl ine, the r isks that 
seem large to us and that few seem to want to 
be ear ly in addressing surround the pr ice and 
avai labi l i ty of credit .  It  is not easy to be in 
professional money management and be “ear ly” 
about anything. Whining about a decade’s 
worth of extremely easy central-bank pol icy, 
the distort ion of pr ic ing in many asset c lasses, 
and the mispr ic ing of r isk has not been helpful . 
Trust us. The off ic ia l  internet def in i t ion of gray 
rhino seems to be something along the l ines of 
“a highly probable, high impact yet neglected 
threat; k in to both the elephant in the room 
and the improbable and unforeseeable black 
swan.” I ’ve always wanted to use that term, so 
here i t  is .

Not to be cal lous, but whi le what is happening 
in Ukraine represents humanitar ian awfulness, 
what we are paid to do is intel l igent ly grow 
cl ient assets over the long run. And the biggest 
r isk to that remains the end of a 40-year bul l 
market of lower interest rates and a mater ia l 
loss of conf idence in those who extend credit 
and those who buy i t .  Whi le we can snicker at 
the phoniness of pr ivate equity portfol io marks, 
“equity” represents the residual value of a 
business leftover to i ts owners after l iabi l i t ies 
have been paid, and recent history has 
demonstrated that the percept ion of that value 
has had some pretty wi ld swings in publ ic 
markets. Our performance has been relat ively 
sol id and posit ive in recent quarters because 
we have general ly stuck to some rat ional, 
quaint ideas about prof i tabi l i ty and valuat ion. 
But, we don’ t k id ourselves. Concept ions of 
value can be perceived as disturbingly relat ive 
for longer than we would l ike. It  has been a 
fr iend for most of a long career. Then there 
are those other t imes. The key here is to buy 
businesses whose main r isk is quotat ional 
rather than existent ia l  and at pr ices where 
t ime is the main r isk rather than a permanent 
loss of capital .  Rinse and repeat.

So, we watch careful ly the supply chain of 
leverage. It  starts with the pr ivate equity 
sponsors who create the debt pyramids at 
leverage rat ios most ly unacceptable in publ ic 
markets and with the use of “earnings free 
adjusted cashf low” and moves to the banks 
who take the br idge f inancing on their balance 
sheets and the fund structures that are 
expected to take the covenant free paper at 
the lowest y ie lds and spreads in leveraged 
f inance history in the desperate chase for 
y ie ld. There remains nothing more cycl ical  in 
the history of the human condit ion than the 
wi l l ingness to extend credit ,  and we again use 
the c loud analogy: the change from sel l ing al l 
we have at any pr ice to being able to off load 
nothing at any pr ice can def ine ephemeral.

We see s igns of unease, such as unsold debt 
on investment bank balance sheets wait ing 
for a better day. In fact,  U.S. lenders are 
s i tt ing on some $38 bi l l ion in committed loan 
f inancing deals, with a further $37 bi l l ion in 
pending debt deals remaining on European 
bank books. Also, don’ t  neglect the dismal 
performance of leveraged loans this year as 
the attract ion of f loat ing rate structures has 
and can be offset by credit  issues. Take note 
of the weird di fferent ia ls between credit  ETF 
pr ic ing and underly ing assets as wel l  and 
headl ines l ike “Worst Day for Junk Bonds in 
3 Years.” And watch the just-about- inverted 
yie ld curve in Treasur ies, which technical ly 
don’ t  have credit  r isk, but i f  the almost 
perfect record of inverted yie ld curves equals 
recession holds, then there is credit  involved. 
The Federal Reserve seems to be determined 
to raise rates unt i l  i t  has to panic on the f i rst 
down 5% week. China lockdown? Last week’s 
yen plummet? Rhinos.

Cognitive Dissonance and Herding 
Rhinos: Portfolio Management

So yes, we advise caut ion and natural ly we are 
most ly ful ly invested. And yes, we can take 
advantage of the TLTROOS (Too Long to Read 
Our Older Stuff ) state of the world and reuse 
one of our favor i te Fi tzgerald snippets:

The test of a f i rst-rate intel l igence is the 
abi l i ty to hold two opposed ideas in the mind 
at the same t ime, and st i l l  retain the abi l i ty 
to funct ion. One should, for example, be able 
to see that things are hopeless and yet be 
determined to make them otherwise. This 
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phi losophy f i tted on to my ear ly adult l i fe, 
when I saw the improbable, the implausible, 
often the “ impossible,” come true.

And there were no spreadsheets then.

We remain concentrated in better businesses 
that our research suggests are “merely” at 
r isk of quotat ional depreciat ion rather than 
“what the hel l  could you possibly have been 
thinking” r isks. We cont inue to see a lot more 
pain to come in the land of “s i l ly” valuat ions, 
as a 70% decl ine in speculat ive and/or grossly 
overvalued pieces of nonsense do not in any 
way remotely translate to value. It ’s just 
one number moving to a lower number and 
prof i tabi l i ty is st i l l  not projected unt i l  2026. 
The case for the relat ive trade of Rat ional 
versus Si l ly (the technical  phrase is Value 
versus Growth) to display cent ipedal  legs of 
durat ion remains strong. A curated portfol io 
of reasonably pr iced equit ies—and we 
mean reasonably pr iced—may be the tal lest 
investable asset c lass in the room.

We think people real ly underest imate the lack 
of attent ion st i l l  being paid to the smal l  cap 
universe. One example is smal l  cap investor 
conferences, which are great for youthful data 
absorpt ion, but which are in some ways a sol id 
indicator of a fa i led business enterpr ise when 
you start seeing some of the same names ten 
years later. Our point here is that we used to 
have to f ight to get one-on-one meetings with 
a management team, batt l ing with hedge funds 
who had nothing better to do than turn over 
their portfol io twice a month and thus garner 
love, attent ion, and meetings with whomever 
they chose due to their prodigious commission 
f low. The worm has turned as we now get cal ls 
from the conference sponsors (with whom we 
do no business, mind you) begging us to f i l l  a 
30-minute spot.

Why So Private?

Other things we think people miss is the 
arbitrage between publ ic and pr ivate markets. 
I don’ t  think we can exaggerate the amount of 
pr ivate capital  that is running around chasing 
pr ivate companies. Buying a good smal l  publ ic 
company is considered “dumb money” because 
in theory anyone can do i t—the market is open 
every day. But in actual i ty, our “deal f low” is in 
our face every day; a lot of our due di l igence 
can be accessed via a long history of publ ic 

documents and management pronouncements, 
and we have no “bids due by this date.” We 
can read and talk and learn and develop 
relat ionships for years that prepare us for 
act ionable inf lect ion points or the abi l i ty to 
take on people ’s need for l iquidi ty. There are 
plenty of opportunit ies in this world for us i f 
one has a reasonably manageable amount of 
pat ience and thoughtful  capital  backing you. 
We have been/are involved in an interest ing 
“Project ES” involv ing some of these concepts 
and i t ’s bewi lder ing to us. If  you are interested 
in an opportunity to employ a “Pr ivate Equity 
in Publ ic Markets” approach—and we know you 
are out there—our number is at the bottom of 
this letter.

And we remember back around 2017 when a 
prominent al locator dismissed our professional 
l ives as “doomed” because pr ivate capital 
was taking everything pr ivate, ergo our 
target world was ful l  of dysfunct ional secular 
value traps. So, why bother? Umm…wel l  that 
has changed! We have years ahead of fresh 
research into decent businesses that s imply 
went publ ic at stupid valuat ions and are in the 
midst of disappoint ing everyone they know. We 
welcome you to our process!

On a s ide note, we have maintained our 
aversion to smal l  cap bank stocks for those 
scr ibes who watch the coming and goings 
of performance vs the Russel l  2000® Value. 
Plucked from a recent Grants Interest Rate 
Observer:

Ben Mackovak, co-founder and managing 
member of Strategic Value Bank Partners, 
investors in community banks nat ionwide, 
te l ls Grant ’s that “real estate projects that 
penci led out at 3.5% or 4% interest rates 
don’ t  work at 4.5% or 5% interest rates. 
So we’re actual ly,  in some of our portfol io 
banks, seeing some decl ine in that demand 
because some of the projects people thought 
they were going to do won’ t work at these 
higher rates—which is k ind of scary, because 
the rates are st i l l  pretty low.

Smal l  cap banks are general ly geographical ly 
undivers i f ied real estate funds with s ingle-digi t 
ROEs but are sel l ing at premiums to book. We 
just don’ t  think that is a place to be.
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Catalysts Found Us

This br ings up another something to re-note. 
We have always recognized that we are try ing 
to invest l ike “business people” in an absolute 
return way, whi le the world in which we l ive 
tends to be incl ined to judge us on a relat ive 
basis.  This can exacerbate our tendency to be 
“competi t ive” in up markets and outperform 
in most down markets. Whi le we said the 
same thing when we looked somewhat less 
than smart in 2017 through mid-2020, we wi l l 
repeat i t  as we cont inue to pick up relat ive 
performance:

•	 We don’ t change as much as does the 
tweet ing world around us.

•	 Good team? Check.

•	 Consistent phi losophy and process without 
being over ly dogmatic? Check.

•	 Wi l l ingness to think di fferent ly and longer-
term? Check.

From our research and experience, we est imate 
our three-year numbers are l ikely going to turn 
real ly good soon. We aren’ t  any smarter, we 
were just never that dumb.

An interest ing thing about our 2022 portfol io 
is an unusual number of catalysts expected to 
mater ia l ize this year. It  is popular sport to be 
asked, “what is the catalyst?” or “ i f  there is no 
catalyst,  why am I invest ing?” This focus on 
accelerated outcomes is not completely stupid 

thanks to the concept of opportunity cost.  And 
being 7 years ear ly in a relat ive performance 
sport ing event is NOT going to win you a lot of 
fr iends and Met Gala invitat ions. Most of the 
t ime our answer is i f  you have compounding 
businesses with a strong management team 
and sol id values, t ime wi l l  resolve i t .  Unusual ly, 
this year has some “no, this year” elements 
to i t  that we think augur wel l  for “value 
maturat ion.” Some examples:

•	 Al leghany—Done. Thank you, Uncle Warren.

•	 Tegna—Done.

•	 Colfax—Spin next week.

•	 Viasat-3—Launches to begin in “ late 
summer.”

•	 L ionsGate—Seeking “strategic al ternat ives.”

•	 Landec—Goodbye, avocados!

•	 Mi l l icom—Financing overhang is a lmost 
over.

•	 Lumen’s—Two large divest i tures are c losing 
soon. Perhaps more to come?

•	 Ecovyst—Interest ing “news” f loat ing about.

Whi le we are happy to be pat ient and invest 
with the intent ion of being so, i t ’s a lways nice 
to be val idated sooner rather than later.

Jeffrey Bronchick, CFA
Principal ,  Portfol io Manager
Cove Street Capital ,  LLC
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