
Even when you have expected things to 
become more di ff icult  in l i fe and f inancial 
markets, i t  does not make i t  any easier to 
digest when they come home to roost.  We 
didn’ t  own unprof i table crazy schemes stocks, 
cryptocurrencies, or good growth companies 
at insane valuat ions, but nor did we have 50% 
in energy-related stocks, which was the only 
real “sector” to show a posit ive return year to 
date. So we have done “okay.” We held ground 
through May, but as the sobering non-joke 
goes, “when you are outperforming in a down 
market that is about to become real ly messy, 
don’ t  worry, they wi l l  come for you next.” 

That part icular ly appl ies to two of our largest 
holdings - Viasat and Compass Minerals,  both 
of which had “what the heck?” decl ines in 
the quarter. We wi l l  again note that despite 
post-Covid-related delays, Viasat wi l l  launch 
the f i rst of i ts next-generat ion satel l i te 
constel lat ion in “September/October.” Our 
research suggests that this long-awaited event 
wi l l  herald a massive turn in prof i tabi l i ty as 
capital  spending and pre- launch operat ing 
costs begin to be matched with customer 
revenue. Investors tend to l ike that. Compass 
is an uncorrelated weather company that 
happens to be in the salt  product ion business, 
speci f ical ly road deic ing. We have read a 
lot of f inance books and academic papers 
and we have not yet seen a reference to the 
correlat ion between icy weather and the stock 
market. But, as noted above, we do l ive in a 

Desengaño  was noted by one Antonio 
Garcia Mart inez in his most excel lent 
book, Chaos Monkeys: Obscene 

Fortune and Random Failure in Silicon 
Valley ,  as a unique style of Spanish genre 
paint ing. L i teral ly def ined as “the un-tr icking,” 
and using his words, i t  is best translated as 
the dis i l lus ion or the unvei l ing of a harsh truth. 
Human decept ion is revealed, and then an 
instruct ive moral lesson in everyday l i fe as the 
“the tr icked one” is shown with an exaggerated 
expression of betrayal.

That seems to descr ibe the goings on within 
f inancial  markets global ly,  as what seemed to 
be an endless fa iry tale world of zero interest 
rates, near ly free money, and human behavior 
that def ied generat ions of precedence, history 
and s imple math, has rudely had i ts f inancial 
bandages r ipped off to expose painful wounds 
that seem unl ikely to heal quickly. Who can 
bel ieve i t? How could this have happened to 
us?

Publ ic ly traded asset markets express betrayal 
quite rapidly in the 21st century, as we can al l 
attest.  We won’ t bore you with ad nauseum 
detai ls,  but for the stock market as a whole—
as measured by most indices—it was one of the 
worst f i rst halves s ince 1970. This t ime per iod, 
which we wi l l  d iscuss later, is an interest ing 
date to note. And note to self,  what ’s in your 
pr ivate equity fund marks?
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world of f inancial  markets that are much more 
intertwined than in the past v ia der ivat ives, 
index funds and general short-termism. And 
anything remotely perceived to have a l i tt le 
too much leverage seemingly does emerge 
as i ts own Russel l  equity sector in messy 
environments.  “Sel l”  tends to be a much more 
indiscr iminate and rapidly moving trend than in 
the past,  thanks to der ivat ives and indexat ion.

What good news! Stocks are bizarrely treated 
as “Giffen goods” as in the higher the pr ice 
the more they are desired. It  has never made 
any sense to us. We quaint ly bel ieve that 
the opportunity to buy businesses at lower 
values—rather than higher values—is a good 
idea. And nothing is more opportune for “new 
money” than a general stock market mess that 
produces indiscr iminate sel l ing, which often 
refreshes our opportunity pool going forward. 
And this one is sett ing up to be large.

But, i t  can be argued that i t ’s ear ly. Panic 
ear ly or double down late is a very effect ive 
strategy that is obviously di ff icult  to apply in 
the f inancial  business. We are general ly asked 
to be most ly ful ly invested in our neck of the 
woods. So, we apply some learnings from prior 
rodeos: admit mistakes, free yourself  from 
thinking you have to r ide the same elevator 
up that you rode down and concentrate more 
capital  on your best ideas. And move careful ly, 
as you wi l l  c lear ly run out of capital  in even 
the best ideas because less steady hands at 
large have a lot more capital  than you possess. 
We have quoted some version of Kahneman 
and Tversky mult ip le t imes. What happens 
consistent ly is that people and organizat ions 
rarely see impending change, they are s low 
to change, they are prone to do nothing and 
then…ful l - f ledged panic. I don’ t  think we 
have seen that yet in equity markets. And we 
recognize that even the smartest money f inds 
i t  d i ff icult  to al locate capital  when they should, 
which is the opposite of how EVERYONE knows 
capital  should be al located. We can’ t  ident i fy 
a bottom any better than you can, but the 
only person who consistent ly picked tops and 
bottoms was named Madoff.  So, the answer to 
the t iming quest ion is: give us a third of the 
al locat ion r ight now.

We do not think this is March 2020, which was, 
at the t ime an understandable panic react ion 
in asset pr ices to what was a “great unknown” 
with an equal ly rat ional V-shaped recovery 
once a consensus developed that we were 

not l iv ing a zombie video game. We are l iv ing 
in a much messier world that is not going to 
be underpinned by a global pol icy of near-
free money. There are numerous experiments 
in f iscal  and monetary pol icy that are at 
giant inf lect ion points with l i tt le histor ical 
perspect ive to opine on their l ikely outcomes. 
We are st i l l  not remotely c lose in our opinion 
to the end of one of the great speculat ive 
waves in postwar history—or prewar for that 
matter. There is st i l l  a tr i l l ion or so dol lars 
between zero and here in Crypto- land to point 
to one example. Also, Revlon’s stock went up 6 
fold in a week AFTER f i l ing bankruptcy. Those 
people need to go back to working service 
jobs to complete the cycle. We thus postulate 
that near ly everything that “worked” for 
years is going to have a problem, due either 
to zero valuat ion progress, as any inherent 
business model goodness takes years to catch 
up to r id iculous market valuat ion, or in actual 
exposure of a fa lse premise, where the t ide 
going out makes one’s choice of swim att i re 
become self-evident.

And br inging back that reference to “that 70’s 
environment” that included r is ing inf lat ion, the 
demise of a Nifty-Fi f ty, a war out of nowhere, 
and terr ib le pol icy response to something that 
had not been seen for a long t ime. Does any 
of that sound fami l iar? Whi le some people 
point out those toxic c ircumstances led to a 
ten-year dead zone for equity investments that 
didn’ t  end unt i l  1982, there was an outrageous 
spread in returns dur ing that t ime between 
the Nifty-Fi f ty stocks and the smal ler end of 
the market, which did remarkably wel l  in the 
“death of equit ies” t ime per iod. Again, this is 
where Berkshire also made some insanely good 
investments and real ly began i ts juggernaut of 
performance. But i t  certainly wasn’ t  easy in the 
ear ly days.

So, we are leaning in where our research 
suggests this is a real business, at a very 
reasonable valuat ion, run by people who seem 
highly competent and are incented to work 
on our behalf.  And yes, as noted above, the 
downside in x investment usual ly seems to be 
“20% below our worst case scenario” in tough 
t imes. But we can look at history and other 
cycles, look at cash in hand and cash st i l l  to 
be generated and establ ish reasonable comfort 
levels for a range of values at which a stock 
should trade. There are st i l l  a lot of r id iculous 
publ ic companies that have market caps in 
the tens of bi l l ions of dol lars but for which 
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there is no history from which to develop a 
basel ine that al lows investors to s leep wel l  at 
night. That is not our world. And i f  you need 
to go back to the basics, review your Berkshire 
Hathaway readings. That is usual ly how the 
world works.

Whi le i t  might not be terr ib ly product ive as far 
as being r ight about the future, a fun exercise 
today consists of making a l ist  of “pros and 
cons” for equity markets at large. We can 
help! There are a lot more cons than there are 
pros (there always are) and the gaping hole 
on the left  s ide of the paper in front of me is 
arguably one of the most posit ive things we 
can say. “Sent iment” is miserable, and when 
combined with “cheap stocks,” that is usual ly 
a pretty neighborhood for a bottom. We just 
see i t  more from a “one at a t ime” basis rather 
than a grand statement about equity valuat ions 
at large, absolute or relat ive to a pretty 
long basel ine. Also on the posit ive front we 
would also throw in the l ikel ihood of complete 
deadlock in Washington come November, an 
outcome which we always argue is a good 
thing regardless of which s ide of the ais le from 
which you are tweet ing. One can argue that 
“this” inf lat ion is not remotely transitory, but 
i t  arguably could be a 5% f ive-year number 
and not the pace of the recent 9% prints. So 
“ less than expected” is in theory less than 
awful news. Just a standard crappy recession 
(which is a lmost always the case) versus the 
impending doom of the Western world, which 
is how people l ike to write and read i t .  Al l  of 
which would suggest a less aggressive Fed 
than feared? And for “us,” the cont inuing 
march of the relat ive performance of “rat ional 
vs s i l ly.”

The big picture stuff is fun to talk about from 
t ime to t ime, but not how we spend much of 
our t ime and we are not sure we can real ly 
“add” something to the cacophony to which 
you are also subjected. Said yet one more 
t ime, i f  we most ly own sol id businesses with 
reasonable balance sheets run by qual i f ied 
people, we wi l l  be most ly okay. Asset c lasses 
are not monol i ths col l id ing with overwhelming 
waves of macroeconomic inevitabi l i t ies. Things 
change and the people who are running our 
companies are doing the obvious hard work 
to adapt and pivot where necessary in order 
to further…or preserve…growth, margins and 
returns. It ’s f iendishly s imple: be most ly 
r ight on our choices. We have a deep pool 
of analyt ical  history, wide C- level industry 

contacts and strongly bel ieve in curat ion. It ’s 
much harder to make these judgments over 
a 150-stock portfol io and discern di fferences 
between winners or losers. And, as of this 
wri t ing, almost two-thirds of the Russel l  2000 
const i tuents are either unprof i table or trade 
north of 20x their earnings before interest and 
taxes. As such, we are quite happy not to have 
to own the ent ire bucket.

The obvious area of interest for us is in 
what we cal l  “growth cycl icals,” superb niche 
businesses with stupidly good return and 
growth character ist ics but that certainly 
wi l l  take an inevitable beat ing in a di ff icult 
economy. Recessions happen—it ’s not the end 
of the world or anyone’s f i rst rodeo. And i f 
something is properly def ined as a “cycl ical 
problem,” then almost by def ini t ion i t  is a 
buyable problem. We own some and have been 
adding, and we have a checkl ist  of prospects.

Before we close, we want to highl ight a few 
economic t idbits: roughly 15% of the US 
economy is in some way t ied to resident ia l 
housing. Interest rates are up and housing 
affordabi l i ty has taken another whack. That 
just won’ t be good for GDP. The top 25 banks 
have roughly a 70% of shareholder ’s equity 
exposure to commercial  real estate. They have 
divers i f ied business models, fee income and 
on net benef i t  from reasonable interest rate 
increases. The next 500 banks by s ize have 
roughly 245% of their shareholder ’s equity in 
commercial  real estate. Walk into an off ice 
bui ld ing near you and tel l  me what you see. 
Now tel l  me what a commercial  real estate 
loan up 300 bps looks l ike on that math on 
a ref inancing? That is the answer to why we 
don’ t think smal ler banks are buyable here en-
masse at 1.5x book value.

And yes, Dear Brutus, mass adherence to ESG 
has been a very expensive and inf lat ionary 
factor in the world, a concept doused with 
kerosene by Put in and Russia. As of this 
reading, i t  remains impossible to reconci le 
the desire for “Green Now” with the abi l i ty to 
create supply for any number of raw mater ia ls 
in order to at least maintain the world ’s l iv ing 
condit ions. Europe has declared nuclear and 
natural gas to be acceptable, and a few more 
elect ion cycles in the EU may succeed in 
pushing out grossly over-ambit ious goals by 
a few decades—where they should be. It  is 
conceivable that i t  wi l l  be the same in the U.S. 
Net, net US domest ic energy has an unusual ly 
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strong cla im to be stronger for longer. We own 
some and are looking at some more. It  just 
remains easier to buy Occidental Petroleum 
al l  day long than much more narrow sl ices of 
smal ler companies. 

This is s imply a great t ime to begin or cont inue 
conversat ions about al locat ing capital  to 
our world. Thieved from a recent Grants 
Interest Rate Observer: “Right now,” David 
S. H. Rosenthal,  renowned computer sc ient ist 
(he was employee No. 4 and chief sc ient ist 
at Nvidia Corp.),  to ld a Stanford Univers i ty 
audience in February, “there is way too much 
money”—that is,  money in venture capital . 
“I ’m a big bel iever,” Rosenthal went on, “ in 
Bi l l  Joy ’s Law of Startups: ‘Success is inversely 
proport ional to the amount of money you 
have.’ ”

Not our problem..and another argument for our 
1/3 al locat ion today.

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