
world to preach the gospel…and i f  necessary…
use words.”

And, with the explosion of AI agents and 
ChatGPT, who are you real ly reading? (I have 
put our Strategy Letter into the machina and 
i t ’s scary good.) I don’ t  think reading 10-Ks 
under candlel ight in Ted Kaczynski ’s cabin 320 
days a year is a path to investment success, 
but I think str iv ing for less noise, including 
others ’  opinions, and more internal work and 
thinking is a sol id 2023 resolut ion.

Which leads to a relevant comment for 2023. 
We put together a Scale of Just ice- looking 
thing for our c l ient presentat ions this t ime 
every year, weighing l ists of posit ives and 
negat ives that seem relevant. Ignoring the 
obviously HIGH probabi l i ty of off-spreadsheet 
events and the previously noted issue of 
t iming, i t  is a lmost always easier to pick 
negat ives than posit ives. The negat ives 
usual ly have a lot of backward- looking data to 
support predict ions of doom, and the people 
attached to them seem educated, experienced, 
and successful .  As any student of behavioral 
f inance knows, we have s imply never real ly 
evolved from the cave and saber-tooth t iger 
mental i ty and cont inue to pr ior i t ize, over-
focus on, and over-est imate the probabi l i ty 
of extreme events, part icular ly those that 
vector toward end of world as we know it . 
“Organisms that treat threats as more urgent 
than opportunit ies,” wrote Nobel Pr ize-winning 
behavioral  psychologist Daniel  Kahneman, 

T his is a lways the worst t ime of year to 
write about “Strategy” because of the 
cacophony of concurrent noise, l ists,  and 

predict ions and the s i l l iness of conforming the 
cont inuous process of invest ing to yet another 
lap of our blue- ish rock around the sun. Even 
being r ight on the “what is going to happen” 
often runs hard into the myster ies of why 
things happen when they do. We have learned 
a lot in the past year, as we hope to do every 
year, but have made zero progress on f ix ing 
that t iming issue.

Today ’s world is part icular ly annoying as we 
col lect ively suffer from PEAK WORDS. How 
many damn podcasts, blogs, substacks, and 
interviews can there possibly be, much less 
be absorbed? (We assume you have f in ished 
Ben’s podcast ser ies at CoveStreetCapital .com) 
Do we real ly need that many interest ing and 
erudite people talk ing about…real ly interest ing 
things in interest ing ways? A suref ire way to 
lose money is to buy into the viewpoint of a 
“wel l-regarded” opinion persona without having 
done the work yourself.  I f  you know nothing 
else, what do you do when things go off track? 
Mini-setback? Timing off ? Or just horr ib ly 
wrong? Wow, he owns 9% of the company and 
can art iculate why the stock is cheap. (Uhh… 
that is .4% of his net worth or fund.) Yes, 
studying the success and fai lure of others is 
not unimportant on the path to your own long-
term success and wealth creat ion or anything 
at large, but in the al leged words of St.  Francis 
of Assis i  who told his fol lowers, “Go into the 
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“have a better chance to survive and 
reproduce.” And…doom porn sel ls,  ask people 
on Twitter.  Or Paul Er l ich (author of the 1970’s 
unprophet ic book Population Bomb).

We do extensive work on both s ides of the 
equat ion and try to develop scenarios that help 
us assess the probabi l i ty and mater ia l i ty of 
both good and bad future outcomes, and we 
freely admit to being cheerful ly bear ish a fair 
amount of the t ime. But even we acknowledge 
the posit ives sometimes seem…pol lyannish. 
I have used this before, but I st i l l  love this 
exchange in the f i lm, “Shakespeare in Love”. 
Note the paraphrasing.

Philip Henslowe:

Mr. Fennyman, al low me to explain the 
investment world. The natural condit ion 
is one of insurmountable obstacles on the 
road to imminent disaster.

Hugh Fennyman:

So what do we do?

Philip Henslowe:

Usual ly l i tt le.  Strangely enough, i t  usual ly 
al l  turns out wel l .

Hugh Fennyman:

How?

Philip Henslowe:

I don’ t  know. It ’s a mystery.  

Isn’ t  i t  that f iendishly s imple? Avoid doing 
real ly stupid things, be general ly invested in 
general ly reasonable things with some sort of 
histor ical  basel ine of reasonable past success, 
and have a long-term view that properly 
matches long-term pr ior i t ies. And, what IF 
something good happens?

And obviously, 2022 was al l  about stupid things 
coming home to roost.  We lost money, but 
less than many, and less than the indices. We 
make our own share of mistakes by omission 
and commission, but there were some ser iously 
r id iculous things happening over the past few 
years that f lew in the face of al l  present and 
accumulated common sense and that attracted, 
and then blew up, tens of bi l l ions of dol lars of 
other people ’s money. But the Charles Pr ince 
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theory of behavior wi l l  a lways exist: “As long 
as the music is playing, you’ve got to get up 
and dance…and we’re st i l l  dancing.” As noted in 
this space dozens of t imes, low-to-zero interest 
rates for years eventual ly got near ly every 
asset c lass and even the most dorky investment 
manager onto the dance f loor in some form, 
and when the band stops, many were bust ing 
moves that look a lot l ike Elaine Benes.

We think that short ing or s imply avoiding s i l ly 
and looking for things long in commonsense/
value is a theme that has legs. Whi le you can 
go deep with Cl i ff  Asness and his gang of 
quants and researchers for sel f-serving deep 
data, a sense of history, 38 years of learning 
and experience, and a st i l l  very modest 
f low of funds from A to B suggests that the 
col lect ive inst i tut ional brain is st i l l  grappl ing 
with, admitt ing to, and pivot ing from mistakes 
of the past.  And with interest rates moving 
irregular ly higher(CSC mult i-year predict ion, 
see above) to ref lect a histor ical  +200bps over 
your favor i te inf lat ion indicator (hard to see a 
10-Year Treasury at 3.62% as of this wri t ing 
having read the beginning of this sentence), we 
think the pressure to admit defeat and change 
posit ion is just start ing.

We postulate that two big things ran into a 
wal l  in 2022: Peak Pr ivate Assets and Peak 
ESG. Spoi ler a lert: “our” world has been under 
pressure because paying insanely higher fees 
for i l l iquidi ty with leverage and based on an 
utter ly phony premise that just because assets 
are marked quarter ly versus dai ly means 
they are real ly less volat i le is a concept that 
has been marketed br i l l iant ly by the world ’s 
smartest men.  Also, i t  f i ts perfect ly into a 
system that needs the “r ight” number to f i t 
into an accounting scheme. I am in no way 
arguing that running a publ ic company for 
quarter ly numbers, l istening to an increasingly 
inane and irrelevant sel l -s ide, and being 
guided by a checkl ist  Board of Directors with 
zero skin in our game is a perfect manner in 
which to run a company for long-term wealth 
creat ion. But, the idea that select groups of 
companies can be taken pr ivate with highly 
incented management teams guided by capital 
a l locat ion geniuses and get superior outcomes 
has been buried by hundreds of bi l l ions of new 
dol lars, ruining the returns of what was a good 
idea served in smal ler port ions. Conversely, 
opportunit ies are star ing you in the face 
and trading every day for purchase or sale 
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in publ ic markets. And I wi l l  say this again, 
owning 25% of a smal l- ish publ ic company 
with commensurate board representat ion is 
EVERYTHING that you are being pitched in 
Pr ivate Equity, but with more l iquidi ty and 
opt ional i ty and less rel iance on leverage.

If anyone is ser iously paying attent ion to the 
“ESG Industry,” we would suggest most in i t 
have moved way beyond rat ional cause/effect 
thinking and are almost on auto-pi lot.  The 
“Peak ESG” notat ion here is not a pol i t ical 
comment, and yes we are probably ear ly, but 
comes from hundreds of hours of reading, 
meetings, part ic ipat ion in sub-committees, 
and answering 40-page quest ionnaires. No, 
we shouldn’ t  go back to our Snidely Whiplash 
base case of the pi l laging and murdering ways 
in which capital ist  society has managed to 
produce massive improvements in global wealth 
and wel l-being over the last few hundred years. 
We are 100% behind more intel l igent divers i ty 
in this industry, as anyone who has sat at an 
idea dinner with 10 Patagonia-vested hedge 
fund bros can attest.  But this statement by 
Vanguard in 2022 speaks volumes to the wal l 
in which inst i tut ional ly good intent ions have 
crashed: “We have decided to withdraw from 
NZAM (Net Zero Asset Management Init iat ive) 
so that we can provide the c lar i ty our investors 
desire about the role of index funds and about 
how we think about mater ia l  r isks, including 
c l imate-related r isks—and to make clear that 
Vanguard speaks independently on matters of 
importance to our investors.”

The four relevant issues here are mission 
creep, f iduciary responsibi l i ty,  t ime horizon, 
and math. If  you hire me to run an X sensit ive 
portfol io, we both should know and expect 
what we are gett ing, part of which is accept ing 
the r isk that we wi l l  be sacr i f ic ing/enhancing 
returns for a phi losophical decis ion being 
expressed via the choice to avoid an economic 
sector/s. Your decis ion. But i t  is grossly 
unfair and arguably a violat ion of f iduciary 
responsibi l i ty for our f i rm to make phi losophical 
and pol i t ical  decis ions on your behalf.  We can 
argue al l  we want about the cost/benef i ts of 
achieving speci f ic pol i t ical  ends in a democracy 
over wine at dinner, but our contracts and 
understanding with investors is general ly 
focused on generat ing attract ive r isk-adjusted 
returns whi le pursuing the strategy as stated in 
our presentat ion and website.
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The t ime horizon and math fal lac ies are related 
and self-evident, as hinted to above. We simply 
aren’ t  in imminent danger of dying out, we 
have global ly l imited resources and i t  s imply 
takes a very long t ime to enact pol icy and 
spending to change the last hundred years 
of history and i ts tr i l l ions of dol lars of f ixed 
cost.  Our industry seems to have t ied i tsel f  to 
s logans around desired t ime horizons without 
any real analysis of whether the 2030 or 2050 
math actual ly makes sense.  The last t ime 
I checked, the point of the CFA society was 
actual ly to professional ize our industry around 
supportable standards and processes. Say this 
with authori ty – we aren’ t  remotely “there” yet.

I don’ t  think we are going way out on a l imb 
to suggest that the investment industry was/
is pressured to get with the game, and for 
those who have even tr ied, “we” have badly 
attempted to quant i fy and governmental ize 
processes to achieve certain goals. “Rat ing” 
f i rms becoming unelected off ic ia ls making 
r id iculous quant i tat ive comparisons that twist 
logic beyond comprehension? Government 
spending in the tr i l l ions of dol lars to convince 
the largest corporat ions in the world to do 
what they would have surely been doing 
already, led by an administrat ion headed by a 
guy with s imply a badass ‘67 Corvette? (Screw 
the papers, save the car!) Should we just crowd 
into the “good” companies? Or spend more 
money to help the bad ones? Should the role 
of the SEC be the t ip of the spear for c l imate 
regulat ion?  Or should they be, oh I don’ t 
know, paying attent ion to the emergence of an 
unregulated new currency and the immersion 
of retai l  part ic ipat ion in i t?  Even the New York 
Times is sneaking in some quest ions recent ly in 
i ts Op-Ed pages about whether “we” are going 
about this the r ight way.

To be c lear, the investment management 
industry is NOT who you want to be changing 
the world. It  s imply markets product to the 
trend d’ jure and is general ly ineffect ive at 
anything but prof i t ing from the trend. We have 
run money for decades with c l ient restr ict ions 
that ref lect the wishes of c l ients. And over the 
long run, in our experience, i t  is not ent ire ly 
100% clear that avoiding a speci f ic industry 
or sector hurts or helps performance. And i t 
is certainly far from clear that there is any 
math today that actual ly def ines ESG cr i ter ia 
in a rat ional way, has access to data that 
makes i t  rat ional,  and then has any legit imate 
backtest ing that supports i t  as a standalone or 
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complementary investment strategy. I owned 
Tech and not Energy, and now I own Energy, 
not Tech, is not a robust backtest of how your 
personal formulat ion of ESG does or doesn’ t 
add value to invest ing outcomes.

What makes this relevant to us and i t  should be 
to you, is our content ion that these are more 
examples, and there are plenty more where 
they came from, of more and more attent ion 
paid to non-economic issues and general dai ly 
chatter. Less and less attent ion is paid to 
actual secur i t ies analysis in publ ic markets. 
That suggests a higher l ikel ihood of mispr ic ing 
in publ ic secur i t ies with fewer attent ive 
eyebal ls with which to take advantage. 
Indexing has def ini t ive places for large sums of 
money, but with 40- ish% of the Russel l  2000® 
index pr int ing a def ini t ion of unprof i tabi l i ty,  is 
that real ly the best implementat ion strategy 
in a world increasingly cruel to the credit-
hungry? There are hundreds of new, most ly but 
not total ly fa i led businesses, that have been 
abandoned by their SPAC and IPO promoters 
and burned investors. This fact should also 
increase the payoff for those who focus and 
pay attent ion. Fiendishly s imple. Operators are 
standing by to take your cal l .

So, we are looking to make money in 2023, 
employing most of the processes and thinking 
that we have pursued s ince we began. You 
don’ t have to feel opt imist ic or pessimist ic, 
you just have to be as rat ional as you can. 
US equit ies have almost 100 years of a high-
single-digi t  average annual ized return. It ’s 
just never 9.1% every year. Our valuat ion-
dr iven guess is we are st i l l  in the part of the 
cycle that argues for “ lower than that.” And 
again, i f  you are asking, bonds are not going 
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to be as awful as a bal last to equity volat i l i ty 
as they were in 2022 (see the chapter about 
coupon reinvestment and total  return), but i t 
seems hard to argue for great news given what 
we think is a secular inf lat ionary trend with 
potent ia l ly generat ional stubbornness. Our 
advice is not to throw away the ent ire 60/40 
bucket for high fee alternat ives strategies.

We would also argue there is something large 
and f ishy going on in terms of Domest ic vs 
Global.  Despite what seems to be a very high 
correlat ion for hundreds of years between 
comparat ive advantage and global ism, the 
world at large seems intent on retreat ing within 
borders. We think that bodes very wel l  for US 
smal l  cap invest ing, as al l  of a sudden lack of 
scale and infrastructure to go global where the 
growth was considered to be in the bag is…
right in our backyard?

We cont inual ly improve a rat ional process 
that seeks to ident i fy, study and, eventual ly, 
purchase secur i t ies whose valuat ion does not 
ref lect a proper analysis of the underly ing 
business, the history and commitment of 
management toward making money for 
shareholders, and/or the durat ion required 
for good things to happen and be ref lected in 
a stock pr ice. From t ime to t ime, we seek to 
employ our experience and pattern recognit ion 
to help the process along, by either direct ly 
providing assistance to companies, or helping 
them see the shareholder l ight.

And what i f  something good happens?

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


