
concept of “off-spreadsheet” r isk. Deal ing with 
a “mess” is a learned experience in l i fe and 
managing money, and the f i rst step is sever ing 
pr ior disappointment and t ime from the current, 
“what is the r isk reward from here, on an 
absolute and relat ive to other al ternat ives 
basis?” That caused us to sel l  half  our Viasat 
(t icker: VSAT) in between fai lures as the 
inf lect ion to free cashf low moved out two years, 
and math is s imply math. Down another 30% 
to stupid- levels,  we subsequently reloaded and 
have made i t  a “s imply top ten posit ion” vs. the 
missing l ink between our c l ients and a pr ivate 
jet.  The bonds and the stock are both buys i f 
you are asking.  

We wi l l  get to the usual bugaboos of inf lat ion, 
interest rates, credit  and energy, but here we 
relate some t idbits from a recent in person 
canvassing of some of the usual suspects of 
global asset al locat ion. Spoi ler - I don’ t  think 
i t  is unfair to qual i tat ively suggest that the 
asset c lasses of publ ic,  value and smal lcap are 
at generat ional lows of representat ion in most 
fami ly off ice, endowment and corporate pension 
plan assets.

Cry for us Argent ina (and BTW - i f  you are 
whining about r is ing interest rates, their Central 
Bank just went to 133%) but one can either 
v iew that as a generat ional opportunity or a 
recipe for career suic ide. Let ’s go with the 
former for a moment. The bold headl ine in the 
WSJ recent ly was “Smal lcaps are Almost a Buy,” 
which sums up the investment world neat ly - 

T he calendar third quarter of 2023 was a 
messy one for f inancial  markets at large, 
and we were not immune to i ts lack of 

charms. Nonetheless, i t ’s  been a pretty good 
year for our smal lcap strategy.

Oddly, the re-emergence of Middle East 
depravity has a weird connect ion to r isk 
and invest ing: i t  is never “not there.” There 
are s imply sudden changes in part ic ipant 
wi l l ingness to see i t…and then r isk appet i te 
adjusts accordingly. And quickly. And sadly and 
painful ly.  

In our core inst i tut ional strategy, our top ten 
posit ions, which as always represent 40 to 50% 
of our portfol io, most ly held their own. We 
had two takeovers of longer-term holdings at 
“reasonable” pr ices and another in the making, 
which has created cash for reinvestment in what 
looks l ike an “ interest ing” c lose to the year. To 
paraphrase words written long before us, new 
money wants volat i l i ty and uncertainty, for that 
is where opportunit ies are created. Good news 
and cheap stocks rarely co-exist. 

And to get the big satel l i te out of the room, 
yes we own a stock - our largest posit ion at the 
t ime - that managed to successful ly launch two 
of the world ’s most advanced satel l i tes.. .only to 
have them fai l  22,000 mi les away from earth. 
One was the f i rst fa i lure in 13 instal lat ions of 
a Northrup Grumman antenna, and the other 
the f i rst complete fai lure in a 40-year history. 
Let ’s just say we once again appreciate the 
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very few want to be f i rst ,  much less be ear ly. 
You aren’ t  ear ly with us - that was four years 
ago which we have been hard at work f ix ing. 

So we are asked: what is the catalyst for 
change to make value and smal lcap an 
investable asset c lass? Arguably not that much 
in terms of dol lar f lows. There are seven stocks 
each of which has a larger market cap than 
the ent ire Russel l  2000®. A s imple campaign 
for every American c i t izen to sel l  100 shares 
of each is probably a 15% gain on the Russel l . 
Said another way, the history of f inancial 
markets is trend, inf lect ion and then change 
- the latter two are c lear ly indicated by dog 
whist le. Trends and appet i tes just “change” 
as they always do on the basis of what seems 
obvious in retrospect. Paying attent ion to 
absolute and relat ive valuat ion of indiv idual 
secur i t ies or markets at large is often a good 
s ignpost of obvious future change, but i t 
provides l i tt le help on t iming within one’s 
career arc. One thing we would suggest is 
past the dog whist le phase is the interest rate 
trend. We would argue - again - that the forty-
year lower interest rate trade is i rregular ly 
over, and with i t  the era of free money and any 
id iocy goes. We would note that everything 
that got dragged along with i t  as relat ively 
attract ive in a near zero rate world - real 
estate, VC, “pr ivate credit” et a l  -  is a good bet 
for underperformance over the next decade. 
No one can tel l  you def ini t ively “why” unt i l  i t ’s 
in the rear v iew mirror, but i t  might help to 
read words aggregated on clumps of paper that 
discuss the history of f inancial  markets and 
the behavior of those who take on professional 
t i t les within i t . 

Our investment process tends to result  in 
owning businesses that are left  standing when 
the t ide goes out on s i l ly.  Very few things we 
own have made the meme l ist  or reside in the 
ARK ETF. (What the hel l !)  That bodes wel l  for at 
least relat ive performance. And as we wi l l  note 
again, we are more concentrated than most 
of peers - 30-something holdings - and thus 
you are not buying just beta with CSC. We wi l l 
have “marks outs ide our control” in a negat ive 
headwind that are more immediately v is ib le, but 
we don’ t need a world of wonderful  to del iver 
competi t ive results. 

One more mini survey. We have a peer who 
recent ly lost a large account and we are 
copping their recent canvas of some of our 
common peer world, using mutual funds as a 
proxy. The median market cap in our eyebal l  of 
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said world is c lose to $4 bi l l ion. Ours is $1.4 
bi l l ion. There is nothing fancy here. The world 
of smal ler cap invest ing has been essent ia l ly 
abandoned and the money of those st i l l  in the 
game are told not to bother unless you manage 
X bi l l ions, which necessitates lots of stocks and 
lots of larger stocks. We wi l l  resolutely st ick 
to one of the only “rules” that always works in 
invest ing - the less trai l ing money f low and the 
fewer eyebal ls in said asset c lass means more 
future return potent ia l .  Commercial  over.

On the subject of interest rates and “the 
highest 10-year Treasury rate s ince 2007,” 
we suggest the metaphor of a s low-moving 
bul ldozer. The issue is not that the world can’ t 
breathe on a 5.5% ten year Treasury; i t  is the 
problem with business models and leverage 
that have been bui l t  on a cont inuat ion of zero 
interest rates, a proposit ion that was always 
fool ish, but hel l ,  there was a buck in i t .  This 
reckoning wi l l  be mult i -year st i l l - to-come as 
Fed pol icy works with a lag. And management 
l ikes to stay employed, often at the expense of 
their investors. Things l ike the bal loon in PE-led 
Li fe Insurance assets and the ent ire Japanese 
f inancial  system to name two off-Fed regulatory 
purview sectors where murkiness and s ix s igma 
events beckon?

The world is ever more interest rate sensit ive 
and obl iv ious to i t .  To wit,  we have Treasury 
Secretary Janet Yel len who missed i t  ent ire ly 
at the Federal Reserve and is now reinforc ing 
the idea that “the structural forces that led us 
to bel ieve interest rates would be low are al ive 
and wel l .” Ok, she has VanHois ington.com on 
her s ide. They had better be for Ms. Yel len…and 
us…as there is very poor ar i thmetic that inures 
to the US def ic i t  and taxpayer from interest 
rate increases. There is s imply not enough 
space here to math out the relat ive s ize of our 
def ic i ts and the interest expense associated 
with i t .  Let ’s just say “unprecedented” and “a 
lot.” Requir ing the acquiescence of strangers to 
fund an unaffordable l i festyle has ended badly 
for every person, corporate ent i ty and sovereign 
nat ion.. .except ours to date. So yes, in the 
short-run, the f inancial  world seems to hinge 
on the percept ion of when the Fed is done 
t ightening. 

The CSC posit ion remains - a decade-ish of 
i rregular ly higher inf lat ion and interest rates. 
We simply c i te: the long-term def lat ionary 
effects of outsourcing vs insourcing; wages 
and str ikes; energy costs; and the “nothing is 



COVE STREET CAPITAL

LINES IN THE YIELD SAND
CSC STRATEGY LETTER NUMBER 52

OCTOBER 2023

more inf lat ionary than a pol i t ical  movement 
attempting to be an id iot ic energy economics 
revolut ion” along with the non-zero probabi l i ty 
of “fear of debasement by barely elected 
off ic ia ls.” Lovely.

And then we have real ly good coffee and get to 
work. 

The topic du jour is “Legacy TV Broadcast 
Aff i l iates and Their Relat ionship to the 
Nonsense Propagated in Green Transit ion 
Pol i t ics.” In Engl ish, what we are suggest ing 
is that the investment community can effect 
40 year themes instant ly v ia f inancial  market 
technology, and thus, something that might 
direct ional ly make sense over a generat ional 
vector looks l ike i t  is happening in the next 18 
months. Yes, the world loves a good disrupter, 
but from t ime to t ime the disrupt ion is not 
s i tt ing in your l iv ing room and raiding the fr idge 
- i t ’s a distant gl immer. Our world loves to hype 
eight disrupt ions for every real change, and to 
not understand that is to understand the real ly 
bad marks ahead in a lot of 10 year VC funds. 

Our own mental process for correct ly assessing 
future trends is as f lawed as the next pronoun, 
so we “ invert” as the Berkshire kids say. What 
does the present value of the company ’s 
cashf low suggest about the future? Does that 
make any sense vs. a basel ine of history? If 
there is a legit imate secular chal lenge, what 
decl ine curve is suggested by the current 
valuat ion? Does that make sense? What are 
some rough probabi l i t ies we can attach to 
“ l ikely”, “too bul l ish” or “too bear ish”? 

So let ’s use E.W. Scr ipps (t icker: SSP) as 
a broadcast ing example, even though Gray 
(t icker: GTN) and Nexstar (t icker: NXST) f i t  the 
same bi l l  and can also probably be bought here. 
And we would but we are up to mental l imits 
in “yes, we have recent ly bought ad spend 
cycl ical i ty v ia SSP, InterAct iveCorp (t icker: IAC) 
and Outfront Media (t icker: OUT) and that ’s 
enough for now.”

SSP has a long and stor ied history, but for 
c lar i ty ’s sake, let ’s move to today. Unl ike 
the pure plays, Scr ipps is roughly 70% local 
broadcast and 30% “Networks,” which we would 
summarize as present ly expensive attempts 
to escape the potent ia l  bondage of being a 
secular ly decl in ing local broadcast business. 
The latter was acquired in a deal for $2.6 
bi l l ion part ia l ly f inanced by Berkshire - the 
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Ted Weschler vers ion - with the tradit ional 8% 
preferred by warrants for 25% of the stock at 
$13 per share. It  seemed expensive at the t ime, 
but that was when actual ly paying interest on 
any debt seemed expensive. We wi l l  leave that 
be for now, other than to note this also made 
Scr ipps the largest owner of Broadcast spectrum 
and enables some very interest ing things vis a 
v is Scr ipps’  attempt to present i tsel f  as a player 
in Sports in the current “ jump-bal l”  of sports 
r ights post the Diamond/Sincla ir  regional sports 
disaster. 

Turning back to local broadcast, what we think 
is grossly underappreciated is “Retranmission 
revenue” (retrans) concept which is a ser ies 
of contractual 3-year deals where local 
broadcasters are paid a fee for their designat ion 
as “must carry” by the FCC. This has gone from 
$0 to $750mm for Scr ipps in 15 years and in 
our v iew, mater ia l ly changed the model from 
completely cycl ical  to something a lot better. 
They just announced agreements with 75% of 
their subscr ipt ions for cable and satel l i te with 
a “plus 15% mark” without a Disney/Charter 
“messathon” and as important ly, a plus 40% 
retent ion on that increase, which suggests 
interest ingly strong strategic posit ioning in 
the mess of the media world. Scr ipps also 
took advantage of the consol idat ion window in 
the pr ior administrat ion and bulked up to be 
a top-four owner of local TV and has done a 
reasonable job moving margins in the direct ion 
of the real ly good operators.

So gett ing to the point,  i f  you “average the two 
years” for an EBITDA number of say $550mm 
(pol i t ical  ad spend averaging) and you do the 
same for say $225mm of real free cash, and 
you compare that to a market cap of $500mm 
and an enterpr ise value of $3.9 bi l l ion, you 
get some interest ing math with 88mm shares 
outstanding. L ike, I am creat ing $2.50 a share 
of new equity value every year on average on a 
stock that is $6?

Which comes back to the bigger picture 
invest ing point: how sustainable is that math 
in the future? And i f  the bear ish case is the 
real case, what is the decl ine curve impl ied by 
the stock?  Are al l  ads moving to search? Are 
al l  eyebal ls moving away from local TV? Wil l 
retransmission dol lars look l ike ESPN math and 
are poised for decl ine? The enterpr is ing analyst 
models the three scenarios…and f inds i t  hard to 
lose money here. 
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Gray Televis ion has better IR. This presentat ion 
is interest ing. We pul l  a few l ines from it:

Whi le broadcast retrans revenues have 
grown signif icant ly from roughly zero in 
2008, retrans revenues today st i l l  only 
accounts for 22% of al l  l inear channel 
programming fees paid by MVPDs whi le 
del iver ing…43.5% of al l  l inear televis ion 
rat ings in September 2023. Broadcast 
stat ions also boast high intensity, loyal 
v iewership 365 days per year, which cannot 
be said of most cable networks or any RSN.

Migrat ion of professional local/regional 
sports games to broadcast te levis ion 
provides a further opportunity to grow 
retrans revenues including by real locat ing 
programming fees from cable nets and RSNs 
to local broadcast stat ions.

One other point.  Our world l ikes to take 
a bear ish argument and bundle i t  as an 
omnipresent Death Star with a company or 
industry incapable of doing anything to mit igate 
potent ia l  ext inct ion. In fact,  management 
is usual ly waking up every day, reading the 
same things we are and actual ly working on 
pivot ing or minimiz ing real or imagined threats. 
Most of them. Some of the t ime. Occasional ly 
successful ly.  So yes, part of our job is curat ion. 
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And one last point,  the Charter/Disney 
“messathon” i l lustrated many things, one of 
which is that at the end of the day people are 
loathe to blow up a 50 year ecosystem that 
has handi ly supported the pr ivate jet industry. 
They tr ied with an enthusiasm for streaming, 
but there is no God omnipresent enough to part 
that sea of red and thus we witness a universal 
scale-down and dr ive back to prof i tabi l i ty,  a lbeit 
less so. We think the same appl ies here. 

In c losing, more of the same, Find a good 
business, be pat ient for the valuat ion to be 
reasonable and then be a judgy judger on the 
people. You wi l l  never make the bottom or the 
top consistent ly, so leaning in when the math 
is on your s ide is what a disc ipl ined process 
for the long run suggests. And in the words of 
Munger, “In the 58 years I have been running 
Berkshire, I would say there has been a great 
increase in the number of people doing dumb 
things. And they do big dumb things.” We aim 
smal l  in this regard.

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