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Post Mortems: Win Some, Lose Some

We avoid discussing our owned businesses in public settings. It's insidiously easy to overcommit to an
idea when it’s intertwined with your identity. Yet we still believe in conducting thorough postmortems,
even in the harsh glare of the public eye.

The rest of this letter will examine one winning investment and one wipeout.

Let's get the bad news out of the way first...

Spark Networks (Nasdaq: LOV)

Spark is a global purveyor of dating apps. They own niche brands like J-Date, Silver Singles, and
Christian Mingle. The company surfaced on our radar after a friend who runs a small cap activist fund
brought it to our attention.

Our first purchase was February 2021 at a price of $7.45."
We bought more in July and August of 2021, and again in June of 2022.
We sold our last shares in March of 2023 at a price of $0.80, a disastrous outcome.

Where did we go wrong?

' I'm using rough pricing based on my personal retirement account, which is representative of most of our client accounts at FSI.
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Similar to a sports team reviewing Monday morning film, we’ll use actual quotes from my investment
journal® to tease apart the thought process in real time.

~- Buy Decision 2/9/21
$LOV - Spark Networks SE - ADR

Price: $7.449
Asymmetric Outcomes

Big position for — Comps on dating platforms way north of current valuation. Long, slow
turnaround. Possible acquisition target

The initial thesis was simple enough: Spark would be acquired by one of their bigger competitors.
At that time, Spark represented 7% of the revenue and 3% of the profits of the entire dating
app industry. Their market cap was just 0.5% of that total. Not a bad setup.

We were betting that Spark’s fundamentals would hold out, or even improve, and they’d be purchased
at a premium. We've had previous winners which rhymed with LOV.

2 Screen caps are from my investment journaling startup Journalytic. Revenue and Operating Income charts are from tikr.com.
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Unfortunately, the company’s revenue continued to decline, profitability was intermittent, and
management churned. Little surprise, the stock price mirrored the decaying business prospects.

Spark Networks SE (LOV)
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Yet we bought more in July.

~+ Buy Decision 7/14/21
SLOV - Spark Networks SE - ADR

- shares @ $4.47 per share
Price Drop

Added some new good board members, plus price dropped -50%

And August.

= Buy Decision 8/20/21
SLOV - Spark Networks SE - ADR
-shdles @ $2.94 per share
Price Drop
Down 35% in a week. Chance to lower blended cost basis. Added a little to get everyone back up to
0.5%. Small and inconsequential, but could be asymmetric upside, especially if buyout happens.
Buying more down here reduces take under risk
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We bought our last shares in June of 2022 as the drumbeat for a sale increased.

- Buy Decision 6/3/22
SLOV - Spark Networks SE - ADR

-:.-hun:s @ $3.29 per share

Activism

Company s actively looking to be sold _owns 22% of the company and is very motivated to
make something happen

Baseball for LOV at the various prices

$6 - Single

$9 - Double

$12 - Triple

$15 - Home Run (due to recency bias of the stock price, a $15 home run buyout price seems far off,
but around Zoosk acquisition and even March 2021 when trading at $7.50/share, a $15/share buyout
for a business on solid footing and set to grow subscription revenue at high incremental margins is
not far off)

$18+ - Grand Slam - We'd probably have to hold it for 2-3 years while the business improves and
becomes undeniable to a buyer in a better market

Six months later, | was feeling the pull to consolidate the portfolio, prompting me to write the January
2023 Letter about Kill Criteria.?

NI still Feeling the Pull to Consolidate

Still feel like winnowing the portfolio down to core holdings

One issue is some of the smaller names like SLOV, SRDBBF, SKIRK, STUEM have gotten so small (from
losses), that they almost don't matter. What if they recover? Or at least get bought out at an OK premium?

Should | be adding to those instead of punching out? I'm not sure. That's why they sit in limbo, without

solid kill criteria. Like portfolio cancer. Or barnacles.

| don't like this feeling.

| don't mind taking a loss on those positions. It happens. Maybe | should pick the most egregious one
and trade up into something | like better? Sure would be nice if Mr. Market would give me a hand and

have one of them run up for some reason.

January 16, 2023

3 | often use these letters as a way to hold my own feet to the fire.
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A prime example of Mr. Buffett’s observation that good businesses throw off easy decisions for owners,
while bad ones present conundrums.

By March of 2023, I'd called it quits.

SLOV | #postmortem

« This is an unequivocal disaster,

« The hope was the company would be sold before it melted down. There were several logical buyers,
and comps were attractive based on the price. But that didn't happen. (It still could though)

. _was overly optimistic about the prospects of the business, and | followed him down the
path. Thankfully with only a small position size

« | outsourced too much of my thinking.

« I'd have to add materially here to get my cost basis down and then pray for a sale that would salvage
the investment. But | don't like that gamble at all.

« The sale of LOV is racing the macro clock. The time to sell was in 2021 when valuations were through
the roof and money was flowing. Why would | expect a sell now?

« The answer is 1o dump all my shares and learmn from this mistake.

i@ March 2, 2023

SLOV Sell Decision  #postmortem

%= Sell Decision 3/4/23
SLOV - Spark Networks SE - ADR
-ahalea @ $0.80 per share
Too Much Leverage

-75% Loss. Disaster. My hope was with [[l]linvolved, the assets could be sold for a reasonable gain
Didn't happen, and #macro seems to be striking midnight
£ SLOV #postmortem

The prospects of Spark haven’'t improved. The newest CEO recently resigned. Since we sold, the stock
is down another -70% as this letter goes to print. It might be a grand slam from here, if the right buyer
came along. But this cat who sat on the hot stove likely won’t be sitting on that cold stove either. | have a
reminder set for a year from now to review my sell decision and see if | missed anything.

With that bit of nastiness out of the way, let's deconstruct an investment which went well.
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Chevron Corp (NYSE: CVX)

We purchased our first shares of Chevron in March of 2020 at ~$76 per share.
We doubled down seven months later in October at ~$73 per share.

We exited in May of 2023 at a price of ~$150 per share.

We also received 22% of our cost basis back in dividends during our ownership.
Our total return was ~+127% over 3 years (+31% annualized).
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The story of buying Chevron was simple capital cycle theory.*
It's easy to forget, but four of the top ten largest companies in the world in 2010 were oil companies.®

Around that time, the oil industry had been pouring a ton of money into capital expenditures.

4 See “Cupcake Cycle Theory” from the October 2019 Client Letter for more on this natural phenomenon.
5 PetroChina, Exxon Mobil, BHP Billiton, Petrobras
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Capital Spending of Mid/Large Oil & Gas Companies
B U.S. Focused © Domestic ex-U.S. M Multinational
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Source: Oil and Gas Company Filings, Raymond James Research

This led to an eventual supply glut. Qil prices dropped. The heat of competition evaporated the pool of
industry earnings.

Price of Crude Oil Futures

ESG concerns exacerbated energy industry woes. The term “uninvestable” was applied, which always
causes my ears to perk up. In a sign of capitulation, on August 31st, 2020, Exxon Mobil was removed
from the Dow Jones Industrial Index (after 92 years) and replaced with Salesforce.®

6 Since the 8/31/20 switch, Exxon has appreciated +159% (plus dividends received). Salesforce is sitting -18% from that date (and has
never paid a dividend). Apologies to all the indexers out there.
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Covid was the final straw. A shut down world uses a lot less fuel. US crude finished April 20th, 2020,
at -$37 a barrel. It was rumored enterprising individuals were being paid to fill up their swimming pools
with oil.

This is what peak pessimism looks like.

| just had to get comfortable that oil and gas weren’t going away permanently. That the industry faced a
cyclical problem, not a secular one.

| knew from simple physics how hydrocarbons support our entire modern world. We wouldn’t have
transportation, electricity, food, plastics, chemical feedstocks, fertilizer, etc. Unless humanity accepted
going back to lifestyles of the 1700s, we weren’t getting off hydrocarbons any time soon. | just needed the
fortitude to buy, and trust in reversion to the mean.

“I feel like I get paid for my strong stomach, rather than my exceptional analytical ability.”
-- Joel Greenblatt

We bought Chevron in the darkest days of Covid. | looked back at the numbers in 2008 when oil prices
were high and the company was humming with healthy cash flow. It was an attractive business in those
salad days. Could it return to form?

~+ Buy Decision 3/12/20
$CVX - Chevron Corp

.nharos @ $76.18 per share
Reversion to the Mean

Rev was more than 2x in 2008 ($267b vs. $114b). BV has almost doubled over same time
ROA went from 15% to 0%
GM went from 30% to 0%.
Debt to assets went from .0510 .15
Shares out shrunk from 2,050 to 1,853
Debt from $5b to $30b
20k less employees

BV = $134b

CFFO still very healthy.
PPE purchases cut in 1/3 from 2013 peak

Bought back $16b in stock 2011-2014, $1.6b TTM
Dividends increased every year for 15 years

FCF still positive at $5b

Market cap $132b

P/B = 96x

EV =159b

CAPE = 8x
Div yield = 7%

March 12, 2020
B ]
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We bought more later in 2020. | was already concerned about inflation and interest rates rising.
There were likely unintended consequences of all the global government stimulus. | saw the oil
companies as potentially cheap hedges.

4+ Buy Decision 10/23/20
SCVX - Chevron Corp.

-shares @ $73.38 per share
Reversion to the Mean

Thinking a little more about oil prices rising being the pin that pricks the bubble thesis that has been
laid out. Does that make something like XOM and CVX a reasonable hedge? They would presumably
go up if oil prices jumped?

Also, they might be OK inflation hedges if they can pass on price increases while not having to
immediately replace fixed assets/PPE at higher prices. Both could have blow out (nominal) earnings in
an otherwise bad situation for most long duration bets with rates rising and willingness to accept long
time horizon cash flows shrinking

October 23, 2020

Buying below book value when oil prices were depressed, we were betting that oil would normalize
and Chevron would be making a reasonable profit again. As Baron Rothschild summarized a lifetime of
market experience: “Buy assets; sell earnings.”

And sure enough, Chevron saw a dramatic improvement in the business.

Chevron Corporation (CVX)
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Revenues bottomed at $16 billion in Q2 2020. They grew to $65 billion two years later. Profits followed
suit. Chevron made $42 billion in 2022, eclipsing 2008’s $35 billion. The fundamentals came back faster
than | would have predicted.

What Are You Betting On?

The price of any security dictates the bet. Pay a fancy price, and you need increased scaling of revenue
and profits, management execution, and pristine capital allocation to earn a satisfactory return. Pay a
bombed out price, and you just need the company to survive another quarter to reveal slightly brighter
prospects. That's why Mr. Buffett has said, “Price is my due diligence.” You have to know what you're
betting on.

As oil prices recovered and the share price of Chevron increased, my thesis was forced to shift from “this
company will benefit from reversion to the mean of oil prices” to “this company has well run operations
and intelligent capital allocation.”

| didn’t feel like | was going out on a limb betting that oil prices should probably be positive. But | don’t
have much of a view on today’s oil prices in the $70s. Your guess is as good as mine where we go from
here.

Chevron’s operations are still quite strong. But unfortunately, they failed the capital allocation test for
me. In May of 2023, | reviewed the results of Chevron’s buyback program over the last eight quarters. |
noticed the company had reduced shares outstanding by 34 million, but had also issued $5.3 billion in
stock based compensation to employees and management.”

My rough math was that $14 billion had gone out the door to retire 34 million cumulative shares. That
equates to $421 per share. Compare that to the average stock price over that time of $142 per share.
This is poor stewardship of the outstanding claim tickets representing ownership in our company.
Management was getting over on shareholders, hardly an uncommon occurrence in Corporate America.

7 Stock based compensation effectively carves part of the company out for employees and management. Michael Mauboussin has
found that SBC has been growing. For the Russell 3000, SBC in 2022 was $270 billion, amounting to 6-8% of total compensation and
absorbing 1.2% of corporate revenue. In 2006, SBC was just 0.2% of revenue. The top decile is closer to 4.5%, a fairly large bite of
the apple.
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$CVX Buyback Analysis

Last B quarters:

Chevion Corporation (CVX
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Reduced shares from 1,928m 3/31/21 to 1,894m on 3/31/23
= 34m shares reduced

Common stock issued
§5,342m

Common stock repurchased
$14,328m

Grift percentage: 37%
So roughly $14b went out the door to retire a total of 34m shares.

= $421 / retirement share cost
Avg stock price over last 2 years = $142
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SBC is skimming a lot of money off of owners.

The original bet was buying cheap assets when blood was in the streets. That was a reasonably smart
bet at 0.7x P/B.

At 2.0 P/B, the bet shifts to asset quality or management quality. And I'm a lot less confident about CVX
on those fronts

Mav 272023
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An uncomfortable amount of the economics were leaking from the owners to management. We exited in
late May 2023.

+}+ Sell Decision 5/31/23
SCVX - Chevron Corp

B shares @ $150.62 per share
Management Red Flag

Business doing just fine, but didn't care for #capitalallocation buyback policy.
Locked in 103% on shares purchased 3/12/20 and 10/23/20. Fully closed out. Rotated into [l

May 31, 2023

Hopefully this review of the tape is a useful exercise to peek behind the investment curtain at Farnam
Street. We’re looking for obvious opportunities in “uninvestable” situations, which come along
infrequently. We want a “lock hand” in poker parlance, and to always understand the bets we’re actually
making, as dictated by price.

As always, we’re thankful to have such great partners in this wealth creation journey.
Jake, Brian, Peter, and Jeannie
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