@ Sankala Group

Wave Environments

We made it. 2021. A fresh New Year has arrived!

I'm going to give people a well deserved break from numbers, and present a few ideas for
the visually, environmentally, and perhaps even comically inclined. | hope you take away a
good laugh and some insight into this very unique market.

Let's start with something we can all generally agree on. Waves are mesmerizing. They
are beautiful to see, calming to hear, and have perennial attraction for both people and
animals to play in. My whole life, I've been fascinated by them. Our job actually sometimes
feels akin to being a lifeguard in a big electronic wave pool. We essentially help clients pick
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waves, entries, and hopefully exits. We also spend a lot of time warning people off
dangerous conditions just like lifeguards do. As tempting as it is right now to sit back and
apply zinc on our noses, we are actually standing up, looking out over this wave to the next,
and holding our whistles a little tighter.

Here is a real truism about waves. Where you find one, you will find others. Understanding
waves requires not only knowing how they function alone, but also how they function in
community. Much of that behavior is pretty intuitive on closer inspection—please look at
the figure below to briefly understand wave amplification and wave destruction:
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Wave energy sometimes stacks up (left), and wave energy sometimes cancels itself out
(right). In the last few months, in the wave pool of the financial markets, we have been
seeing waves really stack up. The wave of low interest rates has combined with the wave of
government stimulus, which then combined with a wave of human time spent inside
looking at computer screens, which finally combined with our innate desire to go entertain
ourselves in waves. The result has been an orchestra of people clicking the “BUY” button in
unison:



People are clicking it on Amazon.com. They are clicking it on their stock broker's website.
They are clicking on it in Bitcoin accounts. Urbanites are clicking away at Tractor Supply.
Both city and country folks alike are clicking on L.L. Bean's website. They are even clicking
on Zillow.com, provided the real estate they are buying sets them up to be clicking away
more comfortably and distant from other people in future. The clicking holy grail has been
any website selling cross-country skis. Wait, you have something to click on that might
allow me to do something other than click on things this entire winter? Incredible! I'll take
four. BUY IT NOW.

Click. Click.

Once people have massaged their carpel tunnel syndrome for a moment, they click over to
the “news” where they are greeted with writing of dubious veracity, limited wisdom, and
scarce humor. It's no wonder they simply return to shopping websites. If we could jump
inside this quarantine headset for a moment it might sound something like this:

“The numbers on the screen are real. | know they are real because when | sell a few
shares of stock, it allows me to click the BUY button on OliveOilLovers.com. Two days
later olive oil shows up. A masked man puts it outside my door. It even appears he works
for someone other than Amazon. His truck is so...authentic!

I can actually taste and smell the olive oil. That means I'm not dead yet from COVID. The
universe is not a figment of my imagination. Yes, | have my doubts that Tiger Wood’s son
can drive the ball further than | can. And obviously Alec Baldwin’s wife is from
Massachusetts, not Mallorca. I'm a discerning American. | haven’t completely lost my
mind.



But I really probably should buy myself a new driver. | haven't eaten out in how many
years? | have the cash! For crying out loud | have the Bitcoin. It can’t cost half as much
as we spent on ancient grain baking flour this month. You know, maybe I'll buy a couple
shares of Callaway Golf while I'm at it. When CEO Chip Brewer says “unprecedented
demand” it has a hell of a ring to it...”

These thought patterns are comparable to constructive wave interference illustrated above.
They might also explain why your personal relationships have been getting harder. Your
loved ones are right to be concerned. Your ramblings about cornering the market for
antique hat pins engraved with the letter “H” on eBay are sounding more and more
unhinged. You actually are losing your mind in COVID. You're engaged in wild non-sensical
shopping patterns driven by algorithms designed to trigger you. Well that, and perhaps
lack of interaction with people other than your children and Siri.

You see, antique engraved hat pins have no cash flow. And the market for them can't
realistically be cornered. They are not an investment...they are entertainment. And I'm
concerned some of the other things you have been buying are about entertainment too.

“Chip, I'm not so sure “the world is embracing golf” in the middle of December.
Maybe folks are just bored?”

-Hal Hallstein, commenting while quarantined in his office and lamenting that Callaway shares haven’t
seen better than 24 bucks since 1997, the Big Bertha War Bird Era:

Chairman Ely Callaway Jr. During the “War Bird Era” (1997)



More seriously, please look again at our diagram below. The straight horizontal lines that
cut through the center of the waves are like the surface of the ocean—the raw material of
the wave. In investing this raw material is called free cash flow. The presence of free cash
flow is what makes an asset worth owning over longer periods of time. Truly, free cash
flow is what makes something an investment, not just a passing wave or a mirage:
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Waves of excitement form up around free cash flow, or at least a vision of free cash flow in
some mystical future. What we need to do in our portfolios is akin to the right side of the
diagram. We need to place a bunch of decent waves in the same pool, some of which will
crest when others trough, so the surface of the water (free cash flow) stays reasonably
placid and continuously rises. In our perfect theoretical world, if we were able to do our
job omnisciently, all you would actually be left with is a slowly rising tide of free cash flow
with no waves at all. You would simply lay back and let the tide rise. We grant you, that's
pretty boring. But it insulates you from this:




Alas. The world is not perfect and we are not omniscient. As waves combine with each
other we need to pay attention to each one and acknowledge the phase and amplitude it is
presenting. The larger they get as they interplay and stack up on each other, the more
pressing it becomes that we find waves with alternate phases and similar amplitudes. At
some point so much of a given wave is above sea level it's simply a very short time before it
collapses onto itself in froth—looking for sea level (free cash flow) again.

In our previous letters in 2020 we discussed how exceedingly low cash flow in bonds
(interest rates) was causing stocks to look relatively more attractive. That wave has now
jacked up to a level that is surprising most all market participants given a weak underlying
economy which is essentially surviving on freshly printed money and loan guarantees. We
also think it has a lot to do with people simply being bored, seeking entertainment, and
being in a quarantine habituated pattern of clicking on things. It is self-reinforcing. Stocks
are now starting to run past fair relative pricing even adjusting for the collapse in interest
rates. Hence why our whistle is in hand.

As assuredly as conditions periodically come together to create a spectacular swell, the
same forces are also the potential energy that forms troughs of similar magnitude. What
will mark this wave’s crest? Rising interest rates? A tax hike on corporations? Wall Street
deciding Washington has no more scope to print money, mail checks, and backstop
corporate and municipal debt? Perhaps a year long stretch where people spend every
dollar they have catching up with friends in locally owned restaurants and talking about
how empty Amazonian consumption now feels?

We don't really know. And we really don't need to. All we need to do is be grateful for the
wave, and resist the urge to showboat the finish. Investing done well is business, not
entertainment. When it comes to your savings and security, we need to make sure we
have a keen sense of the water level. You can look great on the crest of a wave for a period
of time, but the realities of free cash flow always re-assert themselves. That is why surfers
steer off waves before they collapse and foam out. Battling foam is exhausting. You rack
up far better mileage by using a bit of your momentum off the current wave to get
repositioned for the next one. As tempting as it may be to push it, even while the wave still
looks clean, getting worked inside the break is too high of a price to pay for the last few
yards.

When you see us adjusting your positioning, and buying things that have not been right on
the lip of this wave, understand we are trying to buy back deeper water underneath us to



the extent it is available. This current wave is in fact so huge that deep water (free cash

flow) is really quite scarce. Our work here is not about entertainment, it is an attempt to
stick with the fundamentals of our craft.

As legendary as it was, the Big Bertha War Bird Era at Callaway Golf lasted ~6 years. The
month it peaked in June 1997, 13 million shares exited at about the right moment. How
many shares exited at the “wrong” moment? 5.8 billion. So 1/5" of 1% of shares got out
clean. The rest have frothed out at some level over nearly 22 years now. Investors who
never steered off that strong wave back into deeper waters got pounded inside for more
than two decades. Why? The water level (free cash flow) wasn't there to support the wave:
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You can see no material change in free cash for nearly 30 years. As it turns out, no matter how big
your new driver is, it can't make deep water out of shallow water.

With that, we send you all our very best wishes in 2021. We will do our best here to keep
you at least knee deep in free cash flow!

Best,



Harold A. Hallstein
Sankala Group LLC

T:(720) 310-0605

@ Sankala

Sankala Group LLC’s communications should not be considered by any client or prospective client as a solicitation or
recommendation to affect any transactions in securities. Any direct communication by Sankala Group LLC with a client
or prospective client will be carried out by a representative that is either registered with or qualifies for an exemption
or exclusion from registration in the state where the prospective client resides. Sankala Group LLC does not make any
representations or warranties as to the accuracy, timeliness, suitability, completeness, or relevance of any information
presented in this communication, or by any undffiliated third party. All such information is provided solely for
illustrative purposes.



