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Annualized Net Returns to June :
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Emeth Value MSCI ACWI
Capital Index Delta
6 Months -9.71 -19.94 1021
1 Year -3.21 -15.43 =10.22
3 Years =21.01 —6.34 =14.67
3 Years +19.01 +7.15 +11.86
Since Inception =19.21 —8.64 =10.57

Calendar Year Net Returns to Tune 30, 2022

Emeth Value MSCI ACWI

Capital Index Delta
2016 +9.33 +§.39 ~0.94
2017 +39.57 +24.35 +15.22
2018 -17.14 -9.12 -8.02
2019 +§7.40 +26.59 +60.81
2020 +5.08 +16.33 -8.25
2021 +35.57 +18.67 +16.90
2022 YTD -9.73 -19.94 ~10.21
[Cumulative Since Inception | +213.42 | +71.38 | | +142004 |

Foreword

I intend to share the updated results at the outset of each letter. It is worth reiterating that I ascribe little
significance to short term results. I look out many years when making investments for the partnership and

believe our results are best weighed using a similar time horizon.
Thinking in Bet [Types]

Dividing one number by another number is mere computation, figuring out what you should divide by
what is mathematics. (Jordan Ellenberg)



A paradox in investing exists in that the act of constructing a portfolio literally requires one to “think in
bets,” yet the question of how to size a position remains among the most frequently asked and perhaps most
challenging problems to answer. It is not for lack of trying that we do not have a quantitative and universal
guide to portfolio construction. In 1956, John Kelly wrote an article in the Bell Systems Technical Journal
titled “A New Interpretation of the Information Rate” that applied information theory to solve for how a
gambler with inside information should optimally bet. In essence, his findings determined what fraction of
their total bankroll a gambler should wager to maximize the growth rate of their wealth given a set of
probabilities and payoffs. This formula, commonly referred to as the Kelly Criterion, is depicted below

where “W” is the probability of a win, “B” is the profit in the event of a win, and “A” is the potential loss.

k=w/A—(1—-w)/B

It was not long before practical applications of the formula surfaced. In 1962, MIT mathematics professor
Ed Thorp published Beat the Dealer, a systematic approach to overcoming the house edge in blackjack by
applying the Kelly Criterion. The immense popularity and success of Thorp’s work ultimately forced casinos
to modify the structure of twenty-one by including multiple decks and re-shuffling long before the end of the
shoe. More pertinent to this discussion, Ed Thorp would go on to found Princeton Newport Partners, one of
the most successful market neutral hedge funds in history that generated a thirty year track record of twenty
percent annualized returns without a single down year. Princeton Newport leveraged the Kelly Criterion to
allocate assets, primarily in arbitrage and derivatives trading, and placed more than one and a quarter million
individual “bets” over this timeframe. Though implementing the Kelly Criterion comes with challenges,
namely that probabilities and payoffs themselves are inherently unknowable, assessing the recommended
outputs given a set of theoretical conditions can yield powerful insights. For example, consider two
hypothetical investments, ABC Co. and XYZ Co., that have a seventy percent probability of success and a
forty percent probability of success, respectively. Let’s assume that ABC Co. offers the opportunity to
double our capital against a possible loss of twenty-five percent, while XYZ Co. offers the opportunity to
return ten times our capital against a possible complete loss. The Kelly Criterion would propose betting 250
percent of our bankroll given the probabilities and payoffs of investment ABC Co. and 33.3 percent of our
bankroll given the probabilities and payoffs of investment XYZ Co. In other words for the higher-risk and
higher-reward investment in XYZ Co., the optimal bet is to hold two times as much cash as capital at risk;
whereas, the Kelly strategy recommends leveraging the bankroll two and a half times given an opportunity
to invest in ABC Co.

w =l A K%
ABC Co. 70% 100% 25% 250.0%
XYZ Co. 40% 900% 100% 33.3%

Fmoe

W = probabilify of 3 win

B = profif in the event of 3 win
A = polteniial loss

Now, suppose that we are currently placing bets on investments that look identical to ABC Co. and are
suddenly offered the opportunity to split a portion of our bankroll and begin making bets on investments

identical to XYZ Co. Should we take up this offer? To our amazement, we find that an initial assessment
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reveals the expected return of investment XYZ Co. is almost five times higher than our current investment in
ABC Co. We predict that, given this extreme uplift in expected return, surely it must make sense to have
some portion of our bankroll allocated to this higher-risk and higher-reward investment. Thus, we sharpen
our pencils further. We are shocked to find, after some needed assistance from Professor Thorp, that XYZ
Co. is a lower quality bet and there is mathematically no way to size an investment that would produce
sustainable returns as high as we are currently generating with ABC Co. Indeed, this is even the case had our
current betting regime been constrained to operating without leverage. The analysis shows that our optimal
bet size of 250 percent on ABC Co. would, on average, grow our capital by 58.3 percent per bet, while if
constrained to a maximum bet size of one hundred percent our capital could be expected to grow by 39.9
percent per bet on average. On the other hand, the optimal bet size of 33.3 percent on XYZ Co. would only
produce a growth rate of 31.1 percent per bet on average, despite a vastly higher indicated expected return
(i.e., arithmetic mean). In a brief moment of disbelief, we run the numbers again using higher and lower bet
sizes than the recommended 33.3 percent for XYZ Co. and find that every result leads to a growth rate lesser
than 31.1 percent per bet. This is precisely because the optimal Kelly bet is found by solving for the

maximum expected growth rate of wealth (i.e., geometric mean).

Eelly Constrained Kelly
Expected Return Growth Rate Growth Rate
{arithmetic mean) (max. geometric mean) {zeometric mean)
ABC Co. 62.5% 58.3% 39 9%
XY¥Z Co. 300.0% 31.1% 31.1%

This raises the question, if a newly offered investment were sufficiently attractive, how would one determine
what percentage of the aggregate bankroll to allocate? Likewise, if one were able to reallocate the proceeds
following each bet and there were numerous available bets to choose from, how would they determine which
investments to select and how to optimally weight? Unfortunately, there are few satisfactory answers here.
The math becomes extraordinarily complex when introducing a needed term for co-variance and optimizing
across multiple assets. However, we can still derive some insight by reframing the problem. Consider instead
that our portfolio is a collection of equally weighted sub-manager portfolios that are tasked with selecting
one investment and betting optimally. Therefore, we know at a minimum the resulting portfolio in aggregate
is optimized at the sub-portfolio level. Let’s reflect on how a portfolio would be structured if four sub-
portfolios (a-d) contained high conviction investments with moderate downside risk, while one sub-portfolio

(e) contained a highly asymmetric investment with substantial downside risk.

Sub-Optimized Sub-Optimized
w B A K% Eelly Weights Eelly Weights (i@ 100%))
asset.a T5% 200% 25% 287.5% 57.5% 33.5%
asset b 65% 150% 25% 236.7% 47 3% 27 6%
asset.c 60% 175% 35% 1458 6% 29 7% 17.3%
asset.d 60% 175% 15% 145.6% 29 7% 17.3%
asset.e 40% 2000% 100% 17.0% T 4% 4 3%

Fmofe:

W = probabilify of 3 wir

B = proff in the evant of 3 win
A = potemiial foss
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In this scenario, modeled in the graphic above, each investment has a sufficiently high expected growth rate
to merit inclusion in the aggregate portfolio. For instance, the high-risk and high-reward investment
contained in sub-portfolio (e) has an average expected growth rate that falls in the middle of the portfolio at
57.4 percent per bet (despite having an expected return that is more than seven times higher than the other
portfolio assets). We find that at the sub-portfolio level the optimal Kelly bet size ranges from 287.5 percent
to 37.0 percent, which results in an aggregate sub-optimized portfolio that utilizes seventy percent leverage
and contains position sizes ranging from 57.5 percent to 7.4 percent. In practice, we can rescale the portfolio
to eliminate leverage, which yields position sizes ranging from 33.5 percent to 4.3 percent. So, what insights
can we gather here? Perhaps the most notable is the exceedingly high threshold for inclusion of a high-risk
investment when benchmarked against an incumbent set of attractive, moderate-risk investments. In the
scenario above, asset.e has a relatively high odds of success at forty percent and an extreme payoff skew at
twenty-to-one, and it still only marginally crosses the threshold return level for inclusion. To illustrate this
further, consider that if the probability of success declined to twenty-five percent for asset.e, still a
reasonably high figure, a sixty-to-one payoff skew would be required to compete with the other portfolio
assets. A second insight is the proper sizing of a high-risk investment, assuming it does exceed the threshold
for inclusion. In our hypothetical scenario above, the optimal position size for asset.e is four times smaller
than the next smallest position and more than seven times smaller than the largest position. Furthermore,
when the downside is substantial, we find that the upside potential has relatively little impact on the optimal
position size. For example, if the upside potential of asset.c increased tenfold, indicating a two hundred-to-
one payoff skew, the optimal position size would only increase by thirty basis points. In closing, while the
precise mathematical optimization of an investment portfolio is unrealistic, thinking about the type of bet an
investment reflects is an effective way to leverage the insights of the Kelly Criterion for position sizing. An
unprofitable high growth software company operating in a new industry with numerous well-funded
competitors is a fundamentally different investment (i.e., bet) than a triple net lease REIT with fifteen years
of contractual cash flows. The temptation to overbet is at its peak when the prospects for sensational growth
are greatest. However, we find that framing such an investment through the lens of the Kelly Criterion often
underscores the timeless advice of Warren Buffett, “Rule No.1: Never lose money. Rule No.2: Never forget

rule No.1.”

Diversified Energy Company Plc

Overview

Diversified Energy is the largest owner of natural gas wells in the United States with approximately seventy
thousand conventional and unconventional wells across the Appalachia, East Texas, Fort Worth, and
Anadarko basins. The company is led by Rusty Hutson, Jr., who founded the business in 2001 and remains
one of the largest shareholders of the group. Over the past two decades, Diversified has executed a
consistent acquisition strategy by investing more than $2.5 billion in mature, long-life, and low-decline
properties. The group has a demonstrated track record of implementing its operational know-how to
moderate decline rates post acquisition and has achieved significant reductions in operating costs per unit

through building regional scale. Diversified is among the only publicly traded PDP acquirers in the energy

space and possesses breakeven costs of less than $2.0 per Mcf.
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Corporate History

Over the last century, more than four million oil and gas wells have been drilled in the United States. While
less than half of those locations remain actively producing today, time has shown that attractively located
properties can produce for multiple decades when operated efficiently. Even so, oil and gas field operations
have been pushed to the wayside in the shale era. Unlike conventional drilling programs, horizontal wells
that target deep, high pressure formations often produce seventy percent or more of expected ultimate
recoveries within the first few years of production. As a result, recent well vintages dominate an operator’s
production base, leaving mature assets that have declined to a fraction of initial production starved for
attention. In concert, the proverbial land grab for unconventional leaseholds intensified the desire for E&Ps
to divest their legacy conventional properties beginning in the 2010s. Of critical importance to E&Ps,
beyond price, was that buyers of their conventional assets were themselves proven and competent operators.
This was primarily because the drilling rights in deeper shale formations retained by the selling operator
were preserved by continuous production of the legacy shallow formation assets. As a homegrown
competitor with more than a decade of acquisition experience, Diversified soon became a consolidator of
choice. The group began with a dedicated focus on the Appalachian basin, the oldest hydrocarbon producing
basin in the United States, by bootstrapping more than $50 million of acquisitions of legacy conventional
properties. In 2017, Diversitied went public on the London Stock Exchange and raised over $1 billion in
equity to fund acquisition targets over the subsequent five years. More recently, Diversified extended its
focus beyond the Appalachia basin to the Central Region, which comprises the East Texas, Fort Worth,
Anadarko, and Arkmoa basins. This new region provides access to favorable Gulf Coast commodity pricing
and an acquisition landscape of several hundred thousand gas-weighted wells. To date, Diversified has

completed twenty-six acquisitions at an average purchase multiple of 3.1x cash flow.
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Smarter Asset Management (SAM)

Diversified Energy has developed rigorous field management programs to optimize production and reduce

unit operating costs at acquired properties. These activities, known internally as Smarter Asset Management,
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are culturally embedded at Diversified and are important to offsetting or reducing natural well declines.
Because the properties acquired are often non-core to the seller’s portfolio, and in some cases are outright
neglected, acquisitions often provide Diversified with predictable targets for operational improvement.
Among other things, these optimization opportunities include returning idle wells to production, managing
well pressures through compression adjustments, removing excess well fluids through plunger lift or
swabbing techniques, reconfiguring the wellhead setup, modifying well additives, and improving the
efficiencies of corresponding midstream systems. The daily implementation of these actions, while small in
isolation, add up to substantial gains across Diversified’s expansive footprint. For example, for a well that
produces 20 Mcf of natural gas per day and declines at an average rate of five percent per year, the annual
decline on this single well is 1 Mcf. If there is an opportunity to improve its production profile to 40, 70, or
even 100 Mcf per day — this low cost workover activity has the effect of offsetting the natural decline of
twenty, fifty, or eighty equivalent wells, respectively. Nevertheless, for an E&P devoting hundreds of
millions of dollars per year to drilling new wells, a project that can produce an extra thirty thousand dollars
of cash flow per annum is unlikely to make it to the drawing board — irrespective of the return on capital.
Diversified has a continuous pipeline of such projects where the dollar values are small, but the payback is
measured in days. The value of the group’s SAM processes is evidenced in its conventional Appalachia
assets, which since mid-2018 have been held to less than a two percent annual decline. This flattening of the
natural decline has produced $95 million in excess revenue versus the engineered five percent decline curve
on $901 million of acquisitions. Furthermore, because these improvements are lasting step changes in well
productivity, reverting to the engineered five percent decline would produce more than $700 million in
cumulative excess revenue over the remaining economic life of the assets. Finally, Diversified does not
underwrite acquisition targets with contribution expectations from SAM, but rather these improvements

provide upside to purchases based on normal engineered decline curves.
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Capital Shortage

Capital cycle analysis, as it originally evolved at Marathon, looked to invest in companies fiom sectors
where capital was being withdrawn and to avoid companies in industries where assets were increasing

rapidly. (Marathon Asset Management)

Over the last several years, the exodus of capital from the traditional energy sector, driven primarily by
immense ESG pressure facing institutional capital pools, has created an attractive market dynamic for
consolidation. Simply put, there are many more sellers than willing buyers of oil and gas assets. According
to Enverus, capital raised by energy-dedicated private equity funds and upstream domestic public companies
fell from more than forty billion pre-2018 to the low single digit billions over the past several years. This
historically low equity capital formation, along with an increasing supply of oil and gas assets for sale, has
created a unique opportunity for buyers who remain at the deal table. The source of attractive target
opportunities is diverse: private equity owners with prescribed holding periods are forced to seek liquidity,
practically at any price, by LPs who no longer want energy exposure on their hands, Majors are divesting
assets at the behest of environmental activist groups, and subscale E&Ps seeking a natural exit opportunity
face Hobson’s choice. As a result, Diversified now is able to acquire assets that have historically priced at
valuations near PV10 for PV20 or greater with no value assigned to undeveloped acreage. Indeed, the two
most recent transactions announced by Diversified were acquired at PV40 and PV27. From another
perspective, non-fundamental selling pressures aside, Diversified’s acquisition strategy has also proven to
work across commodity price environments. In low commodity price environments, non-core asset sales
provide a needed source of capital for operators to moderate leverage and create liquidity. Likewise, deal
flow from distressed or bankrupt operators increases significantly. In high commodity price environments,
non-core asset sales provide an attractive source of capital for operators seeking to increase the pace of
development on their core leasehold. Consider that while operators may receive a relatively low multiple for
selling PDP heavy assets, new drills on tier one acreage (e.g., Marcellus, Haynesville, etc.) can produce

triple digit rates of return in a high commodity price environment.
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Oaktree Capital Partnership

In October 2020, Diversified Energy entered into a definitive participation agreement with Oaktree Capital
Management, L.P., a $160 billion global alternative investment firm led by Howard Marks. The funding
agreement provides $1 billion to jointly pursue large scale PDP acquisitions. The group and Oaktree each
fund fifty percent of an agreed transaction in exchange for proportionate working interests of 51.25 percent
and 48.75 percent, respectively. Diversified’s greater share reflects their upfront promote of 2.5 percent. In
addition, upon Oaktree achieving a ten percent unlevered IRR on its investment by acquisition tranche,
Oaktree will convey a back-end promote to Diversified, which will increase the group’s working interest to
sixty percent. To date, $427 million of the $1 billion commitment has been deployed across four
transactions. These transactions were completed at a weighted average 1.94x multiple, some at valuations as
low as PV40, and were predominantly underwritten when the long-term futures curve was substantially
lower than current pricing. Therefore, it is possible that the back-end promote will materialize within the
first five years across several of these transactions, providing Diversified with enhanced economics for the
decades of remaining life of the assets. Finally, for each transaction Diversified has both a right of first offer
when Oaktree decides to divest, as well as a right to participate in any sale to a third-party at comparable
terms. Because Oaktree’s own investment management vehicles have limited duration dates, each
transaction completed today can be thought of as an inventory of future acquisition opportunities for
Diversified in the future.

Diversified Midstream

Diversified Energy owns seventeen thousand miles of strategic midstream infrastructure that provides flow
assurance, market destination flexibility, insulation from external transportation cost increases, and
predictable third-party revenue. The infrastructure constitutes a vast majority of the gathering pipeline
located in Kentucky and Southern West Virginia and transports half of the company’s aggregate Appalachia
volumes. When compared to third-party gathering and transportation costs typical in the Appalachian basin,
Diversified’s owned midstream assets provide $35 million of cost saving per annum. For example, the group
would incur $75 million of gathering and transportation costs to bring to market the 100 Bcf of gas it moves
through its owned infrastructure at the market rate of $0.75 per Mcf. On the other hand, the cash operating
costs, including maintenance capex, for Diversified’s midstream assets are approximately $80 million per
year, which are offset by $32 million in third-party gathering revenue, and $8 million of revenue uplift from
re-directing volumes to higher priced end-markets. This amounts to a savings of nearly fifty percent for
volumes processed on its own midstream infrastructure. From another perspective, Diversified’s midstream
assets would be valued at several hundred million dollars on a standalone basis using conservative multiples.
Finally, Diversified’s midstream segment provides additional opportunities to implement its smarter asset
management program to add value to acquired assets. Following the acquisition of Carbon Energy in 2020
for $107 million, Diversified identified an opportunity to construct a seven mile pipeline from a compression
facility acquired in the transaction to the East Tennessee Natural Gas (ETNG) transmission pipeline. Unlike
other regional gas markets in the Northeast that have experienced wide basis differentials, ETNG has

historically priced at a premium to Henry Hub. The project allowed Diversified to move an additional 9 Bef
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of gas per year away from significantly negative basis differential markets to a positive basis differential
market and resulted in a less than eighteen month payback on a total project cost of $4 million. In addition,
earlier this year Diversified announced a two mile extension pipeline project that will increase its total gas
routed to ETNG by fifty percent. As a result, nearly thirty percent of Diversified’s Appalachia volumes will
be sold either to premium priced end-markets, or to industrial end-users and local distribution companies

directly from the group’s midstream system.

Undeveloped Acreage

Owing to the extreme buyer’s market that has existed over the last several years, Diversified has been able to
acquire a significant land bank of undeveloped acreage, principally consisting of conventional development
opportunities, at effectively zero cost. The company’s extensive leasehold, which covers 8.2 million net
acres, is held by production and provides a material opportunity for organic growth. These conventional
development opportunities target shallow formations and as a result are inexpensive and quick to drill.
Diversified believes that, based on historic production data and its own experience developing over one
hundred conventional wells, infill drilling can generate a thirty percent rate of return at $4.00 Mcf natural
gas. However, while returns on new development become increasingly compelling in a high commodity
price environment, Diversified has prioritized the vast inorganic opportunity set, which has offered higher
returns on capital with less risk. In either case, the group’s expansive leasehold provides strategic optionality
in the event that acquisition markets become overheated, commodity markets enter a structurally higher
price environment, or technological advancements offer new methods of recovering reserves. In addition,
beyond infill drilling, Diversified’s substantial in place infrastructure of seventy thousand wellbores
provides upside optionality. The stratigraphic columns in both the Appalachian and Central regions where
Diversified’s properties are located often have numerous sedimentary formations stacked atop one another.
Many times, the group’s existing properties have additional productive formations up-hole from the
producing formation, which allow Diversified to access completion opportunities without drilling a new
well. These recompletion opportunities are low-risk, extremely capital efficient, and can provide outstanding
rates of return in high commodity price environments.
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Too Small To Fail

In 2004, The American Jobs Creation Act was signed into law by President George W. Bush, which
established, among other things, the marginal well tax credit. This countercyclical credit was implemented to
provide a safety net of support for low production oil and gas wells in times of depressed commodity prices,
like those witnessed in 1998 and 1999, thereby incentivizing operators to keep domestic production online.
A marginal well, as defined in Section 451(c)(3), is one with an average production of less than fifteen barrel
of oil equivalents per day, or ninety Mcf per day of natural gas production. As it relates to natural gas
production, the code provides up to a $0.50 per Mcf tax credit, adjusted for inflation, for the first eighteen
Mcf of daily natural gas production from a marginal well. The full credit amount is available when the
producer price index for natural gas at the wellhead averages below $1.67 per Mcf, adjusted for inflation,
and is reduced proportionately until being entirely phased out at natural gas prices above $2.00 per Mcf,
adjusted for inflation. In 2021, the inflation adjustment factor is 1.3402, therefore a maximum tax credit of
$0.67 per Mcf is available if average natural gas prices are below $2.24 per Mcf, and the credit is reduced
proportionately until it is entirely phased out at average natural gas prices above $2.68 per Mcf. Notably,
because all figures are inflation adjusted, both the maximum tax credit and upper limit natural gas price
increase with time. Because Diversified’s model centers around acquiring mature, low-decline assets, more
than 120 Bef of the group’s annual production, or roughly forty percent of aggregate volumes, qualifies for
protection under the marginal well tax credit. In general, these credits carry back five years and carry
forward twenty years. As of yearend 2021, Diversified has $183 million of deferred marginal well tax credits
that expire between 2037 and 2041. In other words, at a twenty-one percent tax rate, Diversified will not pay
federal taxes on the next $871 million of profits - a substantial economic benefit for a $1.1 billion market
cap company. In addition, once Diversified utilizes its tax credits and becomes a growing taxpayer, a
substantial portion of the company’s volumes will be naturally hedged via prospective marginal well tax

credits that could be applied retroactively five years.
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CSaaA — Capital Structure as an Asset

Upstream oil and gas companies often rely on reserve based lending (RBL) to finance their exploration and
production operations. An RBL is a revolving credit facility that is secured by the value of an E&P’s oil and
gas reserves. While RBLs provide low cost financing relative to other sources of capital like unsecured
bonds, an RBL is exposed to increasing interest rates and is subject to redetermination risk. In particular, the
borrowing base of an RBL is redetermined twice per year and is based upon the estimated future production
and costs of the company’s proved reserves and the lender’s price outlook. Accordingly, during periods of
lower commodity prices where the underlying future value of the loan collateral (i.e., proved reserves) falls,
the RBL simultaneously contracts, potentially when it is most needed. This procyclical dynamic wreaked
havoc on independent oil and gas producers during 2019 and 2020. In contrast, Diversified has taken an
innovative approach to structuring the liability side of its balance sheet. In 2019, Diversified pioneered the
first asset backed securitization note (ABS) collateralized by hedged PDP assets. Under this financing
structure, Diversified transfers certain property interests into a bankruptcy remote special purpose vehicle
that issues fixed-rate, long-dated notes collateralized by the assets of the SPV. These structures are generally
eight to ten years in duration, amortize over the life of the note, and have fixed rates between five and six
percent. Over the last four years, Diversified has completed six ABS financings, which resulted in the
entirety of the group’s debt being free from redetermination risk, fixed-rate, long-term, and non-recourse to
the parent. As of mid-2022, Diversified had $1.4 billion in total gross debt with a weighted average
remaining maturity of eight years and a weighted average interest rate of 5.4 percent. In addition, because
this debt is solely collateralized by the group’s Appalachia and Barnett shale assets, Diversified retains an
untapped $300 million RBL facility secured by the group’s remaining central region assets. To highlight the
power of these structured financings, consider Diversified’s ABS IV. In July 2021, Diversified acquired
assets in the Barnett shale from Blackbeard Operating for $166 million. The assets were purchased at a 3.5x
multiple, which would indicate an unlevered IRR in the mid-teens at strip pricing. In February 2022,
Diversified completed ABS 1V, which was wholly collateralized by the Blackbeard assets and generated
$160 million in cash proceeds with a 4.95 percent interest rate fixed for over eight years. In other words, for
this particular transaction, Diversified was able to create a near risk-free investment by retaining all the
upside from the underlying assets and refinancing out the entirety of the purchase price into a non-recourse

structure.
Valuation

At current strip pricing, Diversified’s low-decline assets could be expected to produce $18 billion in
revenue, inclusive of hedges, and $11.4 billion of field level cash flow in a wind-down scenario over the
next few decades. Of this, approximately $1.8 billion would go towards scheduled debt repayments over the
next nine years, and $4 billion would be used to fund general and administrative expenses, capital
expenditures, and taxes over the economic life of the assets. This results in more than $5.6 billion in
remaining after-tax cash flow that would be used to satisfy asset retirement obligations and pay distributions
to shareholders. If Diversified set aside one-third of its cash flow each year in a reserve account earning
interest approximating investment grade corporate credit, then this capital, in addition to its $200 million of

on balance sheet cash, would be sufficient to plug and abandon all of the group’s wells with a more than $1



billion surplus remaining at end of life. The result for shareholders would be a payback of less than five
years, a 4.3x multiple on capital, and a seventeen percent IRR. As an alternative, consider that Diversified
could distribute its entire $1.1 billion market cap to shareholders between its $200 million in on balance
sheet cash and the first two years of cash flow in a liquidation, which are ninety percent hedged and seventy
percent hedged, respectively. This would give shareholders a free option on several billion dollars of cash
flow across decades of remaining economic production. However, as is the case with any attractive business,
Diversified as an operating company is worth substantially more than liquidation value. There are hundreds
of thousands of mature producing wells in Diversified’s target regions, few natural buyers, and the future
target inventory is growing each year with twenty to twenty-five thousand new wells drilled annually across
onshore U.S. Diversified has just begun to scratch the surface of the opportunity set within mature
unconventional wells, which in terminal decline have similarly predictable production profiles and
maintenance requirements but substantially greater production per wellbore. In addition, because these wells
are located geographically within Diversified’s existing footprint, the group is able to add this incremental

production with very little incremental costs.

BASE CASE

FOR THE YEAR ENDED

Year +1 Year +2 Year +3 Year +4
(5 "000} {5 "000) (S "000Y (5 "000)
Production:
MNatural Gas (MMcf) 260,000 280,830 305.285 330,666
NGL (MBbls) 4325 4591 4915 5255
01l (MBbls) 1.000 1.074 1.161 1253
Average Realized Sales Price (Unhedged):
MNatural Gas (Mcf) 6.75 475 425 4.00
MNGL (Bbls) 37.50 40.00 42.50 42,50
01l (Bbls)y 95.00 82.00 75.00 75.00
Unhedged Production Revenne:
MNatural Gas 1.755.000 1,333,943 1.297.463 1,322,662
MNGL 162,188 183.640 208.869 223,350
o1l 95,000 88.053 §7.102 93,945
Total 2012188 1,605,636 1,593,434 1.639.957
Gain (loss) on deivative settlements:
MNatural Gas
MNGL
oil
Other Revenne:
Midstream 35.000 35.000 35.000 35.000
Total Revenue (Hedgzed):
Total 1.053,553 1256921
Operating Expenses (3503400 (377.783)
G&A Expenses: {78.82T) {85,001}
Cash Flows:

ement CAPEX
eam CAPEX

{77.8800

Cash Taxes - -

[Free Cash Flow 361.102 461,540
Debt Outstanding:

Beg. Net Debt {1.200.000) (12844700

Principal Repavment 115,530 149,320

Growth CAPEX
End. Net Debt
Acquired Production:

Mmcfe Acquired @ $5/Mcfe
Gas
NGL
o

VALUATION

Temminal Multiple 7.0x
Discount Rate 3.0%
NPV Tenuinal Value 2,436,751
NPV Cash Flows {Year 1-4) 944 993
NPV / Share 3.98
Lipside to IV 19295
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The base case scenario modeled above highlights a conservative estimation of Diversified’s intrinsic value.
It assumes average realized sales prices at a discount to the current strip, zero additional operating leverage
in base lease operating expenses and central expenses, and it ascribes no value to the Oaktree reversion
promote, which alone could be $100 million to $200 million of value. In addition, the model assumes
Diversified replaces production and grows by acquiring new assets with a nine percent average annual
decline at 3x cash flow underwritten at a flat $5/Mcfe strip price — terms which represent a premium to
recently acquired properties. In aggregate, Diversified completes $1.7 billion in acquisitions over the four
year modeled period, which is less than it completed over the prior four years, and deleverages from 2.0x to
1.5x EBITDA. Finally, an eight percent discount rate and a seven times terminal multiple is applied. The

result is a USD share price of $3.98, or 192 percent upside to intrinsic value.
Asset Retirement Obligations

A subject that has continuously given investors pause is Diversified’s asset retirement obligations. As a large
owner of mature wells, the company has substantial liabilities associated with safely plugging and
abandoning (P&A) its existing infrastructure at end of life. The scarcity of transparent public data on
decommissioning costs and the widely varying cost of retirement predicated on asset profile further
contribute to investor anxiety. For example, the cost to decommission a complex offshore oil and gas
platform can be $10 million or more, while a shallow conventional gas well can be as low as $10 thousand
to retire. In addition, publicly reported data on retirement costs often are collected from state plugging
programs with grossly inefficient operations, which can have the effect of misrepresenting private operator
plugging costs by multiples. The vast majority of Diversified’s well count consists of shallow conventional
wells in Appalachia, which across the group’s nearly four hundred wells plugged to date have a
demonstrated average cost to retire of $25 thousand per well. As discussed previously, Diversified’s existing
asset base provides significantly more cash flow than needed to fulfill its plugging obligations, even when
considering highly punitive cost inflation expectations. However, consistent with its approach to its
upstream and midstream operations, Diversified is actively working to attack costs in this segment. In early
2021, Diversified established its first internal plugging team in West Virginia to gain operational control
over the retirement process and eliminate third-party contractor costs. In this pilot, Diversified’s plugging
team was able to achieve a thirty percent cost savings compared with third-party service providers.
Following on this success, Diversified acquired two plugging businesses in the Appalachian basin, which
expanded its internal well retirement team to nine crews and advanced on the group’s goal of establishing
twelve in-house crews by 2023. Importantly, not only does this give Diversified the ability to meet its own
near-term plugging commitments in a cost effective manner, but it positions the company to offer P&A
services to other operators and state agencies as a revenue generating business line. To highlight one notable
opportunity, in 2021 President Biden signed into law the Infrastructure Investment and Jobs Act, which
earmarked $4.7 billion of funds for states to properly identify, plug, and abandon orphaned oil and gas wells.
Diversified already retires more wells than any operator in the Appalachian basin, and given that eighty
percent of the cost of plugging a well is time-based, Diversified has a distinct competitive advantage in
bidding on plugging jobs that are located geographically near its owned footprint and maintaining high

uptime across its crews. As of yearend 2021, the group had an undiscounted asset retirement liability of $1.7
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billion. Therefore, the cost efficiencies gained from vertically integrating the plugging operations and the
ability to offset retirement costs with third-party P&A revenue have the potential to drive hundreds of

millions of dollars of long-term expense reduction, which flows directly into increased distributions for

shareholders.
(USD in millions)
$1,700
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[AR——
Undiscounted Cost Savings Adj. Liability Inclusive Impact of Third-Party Adj. Liability Inclusive
ARO Liability from of Cost Savings P&A Revenue of P&cA Revemue
(Dec2021) Fully Internal Plags

Diversified is an ESG business hiding in plain sight. Beyond the company’s emerging P&A services, which
support eliminating emissions from orphaned oil and gas wells, Diversified makes needed investments in its
people and infrastructure to reduce emissions at acquired properties. These investments frequently go
ignored by incumbent operators, and as a consequence mature infrastructure can sometimes fall into
disrepair. By making non-core assets core again, Diversified’s model of stewardship restores long-term
accountability for asset integrity. Every month, Diversified’s well tenders visit over one hundred thousand
wellsites and proactively monitor for methane leaks using FLIR GT-44 handheld detection devices. These
sensors are capable of detecting leaks as low as one part per million, or several hundred times smaller than
the defined EPA threshold. In most cases, identified leaks can be repaired immediately and costs are limited
to the labor expense. In addition, Diversified utilizes aerial LIDAR surveys to detect and repair leaks in its
midstream infrastructure. To point out the obvious, every leak that goes unrepaired is lost revenue for
Diversified because natural gas is seventy to ninety percent methane. Therefore, continuously monitoring its
infrastructure to ensure that as many molecules reach the sales meter as possible is simply good business. In
2021, Diversified reported an NGSI methane emissions intensity of 0.28 percent for its production assets
(i.e., methane emission from natural gas + methane content of natural gas throughput) . There are a plethora
of environmentally focused media reports claiming that old wells are leaking a majority of their produced
natural gas into the atmosphere. At a rate less than a third of one percent of production, inclusive of properly

actuating pneumatics and venting, this could not be more false for Diversified’s portfolio.
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Conclusion

To paraphrase Seth Klarman, risk often moves to the forefront of investor consciousness only when things
are already going badly. In good times, the euphoria of speculation buys up, in a very practical way, the
rationality of those involved. No one wishes to believe that success is fortuitous or undeserved. However,
when the music stops, losing money is generally the thing that makes investors worry about losing money.
As a matter of course, our partnership focuses intensely on downside protection and stresses what we believe
are realistic worst case fundamental outcomes across our portfolio. Many of our portfolio holdings have
highly visible or contracted earnings streams and significant tangible assets. As always, I am happy to speak

with you at length about any of our companies, and I remain grateful for your trust and partnership.
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Appendix A: Realized Investmen

Tacker Company IRR* MSCT ACWT Delia

FIG Forfress Investment Group 94 68% 17.29% 77.3%%
CMG Chipotle Mexican Grll 3.19% 13 84% -10.65%

FCPT Four Comers Property Trust 46.07% 14.10% 31.96%

WEM Whole Foods 37.70% 17.21% 20.49%
VPE-NA Eoninklijke Vopak M.V. 3.29% 5.86% -5.57%

WMT Walmart 28.08% 14.16% 13 .92%

EER 1.13.19 Call @ 25 EER & Co. 10.00%% 2.09% 7.91%
GOOG Alphabet Inc 35.91% 21.19% 17.72%

BEE.E Berkshire Hathaway 20.01% 14.51% 3.20%

EBAY eBay Inc 27.84% 17.45% 10.40%

MMI Marcus & Millichap Inc 259 .94% 14.95% 14.99%

ARRILN Aunrora Investment Trust Ple 18.71% 16.74% 1.97%

NVO Novo Nordisk A8 37.17% 15.28% 21.89%

DES Dick's Sporting Goods 42.56% -2.83% 45.41%

RHP-AU Rhipe Ltd 93.23% 3.95% 89.28%
EDEV:LN Barratt Developments Plc 25.7%% 53904 20.40%
CRAYNNCO Crayon Group Holding ASA 152.89% 8.50% 1443999

DES Dick's Sporting Goods 30.52% 6.80% 23.72%
YTRA 121621 Warrant @ 11.5 Yatra Cnline -45.74% 6.17% -5191%
YTEA Yatra Online -27.90% 5.14% -36.04%
FRASILN Frasers Group Ple 32.40% 12 .64% 39.75%

COG Cabot 01l & Gas 1.79% -9.64% 11.43%
COG Put Option (Various) Cabot 01l & Gas -27.62% 0.00% -27.62%
DES Put Option (Various) Dick's Sporting Goods -47.9304 0.00% -47.93%%
DES Dick's Sporting Goods -13.85% -3.67% -15.18%

EER 11521 Call @ 20 EER & Co. T17% -6.36% 13.53%
LOOP:LN LoopUp Group Plc -14.32% 27.25% -41.58%
RHP-AU Rhupe Ltd 67.27% 33 .60% 33.67%
MANOLMN Manolete Partmers Plc 43.42% 9.53% 33.89%
DPEU:LN DP Eurasia NV 43.62% 16.98% 26.64%
LVT:AU Livetiles Ltd -60.73% -4.47% -5628%

| Average 22.54% 9.61% 13.23%

*Table above reflects the IRR of realized portfolio investments (unannualized if < I Year), and the equivalent IRR that

would have been achieved had each invested dollar been allocated to MSCI ACWI. COG Put Option represents a short sale.
DKS Put Option represents a short sale.

Appendix B: lized In 1]
Tacker Company IRR* MSCI ACWI Delia
BSM Black Stone Mmerals LP 35.59% 11.82% 23.77%
BUR Burford Capital Limited 60.56% 10.43% 50.13%
DESP Despegar.com -14.48% -0.22% -1426%
DEC:LN Diversified Energy Plc 6.35% -15.68% 22.03%
HFPCU:CN Helios Fairfax Parimers Corp -5.5204 -13.68% 8.16%
EER EER & Co 36.33% 8.63% 27.67%
NOAH Noah Holdings Ltd -38.06% -3.18% -34.58%
SONPL Sonae S5GPS 5A 24.09% -5.49% 32.58%

*Table above reflects the IRR of unrealized portfolio investments (unannualized if < 1 Year), and the equivalent IRR that
would have been achieved to date had each invested dollar been allocated to MSCI ACWI. As of 7/22/2022.
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Dijsclosures

Investment in Emeth Value Capital are subject to risk, including the risk of permanent loss. Emeth Value Capital’s strategy
may experience greater volatility and drawdowns than market indexes. An investment in Emeth Value Capital is not
intended to be a complete investment program and is not intended for short term investment. Before investing, potential
clients should carefully evaluate their financial situation and their ability to tolerate volatility. Emeth Value Capital, LLC
believes the figures, calculations and statistics included in this letter to be correct but provides no warranty against errors in
calculation or transcription. Emeth Value Capital, LLC is a Registered Investment Advisor. This communication does not

constitute a recommendation to buy, sell, or hold any investment securities.

Performance Notes

Net performance figures are for a typical client under the standard fee arrangement. Returns for clients’ capital accounts
may vary depending on individual fee arrangements. Net performance figures for Emeth Value Capital, LLC are reported
net of all trading expenses, management fees, and performance incentive fees. Reported returns prior to January 1%, 2021
reflect the personal account performance of Emeth Value Capital, LLC’s sole managing member, and therefore represent

related performance. All performance figures are unaudited and are subject to change.

Contact

Emeth Value Capital welcomes inquiries fiom clients and potential clients. Please visit our website at
emethvaluecapital.com or contact Andrew Carreon at acarreon@emethvaluecapital.com
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