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Dirty Little Secrets 2019:
e |nvestors are missing a historic opportunity in a midstream sector that is
expected to grow more than $10 billion in EBITDA (20%) over the next four years.
. e AMZX and WTI have a strong correlation despite midstream cash flows having a

s tighter correlation to production growth, which will grow by 5% CAGR over the
next four years.

e That $10 billion in net growth from 2018-2022 is not created equal: companies
like Energy Transfer Partners (ET), Enterprise Products Partners (EPD) and
Williams Companies (WMB) will drive that growth, while others will struggle to
manage the $4 billion treadmill in legacy asset declines over that same time
period.

e U.S. crude oil supply is predicted to increase by 1.0 MMb/d in 2019, a growth
rate similar to 2014 despite a 50% decline in oil prices.

e Avrecord level of DUC inventories (more than 2,500 wells in the Permian alone)
continue to fuel midstream asset growth.

e Production growth will fuel midstream infrastructure opportunities in new ways,
such as water disposal; East Daley estimates that $5.8 billion of CapEx spend
will be required to expand produced water disposal capacity through 2022.
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1 Introduction - Demystifying the Disconnect Between the Midstream
Market and Industry Fundamentals

The midstream sector has faced somewhere between anemic returns and U.S. Production vs. Midstream EBITDA

gut punching losses over the past five years. The one-, three- and five-year 35 $20
total return on the MLP Index (AMZX) is -11%, 2% and -26%, respectively. At 30
the same time, industry fundamentals have provided tailwinds for the o5 $15 §
midstream sector; production growth feeding midstream assets has %20 g
increased by a compound annual growth rate (CAGR) of 4% for natural gas "55315 $10 =
and 7% for crude oil over the past five years. That growth has accelerated = 10 u
in the past two years to a historic combined 6 MMBoe/d or 25% (Figure 1.1). 5 $5 =
East Daley expects this trend to continue in 2019 despite the recent pull US Production (MMBoe) EBITDA
. T . ) . 0 $0
back in crude oil prices. The Permian and Bakken basins will lead the way D OO N D XD B A LD
: : : : PRI PN D
for crude oil and the northeast will dominate natural gas uplift. At current DAL DD
. . o . : . Q¥ 0¥ Q¥ Q7O O QD O Q&

prices, this growth will drive over $10 Billion of EBITDA into the midstream YTNT T NT NTNTNT NTNT NN
sector over the next four years. Figure 1.1: Source - East Daley, Bloomberg
There is a strained relationship between declining equity markets and growing )
U.S. production fueling the midstream sector. This has left many investors AMZX vs. WTI Cushing
perplexed and some avoiding the entire industry. The disentanglement $2,000 $140
between the capital markets and industry fundamentals has been strained for $120
several reasons. Capital structure was an issue discussed in 2018’s Dirty Little $1,500 $1oog
Secrets report, but that hurdle has largely been cleared. The market perceived % $80 2
declining oil and gas prices to be an issue in the past, and yet production ~=%1000 s60 2
continues to climb. The biggest issue is simply, the complexity and lack of data $40 E
surrounding the midstream space. As shown in Figure 1.2, the market tends $500
to revert to the oversimplified heuristic that correlates WTI prices to the value AMZX WL Cughin $20
of the midstream space (AMZX). Plainly put, it is difficult to quantify the risk to $0 & $0
specific assets versus the opportunity for a company to grow. These QOQ’QOQQ'\/Q Q'\/'\’o'vq’o'\? Q'vb‘o'\f’ Q'\/Q’ Q'§\ 0'3’

. . . . . . o 2 A 2 A 2 A A A A 2
overemphasized and generalized risks combined with disregarded tailwinds NSENSENS NS SRS NS SN NN NN
have driven a wedge between the market and underlying fundamentals, Figure 1.2: Source - Bloomberg

creating outsized opportunity for the informed investor.
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1.1 2019 Dirty Little Secrets Highlights -Treadmills and Tailwinds

Fear of the Midstream Treadmill

Risk in the midstream sector is in many ways like a treadmill. Natural well declines on gathering and processing assets
continually require new well interconnects. Shifting supply and demand dynamics result in volume declines and spread
changes that can reduce pipeline and storage revenue. Understanding these legacy asset declines by company provides
investors with more clarity on how growth projects will impact total company cash flows in the future.

Midstream companies are no stranger to the difficult dichotomy of growing a business while offsetting assets subject to
volume, price or fee-based declines. While investors understand that the risk of cash flow declines on legacy assets exists,
details tend to remain elusive. It makes sense - companies are inclined to emphasize growth. Management generally does
a good job of laying out capital budgets and subsequent cash flows in investor presentations, often highlighting low cost-
to-EBITDA multiples, but often chooses to deemphasize future downside risks. East Daley’s independent assessment
allows for unbiased company forecasts which quantify legacy asset decline risks.

Treadmill Incline Intensity (2018-22)
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Figure 1.1.1: Source - East Daley

East Daley defines legacy cash flow risk in Section 1 of this report as follows: -(the sum of EBITDA change on legacy assets
from 2018 to 2022) / (2018 EBITDA). This measure is called the Treadmill Incline Intensity (TIl). Risks that eat away at
base business cash flows and offset future growth projects include: contract roll-off risks; marketing risks; commodity price
declines; tariff rate cases; and production declines in Tier Il basins. Companies with a higher Tl face the most risk of
generating cash flows shortfalls versus market expectations - the equivalent of a violent tumble on a steeply inclined
treadmill conveyer belt. The Tll and the associated legacy risk for each of the companies in this report are shown in Figure
1.1.1 The higher the TII, the more the risk to future cash flows and thus the more the company should be doing to offset
that risk.

Section 6 of East Daley’s 2019 Dirty Little Secrets report will dig even deeper into some of the driving factors behind
declines as we explore the impact of what is likely to be a major theme in 2019, demand-constrained growth for natural
gas. Oil-driven natural gas supply growth along with surging production in the Northeast is expected to result in a reduced
gas price environment that will reduce rigs in Tier lll basins and incentivize a shift from dry to liquids-focused drilling in the
Northeast. While there are companies that may benefit from this shift, there are also midstream assets exposed to fringe
producing basins subject to lower rig activity. To understand these potential risks, Section 8 will detail each midstream
company and the risks they face due to a declining or reduced production profile. To be clear, the Tll is measuring legacy
asset risk. For companies like Antero Midstream, the bigger risk is for slower growth in the Northeast that is discussed in
more detail in Section 6. To understand cash flow expectations versus the market’s expectations, Section 8 will describe
the risk to company cash flows, asset by asset, based on models driven by every well feeding its systems.
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Midstream Tailwinds

Midstream tailwinds continue to be ignored, but East Daley covers each of these favorable currents in sections 3, 4, 5 and
6. Section 3 discusses production growth for crude oil, natural gas and NGLs and the impact that growth has to specific
midstream companies. As shown in Figures 1.1.2 and 1.1.3, the Permian and Bakken will lead the path to growth for crude
oil, while the Northeast and the Permian will lead the way for natural gas production. Despite the recent pull back in crude
oil pricing, efficiency gains are driving considerable volume increases and ultimately cash flow growth for the sector.

Yearly Average 0il Production (MMbbl/d)
2018 | 2019 |19 vs.'18| % Change

Yearly Average Natural Gas Production (Bcf/d)
| 2019 |19 vs. 18| % Change
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Figure 1.1.2: Source - East Daley Figure 1.1.3: Source - East Daley

This growth has and will continue to result in opportunities for the midstream space as each additional molecule navigates
its way from well head to the water, increasingly capturing global market share. Section 5 covers the upside to midstream
companies with NGL assets on the U.S. Gulf Coast (USGC) since most of the supply growth in NGLs (save ethane) will be
exported to satiate global market demand. Section 4 analyzes how regional crude oil price arbitrage has incentivized
infrastructure growth, shifting volatile earnings from marketing affiliates to long-term, fee-based earnings on long-haul
pipelines. Finally, Section 7 covers what investors should expect for 2019 capital spend, as well as production growth-
driven infrastructure spending through 2028. While the cyclical nature of commodity markets can be lamented by investors
who demand consistent growth, many companies in the space are locking in more stable revenue profiles and could
diversify their investments into less conventional assets like crude gathering, water gathering and export terminals.

The Dirtiest Little Secret in the midstream space for 2019 is best summed up by combining Figures 1.1.2 and 1.1.3 into
Figure 1.1.4 below. The value of the midstream sector has been correlated to WTI, reducing company valuations, resulting
in a high cost of capital (via lower stock prices - Figure 1.1.4: grey line) over the last several years. However, production is
expected to continue to grow (Figure 1.1.4: black line), which will require additional midstream infrastructure. If public
markets do not recognize this, there is an AMZX vs. U.S. Production Growth

increased likelihood that midstream companies ¢, g4
will turn to private equity, taking opportunity off  s1,800
the table from mainstream investors. This shift giﬁgg
already started in 2018 with companies like &0
Blackstone, KKR, Stonepeak and Lowes pouring 51,000
money into public midstream companies. Risks  #8%

are inherent in the midstream sector but East 22:

MMboe/d

Daley views 2019 favorably both for production $200 5
and cash flow growth. Understanding where those 50 e 6 o e e oA e s o 0
risks lie along with their magnitude will provide F S g S N R S

H . . . N Y " N Y Y N N N N Y % Y
investors an informed view of the companies that

are best positioned with low relative treadmill ——AMZX  —Us Production (MMBoe)

risks and high leverage to tailwinds.
Figure 1.1.4: Source - East Daley
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1.2 About East Daley

East Daley Capital is an energy information and insights provider that is redefining how markets view risk for midstream
and exploration and production (E&P) companies. In addition to using top-level financial data to predict a company’s
performance, East Daley delivers asset and commodity analysis that provides comprehensive, fact-based intelligence.
Supported by a team of unbiased, experienced financial and commodity analysts, East Daley provides its clients
unparalleled insight into how midstream and E&P companies operate and generate cash flow, in addition to commodity
forecasting. East Daley uses publicly available fundamental data and intersects that data with a company’s reported
financials to asset-level adjusted-EBITDA and distributable cash flow (DCF). The result allows for more informed investment
decisions.
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EAST DALEY CAPITAL (THE “COMPANY") IS NOT AN INVESTMENT ADVISOR. THE COMPANY DOES NOT PROVIDE INVESTMENT, FINANCIAL,
TAX, OR OTHER ADVICE, NOR DOES THE COMPANY OPERATE AS A BROKER-DEALER. THE COMPANY DOES NOT RECOMMEND THE
PURCHASE OR SALE OF ANY PARTICULAR SECURITIES.

TERMS OF USE: THIS REPORT IS INTENDED SOLELY FOR THE INFORMATION AND USE OF CLIENTS OF EAST DALEY CAPITAL ADVISORS
AND IS NOT INTENDED TO BE AND SHOULD NOT BE USED BY OR DISCLOSED IN ANY MANNER TO ANYONE OTHER THAN THE SPECIFIED
PARTIES. DISCLOSURE OR REDISTRIBUTION OF DATA, INFORMATION OR REPORTS PROVIDED BY EAST DALEY CAPITAL ADVISORS, IN
WHOLE OR IN PART, TO ANY PERSON OR ENTITY OTHER THAN AN AFFILIATE SPECIFICALLY DESIGNATED AS A PERMITTED USER IN THE
AGREEMENT IS STRICTLY PROHIBITED WITHOUT THE EXPRESSED WRITTEN CONSENT OF EAST DALEY CAPITAL ADVISORS.

DISCLAIMER: THIS REPORT IS FURNISHED ON AN “AS IS” BASIS. EAST DALEY CAPITAL ADVISORS DOES NOT WARRANT THE ACCURACY
OR CORRECTNESS OF THE REPORT OR THE INFORMATION CONTAINED THEREIN. EAST DALEY CAPITAL ADVISORS MAKES NO
WARRANTY, EXPRESS OR IMPLIED, AS TO THE USE OF ANY INFORMATION CONTAINED IN THIS REPORT IN CONNECTION WITH THE
RATING OF COMMODITIES, EQUITIES, FUTURES, OPTIONS OR ANY OTHER USE. EAST DALEY CAPITAL ADVISORS MAKES NO EXPRESS OR
IMPLIED WARRANTIES AND EXPRESSLY DISCLAIMS ALL WARRANTIES, INCLUDING BUT NOT LIMITED TO, MERCHANTABILITY AND
FITNESS FOR A PARTICULAR PURPOSE.

THIS REPORT AND THE INFORMATION AND ANALYSIS INCLUDED HEREIN DO NOT CONSTITUTE INVESTMENT ADVICE OR A
RECOMMENDATION TO ENTER INTO ANY SECURITIES TRANSACTION. EACH CUSTOMER MUST MAKE ITS OWN DETERMINATION AS TO
WHETHER AN INVESTMENT IS APPROPRIATE FOR THAT CUSTOMER BASED UPON ITS OWN INVESTMENT OBJECTIVES, RISK TOLERANCE,
FINANCIAL SITUATION AND OTHER INDIVIDUAL FACTS AND CIRCUMSTANCES. EAST DALEY CAPITAL IS NOT RECOMMENDING OR
ENDORSING ANY SPECIFIC SECURITY OR INVESTMENT STRATEGY. EACH CUSTOMER SHOULD CONDUCT RESEARCH AND PERFORM A
THOROUGH INVESTIGATION AS TO THE CHARACTERISTICS OF ANY SECURITIES THAT IT INTENDS TO PURCHASE.

RELEASE AND LIMITATION OF LIABILITY: IN NO EVENT SHALL EAST DALEY CAPITAL ADVISORS BE LIABLE FOR ANY DIRECT, INDIRECT,
SPECIAL, INCIDENTAL, OR CONSEQUENTIAL DAMAGES (INCLUDING LOSS OF PROFIT) ARISING OUT OF OR RELATED TO THE ACCURACY
OR CORRECTNESS OF THIS REPORT OR THE INFORMATION CONTAINED THEREIN, EITHER BASED ON WARRANTY, CONTRACT, TORT OR
ANY OTHER LEGAL THEORY.
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