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Paying Software Prices for Refinery Economics

Dear fellow investors,

For a quarter of a century, the hyperscalers have been some of
the most profitable and technologically innovative businesses ever
created. The reason was clear: their marginal cost per additional
customer was almost zero. Costs were fixed and scale was effectively
unlimited, which meant margins widened as volume grew. In the
years before the current Al build, Alphabet earned 39 cents and
Microsoft earned 61 cents on every dollar of capital! Paying 24 to 33
times? profit to own them was aggressive but defensible.

Defensible in part because someone else had already paid for
the ground they were built on. Around the turn of the century,
the telecom industry laid enough fiber to carry the internet for a
generation and went broke in the process. The hyperscalers had
a genuine technological moat, but they earned those returns as
beneficiaries of the last capital cycle rather than participants in it.
In this cycle, they are participants — their own money, their own
balance sheets, and price well down the decision tree.

Artificial intelligence disrupts the historical model. It demands
massive amounts of physical capital before a dollar of revenue
arrives, and it does not scale economically, as costs rise roughly with
usage instead of staying fixed. The cost of serving a customer rises
with how hard that customer makes the machine work.

On the capital side, power gets the headlines, but the more
important cost is depreciation on the GPUs themselves, and that
cost runs on a clock. A GPU loses most of its value in three to four
years whether it is busy or not, primarily because the next generation
makes it obsolete well before it wears out. They have set up a fixed
and perishable inventory of GPU-hours that has to be sold before it
expires. This is like the economics of a container ship or a refinery,
not software.

We took the capital these five companies have invested, added
the capital they have committed but not yet spent, the data center
leases signed and the equipment ordered that sit off the balance
sheet, and calculated what that base earns today. Then we asked
what it would take for each to earn what it use to earn.

Profit Profit

Higoric ROIC needed: needed: Growth:

{pre-build  Committed Profit needed: HALF historic FULL historic  HALF

years} capital  Profittoday costof capital  return return historic
|Alphsbst 389% 4796,362 4137,903 STLET $154,738 5305475 +12% +124%
Mets Flatiorms. 416% §575,239 $65,503 51772 $119,600 5239200 % +aA8%
Micros oft 610% 4884 765 4124,190 475,620 270,057 4540114 +1T% +335%
[Amazon 14.0% 4751,873 $88, 282 467,668 $52675 4105,349 -40% +19%
Cracie 26.8% 4365,511 $16,485 433,242 444551 555,102 +201% +501%

Source: Bloomberg, Company Filings
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None of this is impossible. It's just a big ask for a formally non-
capital-intensive business. Alphabet needs to grow profit by 124%,
Meta by 244% and Microsoft by 335%. Put Meta’s number another
way: 28% a year, every year, for five years. And each of those figures
assumes the spending stops at year’s end (which it won't). Every
additional dollar of capital committed raises the bar even further. At
that level of expected growth, Meta trades at 27 times net operating
profit after tax (NOPAT).

The spending to achieve this growth has now outrun what these
businesses produce, and you can see it in how they are funded. The
first wave came out of free cash flow. Then the debt markets. Now
the money arrives from insurance floats and pension funds. Meta
financed its Louisiana data center through a joint venture it owns
20% of, which raised $27.3 billion in senior secured notes due 2049,
anchored by PIMCO, with Meta guaranteeing the residual value of the
campus.®

The supply side doesn’t offer any relief either. TSMC is the only
company producing leading-edge Al chips at scale, which makes it
the bottleneck and gives it a great deal of leverage. However, it hasn’t
used that leverage to build on its own balance sheet. Semiconductor
manufacturers are veterans of the commmodity world and carry the
scar tissue of building capacity into a customer’s optimistic forecasts,
so TSMC made the hyperscalers an offer instead: guarantee the
capacity and the plants get built.

Having learned what dependence on a single supplier costs, they
now have to fund that supplier's competitors as well. This should
eventually mean far more chips. It doesn’t mean better returns. The
same supply that lowers the cost of a GPU lowers the price of a GPU
hour, and the benefit passes to the customer. What it leaves behind
is an asset bought at scarcity prices competing against capacity built
at commodity prices. Hence the risk.

None of this is new to a capital-intensive industry. In 2013, with oil
near $100, our current energy holdings reinvested nearly every dollar
of operating cash flow, spent roughly twice their depreciation, and
earned between 5% and 14% on capital. The market paid 15 to 52
times profit for that. By 2015, the risk was apparent. They had chased
volume growth rather than return per barrel, and the oil price did not
cooperate (sound familiar?). Pain was felt and lessons were learned.
Those same companies now reinvest about 60% of cash flow, spend
roughly what they depreciate, and most of them earn more at $75
oil than they did at $98.#
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The exhibit below puts both groups against the same three

questions: what did they earn, what do they earn now, and what R —
. \APA C 51,761 15.6% 113x 52,333 20.6% 8.5 52911 25.8% 6.8
does the market charge for each point of that return. o i :
[ConocoPhillips 3,738 11.9% 182 513,131 16.0% 13.5x 518,530 20.7% 10.7x
Diamondback Energy | 53,973 6.9% 17.6x 55,545 9.7% 12.8x $7,117 12.8% 9.8x
Multiple paid per Occidental 24,188 7.5% 18 9x 36,267 11.3% 12 6x 8,385 15.1% 9.4x
Historic ROIC pointof ROIC Cenowus 56,616 21.%% 10.0x 53,650 3.0 £.0x S12597  40.4% 53x

Source: Smead Capital Management, Broker sensitivity estimates for 2027

AP A Corp 133% 20 6% 0.41
Cenows 7.2% 31.0% 0.22 . .

ConocoP hillips 13,45 15.0% .84 We know which side of that table we want to own.

Diamondback 6.1% 89.7% 1.3 . . . i
Occidental 459 11.3% .41 The last time an industry built the future, the technology survived and
HYPERSCALERS the financiers didn’t. This time, the hyperscalers are the financiers.
Microsot 61.0% 14.0% 2.15 We are well aware of what it costs to sit out a mania while it is still
Alphabet 38.9% 17.3% 177 running. However, we would rather explain a few years of patience
Meta Platioms 41.6% 12.1% 226 than a permanent loss of our investors’ capital.

Amazon 14.0% 1.7% 2.80

Oracle 26.8% 45% 8.00

Play The Long Game,
Source: Bloomberg, Company Filings

Our energy holdings trade at 7 to 14 times after-tax operating profit \)// )Z%_ﬂ
at $75 oil and still earn 7 to 21% on capital at $65, which is our bear

case. They carry strong balance sheets, a mandate to earn a return ~ Seamus Sullivan
on the marginal barrel instead of chasing volume and continued ' Analyst
industry consolidation. At the other end of the table, 27 to 36 times

profit buys businesses that have to double or triple their earnings

simply to get back to the returns that justified those multiples in the

first place.

'Net Operating Profit After Taxes (NOPAT) over average Invested capital at 20% tax rate, averaged over the pre-build years - FY2019-2023, Source: Bloomberg
and company filings

2Multiples are EV/NOPAT and enterprise value is as of 9-23-2026, Source: Bloomberg and company filings
3https://about.fb.com/news/2025/10/meta-blue-owl-capital-develop-hyperion-data-center/
https://www.spglobal.com/ratings/en/regulatory/article/-/view/sourceld/101651795

https.//www.spglobal.com/ratings/en/regulatory/article/-/view/sourceld/101652218
https.//www.spglobal.com/ratings/en/regulatory/article/-/view/type/HTML/id/3469376

“Based on sensitivity estimates for FY2027, not reported results, Source: Scotiabank and Pickering Energy
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