
McDep LLC                                                   
Independent Stock Idea 
January 17, 2008 

Rating:  Sell 
S&P 500:  1373 

 
Kinder Morgan (KMP, KMR) 
Energy Infrastructure Fee Machine 

 
 

 
 

 
 
 
Summary and Recommendation 
 
Sell-recommended Kinder Morgan Energy Partners (KMP) and Kinder Morgan 
Management LLC (KMR) reported another quarter of rich fee payments to the general 
partner after the market close on January 16.  Quarterly distributions approximated $163 
million in fees to owners of the general partner, $158 million in cash to KMP unit holders 
and $55 million in new units to KMR holders.  Exceeding cash distributions, the fees are 
neither reported as expenses, nor as long-term dilution of KMP equity.  The general 
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partners responsible for the misleading accounting include Goldman Sachs, the firm that 
has provided two Secretaries of the Treasury; Carlyle Group, the Washington buyout 
operator populated with ex-government officials; and AIG, the insurance company.  Mr. 
Arthur Levitt, former chairman of the Securities and Exchange Commission (SEC) and 
an outspoken advocate for small investors is a paid advisor to Carlyle Group and AIG as 
well as a board member of Bloomberg, a data provider that passes along the misleading 
accounting information.  The investors in KMP are predominantly small investors 
seeking income.  In addition to underperforming other energy investments on a debt-
adjusted basis, there remains a high risk that the stock market values in KMP and KMR 
would melt away should the deceptive accounting be exposed. 
 
Controversial Incentive Distribution Rights (IDR’s) 
 
Cleverly created by Enron before its collapse, the general partner structure of KMP is 
codified with IDR’s, a mechanism that now pays the general partner 50% of the present 
value of all new investment by the partnership.  The IDR deal is that the general partner 
gets a dollar of cash for every dollar distributed to limited partners.  The distribution to 
limited partners consists of about 74% in cash to KMP holders and about 26% in units to 
KMR holders.   
 
The incentive distribution rights that give the general partner 50% of incremental cash 
flow distort the valuation of publicly-traded units of KMP and KMR.  Starting 
innocuously years ago at a lower level, the misnamed IDR’s give the general partner 44% 
of average cash flow generated from the partnership’s energy properties.  Should IDR’s 
be counted as compensation or ownership?  Too often, services for research and 
information such as Bloomberg just forget about it in calculating the widely used 
unlevered cash flow multiple (EV/Ebitda) for valuing energy investments.  If IDR’s are 
compensation, the amount should be excluded from earnings before interest, tax, 
depreciation and amortization (Ebitda).  If IDR’s are equity, their value should be 
included in Enterprise Value (EV).  It looks like Bloomberg fails to make either 
adjustment and thereby computes an unlevered cash flow multiple that is too low by 
practically a half.  When we calculate a more representative EV/Ebitda ratio, the 
securities appear to be overpriced by a factor of two.   
 
Though we refer to Bloomberg, the same observation applies to other financial services 
and to the sales literature provided by the investment bankers regularly promoting KMP 
and KMR securities.  The bond rating agencies paid by Kinder Morgan also err on the 
side of the general partner in going along with misrepresentation, we think.   
 
Financing Fiction 
 
During the past quarter, KMP holders reinvested $343 million in new units for a net 
investment of $185 million.  In the same quarter the general partner took out $163 million 
and underwriting commissions on the new units may have been near $20 million.  The 
approximate $800 million increase in total assets was matched by about an $800 million 
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increase in debt.  It seems fair to conclude that practically all the new investment that 
facilitates payment of general partner fees and limited partner distributions is financed by 
debt.   
 
Booming Energy Investments 
 
The need for new energy infrastructure provides abundant opportunities for the 
partnership to put more borrowed funds to work.  Because the partnership has been 
aggressive in pursuing such opportunities, the general partner has much to talk about that 
appears interesting to investors who overlook the underlying financing fiction.   
 
Yet if there were no Kinder Morgan, the energy projects would still be built.  Natural gas 
producers have a keen interest in new pipelines.  Buy-recommended Encana (ECA) 
initiated an early leg of the Kinder Morgan Rocky Mountain pipeline and buy-
recommended ConocoPhillips (COP) is an equity investor in the line.   
 
Who Cares? 
 
History teaches us that potential blowups can sometimes be postponed a long time.  The 
highly levered energy transportation business in which Kinder Morgan operates goes 
through periodic cycles of financial failure.  Investors lose in old companies and new 
companies are formed.  Kinder Morgan was practically insolvent in the last cycle as we 
calculated at the time.  Usually only the most exposed companies fail in a particular 
cycle.  KMP may be more prominent in the next cycle as it is now more dominant and it 
has carried the IDR ruse further than any competitor. 
 
We can’t promise that KMP will collapse soon.  As long as Wall Street has found new 
debt and equity investors for KMP, investors as well as the regulators at the SEC and 
Federal Energy Regulatory Commission have shown little concern.  Yet, investors need 
not own an energy stock among the most exposed to risk when other stocks offer less risk 
and more reward. 
 
Kurt H. Wulff, CFA 
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Disclaimer:  This analysis was prepared by Kurt Wulff, Manager of McDep LLC as of January 1, 2008.  
Previously Mr. Wulff was doing business as McDep Associates.  The firm used sources and data believed 
to be reliable, but makes no representation as to their accuracy or completeness.  This analysis is intended 
for informational purposes and is not a solicitation to buy or sell a security.  Past performance is no 
guarantee of future results. 
 
McDep does no investment banking business. McDep is not paid by covered companies including revenue 
from advertising, trading, consulting, subscriptions or research service.  McDep shall not own more than 
1% of outstanding stock in a covered company.  No one at McDep is on the Board of Directors at a covered 
company nor is anyone at a covered company on the Board of Directors of McDep. 
 
McDep or its employees may take positions in stocks the firm covers for research purposes.    No trades in 
a subject stock shall be made within a week before or after a change in recommendation. 
 
Certification:  I, Kurt H. Wulff, certify that the views expressed in this research analysis accurately reflect 
my personal views about the subject securities and issuers.  No part of my compensation was, is, or will be 
directly or indirectly related to the specific recommendations or views contained in this research analysis. 
  
Research Methodology/Ratings Description:  McDep LLC is an independent research originator focused 
on oil and gas stocks exclusively.  The firm applies the thirty years of experience of its analyst to estimate a 
present value of the oil and gas resources and other businesses of covered companies.  That value is 
compared with a company’s stock market capitalization and debt.  Stocks with low market cap and debt 
relative to present value tend to outperform stocks with high market cap and debt relative to present value.  
Buy recommendations are expected to deliver a total return better than 7% per year above inflation.  Hold 
recommendations assume the attributes of the underlying business are reflected in the current price of the 
stock.  Sell recommendations are expected to deliver a total return less than inflation.  
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