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About Valuentum Securities

Valuentum (val∙u∙n∙tum) [val-yoo-en-tuh-m] Securities 
Inc. is an independent investment research provider, 
offering premium equity reports and dividend reports, as 
well as commentary across all sectors/companies, a Best 
Ideas Newsletter (spanning market caps, asset classes), a 
Dividend Growth Newsletter, modeling tools/products, and 
more. Independence and integrity remain our core, and 
we strive to be a champion of the investor. Valuentum is 
based in the Chicagoland area.

Valuentum serves money-management institutions, 
financial advisors, and individual investors.
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About the Principal

Brian Nelson is the President of Equity Research 
and ETF Analysis at Valuentum Securities. Before 
founding Valuentum in early 2011, Mr. Nelson 
worked as a director at Morningstar, where he 
was responsible for training and methodology 
development within the firm's equity and credit 
research department. Prior to that position, he 
served as a senior industrials securities analyst, 
covering aerospace, airlines, construction and 
environmental services companies. Before
joining Morningstar in February 2006, Mr. Nelson worked for a small capitalization fund covering 
a variety of sectors for an aggressive growth investment management firm in Chicago. He holds 
a Bachelor's degree in finance and a minor in mathematics, magna cum laude, from 
Benedictine University. Mr. Nelson has an MBA from the University of Chicago Booth School of 
Business and also holds the Chartered Financial Analyst (CFA) designation.
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Agenda

1) Recapping the Kinder Morgan Call
a) Discrepancies in the Financial Statements
b) Considering the Magnitude of Key Sensitivities
c) Assessing Credit Quality in Reported Fashion
d) Determining Valuation in the Correct Context

2) Understanding the Great Pipeline Cash Shortfall
a) Overleveraged and Insufficient Free Cash Flow
b) MLPs Are Systematically Mispriced
c) Which Ones Will Be Next To Cut?

3) Thoughts on Uncovering the Next “Big Fall”
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“The Bear Case Against Kinder 
Morgan” – Barron’s, Jun 11 2015

Source: http://www.barrons.com/articles/the-bear-case-against-mlp-
kinder-morgan-1434062853

“5 Reasons Why We Think Kinder 
Morgan’s Shares Will Collapse,” 

by Valuentum
(1)

(1) Barron’s is not affiliated with Valuentum. The Barron’s logo and name are registered trademarks of Dow Jones & Company. 
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The “10 Reasons” of the KMI Call –
released June 2015
1) The valuation paradigm has changed.
2) Kinder Morgan's dividend growth endeavors will disappoint.
3) The company's net debt load is $40+ billion.
4) The company is trading at 40+ forward earnings.
5) The natural reaction from shareholders will be skepticism and 

disbelief.
6) Kinder Morgan's dividend is in part organic, in part financially-

engineered.
7) The traditional "blind" use of the dividend discount model does not 

apply to Kinder Morgan.
8) The company's implied leverage is 19 times after considering all 

cash, debt-like commitments, at least in the eyes of shareholders.
9) Bondholders will start to care. Equity holders will start to care. They 

will - and then it all unravels.
10) Highly-publicized insider purchases are not a sign of support, in the 

case of Kinder Morgan, but an admission of vulnerability.
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Image Sources: Roy Luck, Simon Cunningham, Images Money, Trading View. No alteration has been performed on the pictures.
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From: “5 More Reasons Why We Think 
Kinder Morgan’s Shares Will Collapse”

“A fresh, unbiased voice is saying: ‘Your stock is trading at 
~100 times the trailing 3-year average of free cash flow, 
~40+ times forward earnings, the company has implied 
leverage of 19 times after considering all of your cash, debt-
like commitments, and it has negligible cash on the books. 
Yet ‘everybody’ loves both your equity and your debt?’ 
Clearly, something is wrong.” 

– June 2015, Brian Nelson, CFA
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Understanding the Financial Statements
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Source: KMI
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2015 Annualized Reported EBITDA = $5.9b

2014 Total Short and Long-term Debt = $43b
Q3’15 Total Short and Long-term Debt = $44.6b

2014 Total Debt/EBITDA = 7.3x
Q3’15 Total Debt/EBITDA = 7.6x

Source: KMI
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Free Cash Flow
2012: $786m
2013: $753m
2014: $850m

Cash Dividends Paid
2012: $2.4b 
2013: $3.3b
2014: $3.8b

Free Cash Flow Less Dividends Paid < $0

Source: KMI
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Your Rich Uncle and Your Poor Cousin
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Considering Key Sensitivities
1) Meaningful Commodity Price 

Exposure…
 Changes in operating income 
are more severe

2) Hedges Are Rolling Off…
 Exposure getting worse

3) Material Interest Rate Risk! 
 Contractionary monetary policy?!?!

Source: KMI
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Assessing Credit Quality in Reported Fashion

Source:  Moody’s Financial Metrics™ Key Ratios by Rating and Industry for Global Non-Financial Corporations, December 2007, 
Kinder Morgan regulatory filings

Source: KMI
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Determining Valuation in the Correct 
Context
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The Cost of Capital

Management
Guidance

“In our discounted cash-flow models that we use to value every non-financial operating company in our 
coverage universe, we match the duration of future free cash flows (from year 1 to perpetuity) with 
expectations of the average discount rate over this forecast horizon (from year 1 to perpetuity). We think the 
best way to achieve expectations of the long-term future average rate of the 10-year Treasury (risk free rate) 
is to use the weighted average of the historical 10-year Treasury and the current spot rate. The goal of using a 
weighted average risk free rate in our DCF process is to achieve balance with respect to the duration of future 
cash flows. For example, discounting a cash flow in Year 20 at the current spot rate doesn’t make much sense 
to us. Other methods consider the yield curve in discounting future free cash flows, or use a long-term average 
of the risk free rate without considering near-term changes in the 10-year Treasury rate. We think the use of 
the spot rate on the 10-year Treasury as the risk free rate in any valuation model would not only cause 
significant fair-value volatility but also result in a systematic overvaluation of companies relative to their true 
long-term intrinsic worth. “

LT Avg. Risk free rate + Spread Over 10-year = ~8%-10% weighted average cost of capital

Source: KMI
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Rigors of the Valuentum Process
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The Midstream MLP “Fallout” Continues
“Most, if not all, MLPs report distributable cash flow (DCF), which does not in the 
calculation consider growth capex, an important driver behind the generation of 
increased cash flow from operations in the future. When MLPs report distribution 
coverage ratios, this particular calculation also backs out growth capex from the 
equation, instead using only ‘sustaining capital expenditures.’ 

There are a number of contractual reasons why the data is presented in such a way, but 
from a valuation standpoint, we’ve always taken an issue with the MLP universe being 
implicitly valued on a future distributable cash flow stream that “covers” the 
distribution than on future free operating cash flow, which is a better measure of the 
free operating cash flow that a business generates. 

The reason why free operating cash flow is more informative is quite straightforward. 
Distributable cash flow does not deduct the investment associated with driving future 
growth in an MLP’s cash flow from operations. Said differently, it’s like getting a free 
pass on all of the future growth spending that is required to drive incremental cash flow 
from operations, a severe imbalance in the valuation equation. 

In valuing MLPs, we’ve circumvented the valuation imbalance by making the universal 
assumption that MLPs will continue to have access to the capital markets and that they 
will be able to issue equity and/or debt in such a way that is not value-destructive. Said 
differently, in our valuation models, we give MLPs credit for the future growth in cash 
flow from operations without deducting the growth capex that is required to drive it. 
We disclose this dynamic in every one of our 16-page reports within the MLP space.” 

– “5 Reasons Why We Expect Kinder Morgan’s Shares to Collapse”
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The Great Pipeline Cash Shortfall
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Systematically Mispriced

“In the illustrative example that follows which includes both 
growth capital spending and a marginal cost of capital of 
10%, holders of MLPs will have to wait years before the 
intrinsic value of the security catches up to the present 
market price (comparison shown in orange). Said differently, 
units in this example are significantly overpriced in today’s 
market. 

– Brian Nelson, CFA
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Which Major Midstream MLP Is Most At 
Risk for  a Distribution Cut?

1) Plains All American (PAA)
a) Leverage and Free Cash Flow Trends
b) Two well-publicized ruptures

2) Energy Transfer Equity (ETE)/Energy Transfer 
Partners (ETP)
a) Market may demand more debt-friendly activities
b) Overleveraged, acquisitive, and massive dividend 

obligations
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Valuentum Proprietary Data for MLPs
1) Fair Value Estimates

Note: For MLPs, we do not deduct growth capital 
in the valuation equation. We believe our fair 
value estimates would be substantially lower in 
the event that we did. The low end of the fair 
value range is a better approximate for most 
MLPs, in our view.

2) Dividend Cushion Ratios
Note: For MLPs, we provide a raw, unadjusted 
Dividend Cushion ratio and an adjusted Dividend 
Cushion ratio. The unadjusted ratio should be 
relied upon in periods of capital-market 
uncertainty. 
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Thoughts on the Next “Big Fall”

“The market can remain irrational longer than you can remain solvent.” 
– John Maynard Keynes

1) We’re not advocates of naked “short selling.”
2) The Kinder Morgan call was rather unique – focused 

on extensive equity and credit analysis, not on 
“finding fire.”

3) For ideas that we think are poised to decline 
materially in coming years, the Valuentum Buying 
Index can be used as an idea generator. 

4) For example, Kinder Morgan registered a 1, the 
lowest rating on the VBI, just before shares 
collapsed.
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Stocks Registering a Rating of 1 on the 
Valuentum Buying Index

Ratings as of April 26, 2016.
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Competitive Advantages of Valuentum’s
Approach

 Independent - NO conflicts of interest
 Integrity and systematic application of analytical 

process
 Comprehensive equity research provider – from value 

through momentum investing
 Breadth and depth of coverage
 Commitment to expanding coverage
 Strong performance track record
 Fair value estimates for all firms under coverage
 Unique cash-flow based dividend growth process
 Valuation expertise
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Standard Disclaimer
The information contained in this slide deck (presentation) is not represented or warranted to be accurate, correct, complete, 
or timely. These slides are for informational purposes only and should not be considered a solicitation to buy or sell any 
security. The securities mentioned herein may not be suitable for all types of investors. The information contained in this 
document does not constitute any advice, and especially on the tax consequences of making any particular investment 
decision. This material is not intended for any specific type of investor and does not take into account an investor's particular 
investment objectives, financial situation or needs. This document is not intended as a recommendation of the securities 
highlighted or any particular investment strategy. Before acting on any information found in this document, readers should 
consider whether such an investment is suitable for their particular circumstances, perform their own due-diligence, and if 
necessary, seek professional advice. Assumptions, opinions, and estimates are based on our judgment as of the date of the 
presentation and are subject to change without notice. Valuentum is not responsible for any errors or omissions or for results 
obtained from the use of this document and accepts no liability for how readers may choose to utilize the content. In no event 
shall Valuentum be liable to any party for any direct, indirect, incidental, exemplary, compensatory, punitive, special or 
consequential damages, costs, expenses, legal fees, or losses (including, without limitation, lost income or lost profits and 
opportunity costs) in connection with any use of the information contained in this document. Investors should consider this 
document as only a single factor in making their investment decision. Redistribution is prohibited without written permission. 

For general information about Valuentum's products and services, please contact us at valuentum@valuentum.com.


