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We're boosting our fair value estimate for KMP,

by Peud Lyrson

Stock Anglyst

Andlysts covering ihis company do not
own 13 stock or those of fla closess
competitars.

Thesis 12-13-04
We would not hesitate tg buy Kinder Morgan Energy
Partners if it got cheap snough.

Report updstad o December 13, 2004,
Datd and Rating updated ns of
December 13, 2004.

Itis not just the high, tex-advantaged yield that has
attracted our attention. KMP owns stablg assats that
gensrate substantial free cash flow larpely insulated from
swings in commodity prices. We've given KMP a
wide-moat rating becauie pipelines are expensive to
duplicate. They arg also largely regulated businesses. with
the ragulators setting rates and keeping competition at
levels that maintain industrywide health. No new
pipelines arg built without regulators’ approval. And since
rates are ragulated, once a well, refinery, or power plant
is hooked up to a pipaline, there is little incentive to
switch providers. As a result, service contragts tend to be
several years long.

KMP is the premier “roli-up” in the BneIQY transportation
and storage industry. Beyond acquisitions, significant
oppoitunitips for intemal growth exist, as demand for
moving energy should grow as the economy expands, KMP
expects it con increase its partnership distributions
8%-10% per ysar from intermal opportunities along,

We like Kinder's management. Enron would've been much
better off had it not strayad from its corg businasses after
PaRting ways with Bichard Kinder. CEO Kinder does not
receive any compensation beyond his $1 annyal salary. He
got his stake in KMP the old-fashionad way-he bought
it-and makes money purely from increasing per-share
cash flow and distributions. We are extrermnsly impressed
by how well top management’s interests are aligned with
public owners’ interests.

While thers is much to admire about KMP, we'd be cargfyl
not to overpay for the shares bacause of the structure of
the partnership agreement. At corrent cash-flow levels,
limited partners split all additional cash flow 50-50 with

ic Most  Industry Sector
Pipglinas Enargy KMP

the general partner, owned by parent Kinder Morgan .
Combined with its nearly 20% economic interest in KMP,
KMI has 3 claim on roughly half of KMP's cash flow, We
don’t think this spread is onerpus today. given
management’s success in expanding and running the
company, but this structure mokes fong-term ynit
distribution growth harder. The upshot to this cash-flow
split with KM1is that it reduces risk. This is because
limited partnsrs would only bear half the downside on
anything but the most severe cash-flow interruption,

Regardless. KMP's care business is predictable, stableg,
and generating copious frog cash flow. It is also very weil
managed. Investors looking for handsome yields should
keep ah eye on KMP,

Valuation

After sdjusting our discounted cash-fiow model, wg'rg
raising our fair value estimate by $2. We now think KMP
is worth $46 per unit. The largest change in our model
Came courtesy of the company’s recently snnounced
acquisitions, which we anticipate will be mildly accrative
10 per-unit cash flow and distributions. Raising our gil
price and prodyction assumptions. for the firm also helped.
Wa now assume the limited partners’ interest in net
income gos from $2.00 per unit in 2003 to $2.55 in 2008,
a vary realistic target, given the firm’s history. Beforg
buying KMP, we'd look tlosely at related company Kinder
Morgan Management , which has a more atiractive
valuation. At the current distribution rate, KMP would
yield 6.4% at our fair value estimate, though we think
further increases in distributions are all but a given.

Kinder's primary risks are regulatory, since regulators set
the ratas it can charga its customers, Making an
acquisition with poor returns is also a risk, as ase spills
and other environmental concerns.
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Bulls Say

» Companies in the pipeline industry generally enjoy wide
8conomic moats. Pipes are sxpensive to duplicate, and
neéw ones are not built without reguiatory approval.

* The company’s assets--the infrastructure of the energy
industry--gensrate substantial positive frae cash
flow,

¢ The master limited partnership structure nearly
eliminates corporate income-tax exposurs as long as
the company pays out a minimum percentage of its
cash flow to shareholders each year.

* Kinder Morgan’s partnarship distributions are targe and
growing. The current quarterly distribution rate is $0.73
per unit {$2.92 annually), implying an annual yield of
6.4% at our fair value estimate,

* Kinder Morgan is not Enron, and the
guilt-hy-association accusation does not hold water,
The firm has nane of the energy-trading operations that
have bankrupted others.

Boors Say

* The structure and relationships amony the various parts
of the Kinder Morgan empiro are highly complex.
Understanding this firm is no small feat,

* The current partnership agreemsnt calls for the general
parmer to get 50% of incremental "available cash” at
today's distribution rate, which will make completing
acquisitions that boost cash flow for both the general
partoer and unitholders very difficult,

= Debt has risen with each acquisition and is near the
company’s target level, Any large acquisition would

lc Moat  Indastry
Pipslinas

Ticker
Energy KMp

18quire going back to the well to raise more capital,
which the company has done several times during the
past foew years.

* The recently passed legislation that eases dividend
taxes doss not benefit owners of partnerships like KMP.
On a relative basis, this makes other investments that
pay regular dividends more attractive than they once
wore.,

* There are more-atiractively priced parts of the Kinder
empire, namely Kinder Morgan Management.

Financial Ovarvipw

Growth: Growth has been astonishing in the past few
years, but nearly all of it came from numsroys
acquisitions. Though we expsct future purchases, growth
should slow considerably, Ws forecast intemglly
generatod distribution growth of 6%-8%.

Profitability. Retumn on invested capital has been
lackluster for the past three years: last year itwas 6.1%,
after general partnorship fees paid to parent company
KMI. Absent these fees, KMP's ROIC would be closer to
10%.

Financial Health: Thanks 10 asset purchases, debt has
been growing and now stands at $4.6 billion against a
capital base of $8.1 billion. The firm aims to keep its
debt/capital ratio near 50%, and & regent secondary
offering will help here.

Company Dvarview
Profile: Kinder Margan Energy Partners {KMP} is a mastar
timited partnership that consotidates fixed assets used to
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transport energy commodities. It owns and operates morg
than 25,000 miles of pipelines for oil angd 9as transport. It
3150 owns nearly 100 processing tarminals that can handle
and store liquids, gases, and dry bulk materials such as
toal, As a partnership, KMP pays no corporate income tay,
but its tax burden flows through to individual stockholders.

Strategy: Aiming to leverage its tax-advantaged status,
KMP is the leading 1oll-up in the business of transporting
and processing energy commodities, It aims to buy {roll up}
cash-flow-generating assets. such as pipelines, from other
energy companies at discount prices and then increase
their utilization and efficiancy. its ultimate goal is to
increase cash flow and partnership distributions.

Management: We think founder Richard Kinder is one of
the best CEOs in snergy, and he has often been a finghist
for Momingstar's CEQ of the Year award, This may sound
strange, considering that Kinder was presigen of Enron
uritil 1996, but he lsft well before the funny business
began. We admire that Kinder is the lowsst-paid CED of
any major public corporation. Since the firm’s founding, hig
only compensation has been his $1 annual salary, As the
largest sharoholder, his parsonal fortung rises and falls
with those of the firm's limited partners. Ali othar
executives have their base salary cappad at $200.000, ang
cash bonuses in 2003 were all under $1 million, The only
major ding on our fiduciary grade comes via the
characteristics of the master limited partnarship structyrg
that limits fimited partners’ rights.
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Analyst Notes

07-22-04 No Surprises in Kinder's Earnings

There were no major Surprises when Kinder Morgan and
related company Kinder Morgan Energy Partnors reported
€amings Wednssday night. Our opinions and fair value
estimates arg unchanged, At KMP. afl four of the company’s
business segments showed modest yesr-over-year profit
growth, aided both by intemally gensrated growth and
previous acquisitions. The bottom-line impact was eamings
of $0.51 per limited partner unit, up threa cents from Igst
year. As a result, KMP raised its quarterly cash distibution

Disclaimors & Disclosures

7518 yet again, this time 10 $0.71 per unit. At XM, transport
volume increases across il of jts systems, combined with
contributions from KMP, helped sarnings grow 9%
year-over-year to $0.84 per share. Afthough KMP and KMi's
businesses arg performing well, wa continue to believe that
Kinder Morgan Managernent remgins the best value among
the three publicly traded firms in the Kinder empire.

than 1% of the sharas of this company. Analysts
herain is not represented or waranted 1o be
idered a solicitation to buy or sell any security.

No Momingstar employees arg officers or directors of
covering this company t
accurate, correct, complete, or timely. This roport is for

© 2004 Momingaoy, o, AT Righty Resoved. In0aded tor U2, smpidunrs oy, Dats 26 Ofiginetty raponos. Corinin Hnérgind 0w 5 progwintary O Mrgent. ¥e, CumStock. g Giviyign o tritvactivg Dara
bwﬂwmww:uzm\hc Nwmmnahhmwwluuwwwmmmmnﬁeuum_ TN report iy 1w in1o)MBtion BUTOSEY only, and shoukd
WNWImiﬁluliwwbuywmwm.ﬁy, Yo e der tuorinie o gex pemmtzaion 10 upes Wiy inforrtion 30 712.98 8100,

MORNINGSTAR®



Docket No. RP05-_

Exhibit No. __ ng- 15G )

Page 6 of 8

Motningstar® Stock Report At pricing ga1p thry 12-43.04 Fiscaryoar-and: Dacombas

H LasiTlose $  Baley SMit Mki Cap $Mi Induytry
Kinder Morgan Energy Partners KMP sass . saom 5,250 Feind
Kinder Morgan Energy Partners (KMP) i# master limited g, ingstar Ra B Risk Fair Vahug Economic Moat  Bryle Sector
parnership that consolidates fixed assats uged 1p ranspon &% Hold Average $45.00 Wide Medlom Valug Energy
Bnergy commodities. R owns and operates more than 25,000 )
milas of pipatinas for oil gngd gas bansport. R also owns 863 [ 872 | 728 | 2083 41905 1281 (2808 | 3965 | 3889 | a9ss 2927 Annual Price Nigh
nearly 100 processing termingls that con hangle and store 575 | 597 8.09 M:,, W23 1650 [ 1819 25'12, 2600 | 3351 | 3785 k';?en( Spig
liquids, gases, snd dry bulk materials such as coal. As 3 r B R Price Volutitity

o Ete 4

359

partnerzhip, KMP pays no Cofporate incoms tax, but its 1ax
burden flows thiough o Individual stockholders.

} Monthiy Highgw
= Pet Strgngth to $&P 500

7 52 week High/tow §
49.95- 37,65 .
B9 10 Yoar HighLow 3
boeinane.. 8BB5 .
) 595-575

Bosr-Market Rank
“ip 10 0-worst)

spfosspartten

500 Dallas Straet Suite 1000
Houston, TX 77002
Phono: 713 368-9000 Webshe: hitp:/ Awwvw kindermorgan com

i -.\_ 13 i :)

SRR o il 5 CHELRENE R ot " Sk Pavtoniici

Ontsa o sw v 92, 247 605 W2 WE M4 @4 .07 sy -35  Totsl Retum %

Revenue % 563 1008 830 529 -283 18 w72 a2 16 555 43 14 714 -120  +/- Market

Operating Income % A 387 420 478 28 0T 183 M2 B4 195 545 132 151 728 +/- tndustry

Eamings/Share % 10140 135 yga 03 91 48 68 67 57 54 ) 57 g2 Dividand Yield %

D"":‘\’,”‘," % N 33 137 155 163 159 180 478 170 44 BIE 408 448 6638 675 Market Cap $M

gfo'::k Ti;j’:m';: ;2 :423 zgg 307; 19051 1998T 19971 19381 1ew9] zupol anl w02l zo0al Tl Fnoncists ]

: y - 64 71 33429 86 2T 4237 652 95D Revenue $Mit
+/- Industry -180 162 193 708 .
+/- Market 67 14 ®2 183 666 583 297 752 187 196 Bross Margin %
. 187 36 564 7 807 868 Opor Income $Mil

_;sp,,ﬂ@ym,_\n.nm' :'._..'_.'_:._,_' i ok 37 :‘4{3._7 131 17 122 . 125 Opsrating Mergin %

Brade Bx Covenm 5YrAvp nd Mkt 1 a_z 278 442 wq _.6_97__ “795 Net income $Mil

Botun on Equity % 22 163 45 g . . ! | 27 s e e e Eamings Por Shers §

Retum on Assets % Bt 75 26 68 083 053 082 113 139 160 205 235 o288 271 Dividends §

Fixed Assat Tums W08 13 g4 BT B BT B IS 172 185 188 Sheres i

:;n:m i by . D5 122 / 03 .38 520 3381 1815 1509 143 102 1029 2579 . Book Valus Per Share $

e S 15— 1926 57 - B B T ot 895  Oper Cosh Flow SMil

Gross Margin % 198 98 51§ 427 S8 8 g m m am om s 57 em Cap Spending SMil

3::35",‘:;1"';’“’" % :g? ?g; ': g :gg M B WM B % 00 m ms 3 1 ge Frea Cash Flow SMil

Frow Cash Flow/Rey % 36 11 M9 i3 =T JNET"3 e e gy 199 2000l 2 2002] 7003 TimA] Protispiviy |

R&D/Rev % - — — 5.4 38 28 39 58 84 68 71 78 8.1 8.0 8.1 Retum on Assets %

. P . 86 81 00 35 156 1B 143 169 1gp DI 212 Retn on Equity %

uFidlancial PesttioR | - 0 o £ 02 78 167 240 R 425 U1 150 144 s 0.7 NetMargin %

Bondes ¢ 12:03 3143 08-04 31 019 0zr 023 02 0% 06 0m 05 os6 e 076 Assat Tumpver
Ck:ilwies ;g :; 23 z4 5 24 19 17 29 22 23 26 26 Fiancisl Levarage
Receivables 591 208 EE LR BT IT™] Er) parvewy geewy 20 20021 20T 06041 Fimanciat o1

Corrant Asgots 706 - 5 S 1w W ay s a5 a4 gy -583  Working Capital $Mif
Fixed Assols —“'ng _7350 150 157 180 17 612 989 1255 2{232 3826 438 3933 Long-Temy Debt $Mil
Intongibles 3 701 128123 mB 150 131 775 2117 i 3B I IEZ Torel Equity SV

Total Asgets — g “ym 141 153 5 100 046 068 083 1a4n 218 220 199 DebyEquity
Payables 78 ) 10041 1998 sl te9r] jaml [E I BPT™TY QR TYY vy p—— Valustion IR
Shart-Term Debt 367 132183 154 2 73 158 21 3 9 A8 220 Pico/Eamings

Cutrent Lisbitities T b4 "3 07 0.7 06 12 85 0.4 07 08 0.7 04 08 P/Evs. Market
Long-Tarm Debt 439 2933 2625 25 61 45 47 43 zp 14 1a 12 Price/Salas

Tota! Liabilitigs 5628 5880 115 18 33 13 a1 19 33 g4 48 17 Price/Book

Tote! Equity =N ppy 61078 142 w9 M1 118 1p g9 19 85 Price/Cash Flow

WeldRilon Alysts > it o B Quartarly Rasults " * 7 S Industiy Poets by Market G © L

Corrgnt 5v¢ Avp td Mk Revenve Inty Sep3 Dec3  Maros Jun 04 MX Cap SMI Bgv SAN) P/E ROE%

Price/Eamingg 220 208 27 %3 Most Recent Periogd 16508 15202 18223 19572  Kinder Morgan Energy 65257  B950 2.0 212

Fosward P/E 20.6 — 2B 3 Prior Year Parigd 213 12217 17988 16645 Willisms Companies g1 4735 — 11

Pf'iceICash Flow 95 104 86 156 B Broam E Sp03  Decd  Nwpa Junos  Enterprise Products 6193 6072 544 8.6

PricafFres Cagh Flow BT Bms n5  ua Most Regent Period 472 24 15 176 MY m g i L .

Dividand Yiald % 63 — 35 1¢ Prior Year Pericy 756 147 1ms e Melebkid el s e

Price/Book 1.7 29 23 44 T —— T e % of shargy

Price/Sales 12 28 33 31 EsmingsPur3bare 3 Sep03  Dect3  Mard  sun08  ANP Dividend Opportunity A 0.13

PEG Ratio 24— 31 21 MostRecent Pariod 043 051  D5Z 051 Gabeli Westwood Blanced AL 003

Prior Year Perlod 050 050 050 048 Fex-funds Total Raturn Utilittes 0.02

':mMﬂuisﬁwlq"uhm oS Avp

v o o U oo o s e 8 e e 633 ot o o Rt bt et e McORNINGSTAR®




Docket No. RP05-___
Exhibit No. ___ (JPW-15G )
Page_7 of _8

Morningstar's Approach to Rating Stocks

Our Key Invasting Concepts
» Economic Most
> Discounted Cash Flow
*= Disgount Rate
» Fair Valye
* Business Risk
» Margin of Sefoty
* Consider Buying/Consider Satting

At Momingstar, we evaluate stocks as preces of a
businss, not as pieces of paper. Wa think that purchasing
shares of superior businesses at discounts 10 their
intrinsic valugs, and allowing those businesses to
compound value over long periods of time. is the surest
way to create wealth in tha stock market, '

Because we focus on the long-term value of busingsses,
rather than short-term movements in stock prices, we'll
often appear to be out of step with the stock market.
When stacks are high, relatively fow will receiva our
highest rating of 5 stars. (We rato stocks 1 through 5
stars, with & being the best and 1 the worst.] But when
the market tumbles, there will likely be many more 5-star
stocks. Although you might expect to see more 5-star
stocks when the market is rising, we think assets are more
attractiva when they're cheap than when theyre dear, We
wait to buy clothes and DVD players when they're on sale,
50 why not do the same for stocks?

Ovr star rating is anchored on each anglyst’s estimate of a
company’s "fair value,” which is what the analyst thinks
the business is worth on a per-share basis, Our analysts
arrive at this value by forecasting how much excess cash
or "free cash flow” the firm will genarate in the future, and
then adjusting that tota} for both timing and risk. Cash
generated noxt year is worth more than cash gengrated
several years down the road, and cash from a stable
business is worth more than cash from a cyslical or
uncentain business.

Stocks trading at meaningful discounts to our fair value
estimates will receive high star ratings. For high-quality
businesses. we require a smaller discount than we do for
madiocre ones, for a simple reason: Wa have more
confidence in our cash-flow forecasts for strong
companies, and thys in our fair value nstimates. The
future is inherently uncertain, and that uncertainty is
greater for some companies than it is for others. If 2
stock’s market price is significantly above our fair vaive
estimate, it will receive a low star rating, no mattar how
wondsrful we think the business is. Even the best
company is @ poor investment if an investor overpays for
its shares,

Our fair value estimates don’t change very often, but
market prices do. So, a stock may gain or lose stars based
Just on movement in the shara price. If we think  stock’s
fair value is $50, and the shares decline to $40 without
much change in the value of the businsss, the star rating
will go up. Our estimate of what the business is worth
hasn’t changed, but the shares are more attractive as an
investment at $40 than they wars at $50.

We calculate our star ratings each night after the markets
close, which is why the rating date on our reports will
always be the previous business day. Howaver, we update
the text of the reports as market events warrant .- vsvally
about once or twice psr quarter -- which is why you'll see
two dates on every Momingstar repost. Of course, we
monitor all of our stocks every day. 50 our ratings are
always current.

Morniagstar Resaarch
Methodolopy for Valuing
-Companies '
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Economic Moat

This is our assessment of a firm's ability to eam retums
abave its cost of capital in the future. Compatition tends
to drive down excess profits, but companies can eam
excess profits for an extended time by creating a
competitive advantage {or economic moat) -- and these
companies are likely to be superior investments.

Wa'ra big fans of companies that are low-cost producers.
create high switching costs for their customers, or have
strong brands or long-lasting patents, because alt of these
characteristics allow companies to protect their
competitive position. For example, Tiffany is far more
profiteble than a run-of-the-mill jewelry chain because it
has a strong brand that creates a moat around its
business, allowing it to charge more than compstitors.

Dizcounted Cash Flow

This is a method for valuing companies that involves
projecting the emount of cash a business will generate in
the future. subtracting the amount of cash that the
company witl need to reinvast in its business, and vsing
the result to calculate the worth of the firm. We use this
technigue o value nearly all of the companiés we cover,

Discount Rate )
Woe use this number to adjust our foracasted cash flows
for the risk that those cash flows may not actwally some to
pass. For g very steady. stable company, we'll use a low
discount rate, since we can have a lot of confidence that
the firm will ganerate the amount of cash that we're
forecasting. For a finm with a cyclical business and fierce
competition, we'll use 3 much higher discount rate, since
there’s much uncertainty surrounding the firm's future. The
discount rate may also be referred to as the “cost of
capital.”

Fair Value

This is the output of our discounted cash-flow valuation
models, and is our por-share estimate of 2 company’s
economic worth. We adjust our fair values for any hidden

liabilities or assets that a firm might have - for example,
we deduct from a company’s fair value if it issues a lot of
stock options or hag an underfunded pension ptan. Our fair
value estimate differs from a “target price” in two ways.
One, it's an estimate of what tha business is worth,
whersas a target price is typically an estimate of what
other investors will pay for the stock. Twao, it's a long-term
estimate, whereas target prices generally focus on the
next six to 12 months. This is g mgthod for valying
companies that involves projecting the amount of cash a
business will generate in the future, subtracting the
amount of cash that the company will nead to reinvest in
its business, and vsing the result to calculate the worth of
the fim. We use this technique to value nearly all of the
COMpanies we cover.

Business Risk

Based on fundarmental factors such as cyclicality,
leverage, competitive strength, and profitability, we divide
our coverage universs into four broad risk categories:
Bolow Average, Average, Above Average. and
Speculative, Unlike some risk ratings, ours is not based on
the volatility of the firm's shares, but rather the -
predictability and strength of the underlying business.

Margin of Safoty

This is the discount to fair value we would requise before
recommending a stock. We think it's prudent to always
buy stocks for less than they're worth - the margin of
safety is like an insurance policy that protects investors
from bad news or overly optimistic fair value estimates.
Wa requirs largor margins of safaty for riskier stocks, and
smaller margins of safety for lower-risk stocks.

Consider Ruying/Consider Selling

The consider buying price is the price at which a stock
would be rated 5 stars, and thus the point at which we
would consider the stock an extromely attractive
purchase. Conversely, consider selling is the price at
which a stock would have a 1 star rating, at which point
we'd consider the stock overvalued, with low sxpscted
returns relative to its risk.
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