Initial Coverage:

Group 1 | Fall 2009

Analysts: Gregg Moore, Qian Shi, Lili Chen, Nicholas Holmes, Greg Bien

Shr.O/S (mm)
EV/EBITDA (2011):
Forwad P/E:
EPS(ttm):

TEV (mm):

EBITDA (mm ttm):
EBITDA (mm 2011):
P/S (ttm)

55.3
7.64
213
$1.17
$2,710
$265
$355
0.97

DCF (MM)
Qi
Q2
Q3
Q4

$57.6
$105.
$6.2
$5.4

1

$84.1
$121.5
$11.9
$11.4E

$98.6E
$135.4E
$24.0E
$15.2E

EBITDA (mm 2011)
Dividend Yield (5)
ROE (% ttm)

3-yr avg ROE (%)
ROA (%ttm)

ROIC (ttm)

Gross Margin (%)
Profit Margin (%)

$355
8.66
14.3
8.7
4.8
13.6
32.43
6.02

$269
8.4
52.9
42.4
10.6
22.6
254
9.7

Page 1

e NRGY current share price is undervalued using both
relative valuation (15%) and discount cash flow
valuation on distributable cash flow (44%).

e NRGY currently has a 1.15 coverage ratio, and we
believe that they will be able to increase distributions
through 2012 while maintaining greater than 1.0x
coverage.

e NRGY has consistently been able to maintain high
gross margins and management has stated that
margins will continue to increase.

¢ NRGY has over $400 million in expansion projects in
its midstream segment, which management has
estimated that through 2012 the projects will
increase distributions 11% -14% when they come
online in 2010 and 2011.

Inergy, LP., (NRGY) is one of the fastest growing master
limited partnerships (MLPs) in the United States. NRGY’s
operations include the retail marketing, sale and
distribution to residential and commercial customers.
NRGY is the 5" largest propane distributor, currently
serving approximately 700,000 retail customers from
over 300 customer service centers throughout the United
States. NRGY also operates a 40 Bcf natural gas storage
business in New York, a liquid petroleum gas storage
business in the Northeastern U.S., a solution-mining and
salt production company in upstate New York, and a
propane supply logistics and transportation business.!

Since NRGY’s inception in 1996, the company has
followed an aggressive acquisition strategy to grow its
propane business. NRGY has acquired over 50 propane
companies with operations primarily in the eastern U.S.
Recently, NRGY has been focusing on strengthening its
position in the midstream business.

MLPs are an asset class that originated in the 1980s
when Congress passed a law designed to encourage
investment in energy and natural resources industries.
To be classified as an MLP a company must generate at
least 90% of its income from qualified sources, most of
which pertain to natural resources. The limited
partnership structure results in favorable tax treatment
by avoiding taxation at the corporate level.>? MLPs

1 http://investor.inergyholdings.com/phoenix.zhtml?c=132026&p=irblome
2 http://www2.standardandpoors.com/spf/pdf/index/MLP_Primer Nov2008.pdf



http://investor.inergyholdings.com/phoenix.zhtml?c=132026&p=irol-irhome
http://www2.standardandpoors.com/spf/pdf/index/MLP_Primer_Nov2008.pdf

nergy

consist of a general
partner who manages the
operations and limited partners who own the rest of the
units for the partnership.

Inergy Holdings, LP., (NRGP) is the general partner (GP)
and generates cash from its partnership interests,
including incentive distribution rights (IDRs), in NRGY,
the limited partner (LP). The IDRs entitle NRGP to
receive incentive distributions based upon the amount of
quarterly cash distributions that NRGY pays to its limited
partners. As the amount of cash distribution paid by
NRGY to its limited partners meets certain target
distribution levels, NRGP receives payments equal to an
increasing percentage of such cash distributions. Figure
1 shows the IDRs of NRGP. As the table shows NRGP
and NRGY are already at their 50%-50% split because
NRGY’s current distribution is at $ 0.665. The 50%
NRGP holds is the maximum interest a GP can hold in a
LP. NRGP currently holds 4.7 million shares of 55.8
million outstanding in NRGY.

Figure 1:
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Historically NRGY'’s propane segment has been the
driver of growth in the company, but as mentioned
previously a renewed focus on building the midstream
segment has shifted the long-term outlook of revenue
generation. NRGY’s current focus is on natural gas and
liquefied petroleum gas storage facilities in the
Northeast United States. Through capital expansion
NRGY is in the process of building a solid network of
pipelines connecting their storage facilities to one
another and to third party pipelines to transport natural
gas. NRGY currently has three large midstream
projects (approx. $550 million) under construction, with
target completion dates of: 2010 for Thomas Corners
Natural Gas Storage project ($94m), 2010 for Finger
Lakes LPG storage ($52m), and 2011 for Marc I Hub
Line ($375-$425 m). NRGY has estimated that
revenues generated by these projects will increase 11%
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-14%, equating to a $.30-$.36 per share.?> The
company estimates that propane will make up
approximately 60% of EBITDA, with midstream
contributing the other 40% in 2010.* Management'’s
focus on growing the midstream segment has rapidly
made the segment a larger component of business and
will be the driver of revenues in the future. Segment
revenue is driven mainly by retail propane and is

broken down in figure 2.
Figure 2:
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NRGY'’s past strategy to grow its propane segment has
been to buy small "mom and pop” retailers at low
multiples and to operate them as subsidiaries. Operating
them as subsidiaries has been a successful strategy
because it provides a seamless transition for customers.
Management’s current strategy is to expand existing retail
footprint and establish new footprints through further
acquisitions.’

NRGY has also taken a more conservative approach to
financing its acquisitions and midstream projects since the
credit crisis began in 2008. They have raised $400 million
in debt and equity since September 2008 and have used
their revolving credit facility to finance projects. NRGY
has targeted debt-to-EBITDA of approximately 3.5 to 4.0x.
The company is currently at 3.3x. Over the past 12
months, gross margins have been improving and can
contribute to NRGY’s growth. See Figure 3:

Figure 3:
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3 http://phx.corporate-ir.net/External. File ?item=UGFyZW50SUQ9IMTUOODYV8Q2hpbGRIRDOtMXxUeXBIPTM=&t=1

4 http://phx.corporate-ir.net/External.File?item=UGFyZW50SUQ9IMTUOODYV8Q2hpbhGRIRDOtMXxUeXBIPTM=&t=1

5 http://phx.corporate-ir.net/External.File?item=UGFyZW50SUQ9MTUOODV8Q2hpbGRIRDOtMXxUeXBIPTM=&t=1



http://phx.corporate-ir.net/External.File?item=UGFyZW50SUQ9MTU0ODV8Q2hpbGRJRD0tMXxUeXBlPTM=&t=1
http://phx.corporate-ir.net/External.File?item=UGFyZW50SUQ9MTU0ODV8Q2hpbGRJRD0tMXxUeXBlPTM=&t=1
http://phx.corporate-ir.net/External.File?item=UGFyZW50SUQ9MTU0ODV8Q2hpbGRJRD0tMXxUeXBlPTM=&t=1

Inergy L.P., Inc

Due to the MLP structure of NRGY we felt that focusing
on distributable cash flow and coverage ratio was the
best way to value the company rather. We performed a
discounted cash flow analysis on the NRGY’s
distributable cash flow. Our analysis showed that NRGY
current share price of $30.08 is 44.3% undervalued.
Figure 4 shows our forecasts for NRGY's distributable
cash flow and coverage ratio through 2012. We feel
that the projects coming online in the midstream
segment in 2010 will increase distributable cash flow
through 2012. We anticipate NRGY to grow distributions
to $2.80 for 2010 and having a coverage ratio of 1.21.
We do not anticipate NRGY to fall below 1.0x coverage
through 2012.

Figure 4:
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The distributable cash flows were discounted at a rate of
8.72%, our estimated cost of capital. Other
assumptions in our DCF valuation included a terminal
growth rate of 1% and a distribution of $2.59.

In addition to our discounted cash flow analysis, we also
performed a relative valuation comparing NRGY to key
competitors AmeriGas Partners (APU), Ferrellgas
Partners (FGP), and Sububan Propane Partners (SPH).
According to our relative valuation NRGY is undervalued
by 15%.

Page 3

We developed our relative valuation by estimating
each competitor’s 2011 EBITDA and using the average
of the comparables’ TEV/EBITDA (2011) which is 8.48
as the multiple. EBITDA of NRGY in 2011 is $355
million, the implied equity value is $1,931million and
target price is $34.9.

TEV* $3,005mm
+cash 13.0
-Debt 1,087mm

Implied Equity Value 1,930mm

° Shares Outstanding 55.3mm

ETP is excluded in relative valuation because its
market capital and TEV are five times larger than
NRGY and other competitors. APU, SPH and FGP have
similar size as NRGY which are more suitable for
comparable multiple.

While there is great uncertainty in the future of
commaodity prices, we feel that NRGY provides a
compelling buy opportunity. NRGY has outstanding
margins in both its propane and midstream segments
and we estimate that it will continue to grow
distributions through 2012 and maintain greater than
1.0x coverage. Expansion projects in the midstream
segment will provide 11%-14% growth through 2012.
For the APM class continuing to hold TYY, which is a
fund of midstream MLPs makes sense because they
provide some inflation protection through their fee
based nature which will be a good play as inflation is
expected to rise.



