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SELL/SHORT BOARDWALK PIPELINE PARTNERS (BWP) 

• Boardwalk Pipeline Partners’ (BWP) base business is at the front-end of a secular decline.  Call it the second 
inning.   

 
• As cash flows have started to fall, the Company has turned to aggressive non-GAAP accounting to bridge the 

widening gap between its earnings and distributions. 
 

• BWP’s recent move to selling assets and counting the entire cash proceeds from the sale (not even the gain!) as 
DCF is a clear acknowledgment that operating cash flows do not cover distributions.  This aggressive non-GAAP 
adjustment made up 26% of LP DCF in 3Q13.   

 
• The commitment to the outsized distribution has compromised the balance sheet; net-debt-to-TTM-EBITDA will 

soon approach the 5.0x covenant ratio, limiting BWP’s ability to take on additional debt.   
 
 
• BWP needs to cut its distribution to a sustainable level, which we estimate would be more than 

50% below the current $2.13 per LP unit per year.   
 
• BWP may opt to issue equity instead, but such a can-kick only exacerbates the fundamental issue.   
 
 
• The bull case for BWP rests upon the proposed Bluegrass project, and the belief that the general partner, Loews 

Corp. (L), will “support” the MLP via special financings.  We believe that these hopes are misplaced.  
  
• At the current price of $25/unit, BWP trades at 30.0x 2014 earnings, 14.0x EV/2014 EBITDA, and 2.0x tangible 

book value (all adjusted for the GP’s take).   
 
 
• BWP has no organic growth and historically has earned a return on invested capital of 6 – 7%, below its cost of 

capital.  We cannot justify the current equity valuation.   
 
• We believe that fair value for BWP is $16 – $18/unit, ~32% below the current price.  

 

About Boardwalk Pipeline Partners……BWP is a mid-cap ($6.1 billion) MLP that transports and stores natural 
gas in the southern, central US.  It was formed by the diversified holding company Loews Corporation (L) in 2005; 
today Loews owns 52% of BWP’s LP units, a 2% GP interest, and all incentive distribution rights (IDRs).  BWP is in 
the “high splits,” where 50% of BWP’s incremental distributions are paid to Loews.  BWP’s core assets include three 
intrastate natural gas transmission systems – Gulf South, Texas Gas, and Gulf Crossing – and other storage and 
midstream assets, primarily in the Gulf Coast region.  BWP and Loews own a combined 50% stake in the Bluegrass / 
Moss Lake joint venture (Williams (WMB) is the 50% partner), which is a proposed NGL pipeline, fractionation, and 
export project in the early stages of development.   
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DISCLAIMER 
Hedgeye Risk Management is a registered investment advisor, registered with the State of Connecticut.  Hedgeye 
Risk Management is not a broker dealer and does not make investment recommendations.  This research does not 
constitute an offer to sell, or a solicitation of an offer to buy any security. This research is presented without regard 
to individual investment preferences or risk parameters; it is general information and does not constitute specific 
investment advice.  This presentation is based on information from sources believed to be reliable. Hedgeye Risk 
Management is not responsible for errors, inaccuracies or omissions of information.  The opinions and conclusions 
contained in this report are those of Hedgeye Risk Management, and are intended solely for the use of Hedgeye Risk 
Management’s clients and subscribers.  In reaching these opinions and conclusions, Hedgeye Risk Management and 
its employees have relied upon research conducted by Hedgeye Risk Management’s employees, which is based upon 
sources considered credible and reliable within the industry.  Hedgeye Risk Management is not responsible for the 
validity or authenticity of the information upon which it has relied. 
 
 

TERMS OF USE 
 
This report is intended solely for the use of its recipient.  Re-distribution or republication of this report and its 
contents are prohibited.  For more detail please refer to the appropriate sections of the Hedgeye Services Agreement 
and the Terms of Use at www.Hedgeye.com. 
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Key Asset Overview  

Texas Gas Transmission – Loews Corp. (L) acquired Texas Gas Transmission from Williams (WMB) in April 2003 
for $1 billion (~7x 2003 EBITDA).  First built in 1948, this 6,000 mile natural gas transmission system originates in 
Louisiana, East Texas, and Arkansas and flows north and east.  Key end markets include Memphis, Cincinnati, and 
Indianapolis.  Texas Gas has peak-day deliverable capacity of 4.4 Bcf/d and was 57% utilized in 2012.  It has 84 Bcf 
of gas storage capacity, largely in Kentucky.  In 2009 the system was expanded with Fayetteville and Greenville 
laterals, a $1.8B project, anchored by 10-year firm contracts with Southwestern Energy (SWN).  Texas Gas generated 
$289MM of operating EBITDA in 2012, ~39% of BWP’s total EBITDA. 

Gulf South – Loews Corp. (L) acquired Gulf South from Entergy/Koch in November 2004 for $1.1B (~9x 2005 
EBITDA).  This 7,000 mile natural gas transmission system was created in the 1930s, and sprawls across west Texas, 
Louisiana, Mississippi, and western Florida.  Key end markets include New Orleans, Jackson, Mobile, and Pensacola.  
Gulf South has peak-day deliverable capacity of 6.8 Bcf/d and was 44% utilized in 2012.  It has 83 Bcf of gas storage 
capacity.  Between 2007 and 2009, BWP invested ~$2 billion into Gulf South with the East Texas to Mississippi 
Expansion and the first Southeast Expansion.  In 2012, Gulf South generated ~$268MM of operating EBITDA, 37% of 
BWP’s total EBITDA. 

Gulf Crossing – BWP built Gulf Crossing and put it into service in January 2009.  It is a 350-mile natural gas 
transmission line that originates in East Texas and proceeds to Perryville, LA.  Gulf Crossing sources gas primarily 
from the Barnett and Woodford shales, and delivers it to end markets in the Midwest, Northeast, and Southeast via 
interconnections with BWP-owned Texas Gas and Gulf Coast, as well as unaffiliated pipelines.  The line has peak-day 
capacity of 1.7 Bcf/d and delivered ~1.3 Bcf/d in 2012.  Gulf Crossing generated ~$145MM of operating EBITDA in 
2012, or ~20% of BWP’s total EBITDA. 

Boardwalk Field Services – BWP owns and operates a $90MM gathering system in the NE part of the Marcellus 
Shale, where Southwestern Energy (SWN) is the core customer.  The first portion of the system went into service in 
early 2012.  BWP hasn’t mentioned this asset in over 18 months.  BWP also has a $300MM investment in an Eagle 
Ford gas gathering and processing system.  The capacity on the 400-mile gathering system is 300 MMcf/d, and the 
Flag City processing plant can handle 150 MMcf/d.  The plant is 50% utilized with Talisman and Statoil signed to 
long-term contracts.  BWP’s foray into the G&P industry has largely been a failure. 

M idstream and Storage Assets – BWP acquired Gulf Coast midstream and storage assets for $1.2B in two 
transactions, Louisiana Midstream in 2012 and HP Storage in 2011.  Both were acquired for ~1.1x tangible assets.  
The assets include salt dome natural gas and NGL storage facilities and the associated pipelines, as well as brine 
supply services for the petrochemical industry through two hubs in southern Louisiana.  HP Storage and Louisiana 
Midstream have 34 Bcf of working gas storage capacity and 18 MMbbls of NGLs storage capacity.   
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Figure 1: BWP Asset Overview.  Source: bwpmlp.com  

 

 

Figure 2: Gulf South Pipeline Map.  Source: gulfsouthpl.com 
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Base Business Enters Long-Term Decline 

“The increases in firm revenues were driven primarily by high west-to-east basis differentials that 
we started experiencing in the second half of 2005, which drove our ability to sign up contracts at 
higher rates and for longer terms.” – CFO Jamie Buskill, February 2007 Earnings Call 

From 2005 – 2008 natural gas in western Florida traded at more than $1.00/Mcf premium to the benchmark in 
western Texas (Waha); today that differential is down to $0.10/Mcf. 

BWP’s core business is at the front-end of a long-term decline … call it the second inning.  BWP guided 
2013 transmission revenues to down $40MM year-over-year, and down another $40MM year-over-year in 2014, due 
to transportation contracts rolling off.  Since 2009, the basis differentials that drive demand and pricing on BWP’s 
pipeline systems have trended to zero (see Figures 3 – 5), and calendar spreads and price volatility have declined 
(see Figures 5 – 6), putting downward pressure on the rates that BWP can charge for gas transportation and 
storage, as well as capacity utilization.  In 2012, BWP’s three major transmission systems operated at 53% of 
combined, peak-day capacity utilization, down from 63% in 2010.   

 

Figure 3: Appalachia Basis Differential 
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Figure 4: Waha, TX Basis Differential 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 5: Florida Basis Differential 
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Figure 6: Henry Hub 12M Calendar Spread 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 7: Henry Hub 180 Day Volatility 
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As BWP’s negotiated-rate contracts roll off, they are re-contracted at lower rates and for shorter 
durations.  In 2013, BWP had ~800 MMcf/d of contracted capacity roll on its Gulf South system, which was the 
main driver behind the $40MM decline in revenues.  BWP’s Index of Customers suggests that 2014 should be a 
milder year for contract rolls compared to 2013, which is why BWP’s guidance of transportation revenues 
down another $40MM in 2014 is alarming.  We speculate that the long-term contracts that expired in 2012 and 
2013 were re-contracted to a short duration (~12 months), and will roll again in 2014.  There is a snowball effect as 
long-term contracts are resigned as short-term contracts, and roll over more frequently. 

2015 and 2016 will again be difficult revenue years for Gulf South, with a combined ~1.0 Bcf/d of contracted capacity 
rolling off.  Texas Gas will have ~100 MMcf/d per year roll in 2014, 2015, and 2016.  Then the 2018 – 2020 period 
will be especially interesting (painful?) for all of BWP’s systems, as BWP invested massively to expand capacity 
between 2007 – 2009, spending a combined ~$5 billion on four major growth projects: Gulf Crossing, the 
Fayetteville and Greenville laterals (Texas Gas), the East Texas to Mississippi Expansion (Gulf South), and the first 
Southeast Expansion (Gulf South) (see Figure 8).   

 

Figure 8: BWP’s 2007 – 2009 Expansion Projects.  Source: BWP December 2008 Presentation 

 

The contracts supporting these expansions were executed between 2007 and 2009, and the new capacity was put 
into service between 2008 and 2010; most were 10-year firm, fixed-fee contracts, meaning that BWP will see most of 
these contracted volumes roll off between 2018 and 2020.  While we don’t know where basis differentials will be 5 to 
10 years from now, we believe that shale gas has fundamentally changed supply dynamics, and that we’re unlikely to 
return to the era of wide regional basis differentials that we were in when BWP inked these contracts in 2007 and 
2008.   

In short, we believe that BWP’s base business is likely to face at least 7 to 8 years of revenue 
headwinds from contract rolls; this is not a problem that goes away after 2014 (see Figures 9 – 11). 
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Figure 9: Gulf South Contract Expirations 

 

 

Figure 10: Texas Gas Contract Expirations 
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Figure 11: Gulf Crossing Contract Expirations 

 

 

BWP has a weak backlog of organic expansion opportunities, which will not offset the decrease in cash flows from 
the core business.  Its largest project under construction is the $300MM Southeast Expansion on Gulf South that is 
scheduled to be in service in 4Q14.  BWP is also adding three connections to new power plants that will be in service 
in 4Q13, 1Q14, and 4Q14; these three connections will cost $55MM combined.  That’s $355MM of committed 
capital to organic growth; it just doesn’t move the needle.  If we simplistically assume construction 
economics of 6x EBITDA and maintenance CapEx 30% of EBITDA, we are looking at ~$40MM of incremental DCF, 
enough to offset one year of revenue declines from the base business. 

The hope for many BWP bulls rests upon the proposed Bluegrass Pipeline project… 

 

Bluegrass – BWP’s Silver Bullet? 

A key tenet of the BWP bull case is that, if it goes ahead, the proposed Bluegass Pipeline and Moss Lake Frac/Export 
project will save the day.  We disagree.  BWP’s “silver bullet” isn’t all that silver.   

Bluegrass / Moss Lake is a complex project that will initially transport 200,000 b/d of NGLs (with expandable capacity 
to 400,000 b/d) from the Marcellus and Utica shale plays south to the Gulf Coast for fractionation and export.  It is a 
50/50 joint venture between BWP/Loews and Williams (WMB).  Loews is funding the majority of the pre-construction 
development costs for BWP and will own a 90% equity interest in 50% of the total project.  In other words, once 
Loews contributes enough capital to earn its 90% interest, BWP will own 5%, Loews 45%, and WMB 50% of 
Bluegrass.  The takeaway is that this is really Loews’ organic growth project.  It’s likely that if the 
partnership does proceed with Bluegrass, it will be funded mostly by Loews and WMB, and Loews will “drop down” its 
interest to BWP over time, likely at a premium multiple to the organic economics.     
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Bluegrass involves converting ~600 miles BWP’s underutilized Texas Gas natural gas pipeline to NGL service, and the 
construction of ~500 miles of new pipeline, primarily in Ohio and Kentucky (see Figure 12). 

 

Figure 12: Bluegrass Pipeline Proposed Route.  Source: bluegrasspipeline.com. 
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At the other end of the pipe, BWP/Loews and WMB will construct a new large-scale NGL frac plant, storage facilities, 
and export terminal (“Moss Lake”) near Lake Charles, LA.  Petrochemical plants in the area provide a market for the 
lighter ends of the NGL barrel (ethane / propane), but the heavier NGLs will have to be exported. 

In our analysis and valuation of BWP, we assume that Bluegrass gets the green light, though it is not a 
certainty.  Kinder Morgan Energy Partners (KMP) and Markwest Energy (MWE) have a competing project that will 
also transport NGLs out of the Northeast, but to Mt. Belvieu, TX, the largest NGL hub in the US.  The KMP/MWE 
project involves converting 1,000 miles of KMP’s underutilized Tennessee Gas Pipeline to NGL service, and the 
construction of 200 miles of new pipeline, mostly in Texas.  This project will have initial design capacity of 150,000 
b/d, expandable to 400,000 b/d.  MWE’s CEO Frank Semple said in August 2013 that his project “absolutely 
competes with Bluegrass,” and that “there’s probably only enough volume to support one of those two projects.” 

In our opinion, the KMP/MWE project has certain advantage over Bluegrass: 

• Lower capital cost – the KMP/MWE project is expected to cost ~$2.0 - $2.5B while Bluegrass is likely to cost 
over $3.0B (though no official estimates have been released). 

• Easier permitting and construction – Bluegrass needs 500 miles of new pipeline with most of it in Kentucky 
in Ohio, while KMP/MWE needs 200 miles with most of it in Texas. 

• Better end market optionality with delivery into Mt. Belvieu versus Louisiana/export. 
• From an execution and reliability standpoint, we would give the edge to MWE over WMB in the northeast 

gathering and processing, and KMP over BWP with the long-haul NGL transport. 

Bluegrass is competing on price with a lower cost, lower risk project that will be built and operated by 
two companies with more experienced in Northeast G&P and long-haul transportation.  Even if 
Bluegrass does go through, it’s likely to be a low return project. 

It’s difficult to know what, exactly, this project means to BWP, as there are many unknowns with the project still in 
the early stages.  An “open season” for capacity commitments is underway and will close in mid-December.  A final 
decision on the project is likely in 1Q14.  A few uncertainties include the size of the export facility, the capital cost of 
the project, how it will be financed, how/when it eventually gets down to BWP, how BWP’s contribution of the Texas 
Gas assets will factor in, and expected returns.  And again, the project may not go through at all.  If it does go 
through, it’s an early-2016 event. 

In valuing the project, we discount expected future free cash flows at BWP’s WACC, assuming that BWP invests 
$1.5B at an 8.0x EBITDA multiple with maintenance CapEx equal to 35% of D&A, and a useful life of 30 years.  While 
the resulting 11% return on investment seems optimistic given that BWP is unlikely to finance the project itself but 
acquire it from Loews, competition from the KMP/MWE line will pressure project economics, and BWP’s historic ROIC 
is ~5 – 7%, we’re fine with it to compensate BWP for contributing a portion of the Texas Gas line, which we have not 
explicitly included in our valuation.  We also want to be conservative in our approach.  The result is a NPV of 
$458MM, or $1.88/unit (see Figure 13).   

Figure 13: Simple Bluegrass Valuation Summary 
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Aggressive Accounting #1: Cash from Asset Sales as DCF 

BWP is selling operating assets and counting the entire cash proceeds from the sale (not even the 
gain!) as DCF. 

In our view, it’s aggressive just to include gains from an asset sale in DCF, as DCF is typically the metric that 
investors and analysts use to estimate the continuing value of an MLP.  For instance, if an MLP were to acquire an 
asset for $2, sell it for $4, realize a gain of $2, and call it $2 of DCF, one might value that transaction at $25 using an 
8% yield target.  Cash outlays for acquisitions are not deducted from DCF; cash proceeds from asset sales shouldn’t 
be included either.   

But BWP’s method appears even more misleading, as it calls the entire cash proceeds from the sale as 
DCF, reminiscent of LINN Energy’s derivatives accounting.  If BWP acquires an asset for $2 (which it finances 
with an equity or debt raise), sells it for $4, it would say that that transaction resulted in $4 of DCF!  An analyst 
might value that at $50 using an 8% yield target.  Like LINN Energy’s flawless record of generating DCF with 
commodity derivatives, BWP can’t “lose” when buying and selling assets… 

We take no issue with BWP selling assets.  In fact, with BWP’s total debt of $3.4 billion pushing 5.0x TTM EBITDA it 
may be in its best interest to sell down under-utilized assets to pay some of that debt down.  But calling the cash 
proceeds “DCF” is aggressive, and likely damaging to unitholders in the long-term.  

What BWP is doing is selling “base gas” out of its storage reservoirs.  This natural gas is needed to maintain the 
functionality of the storage system; it is capitalized as a long-term asset and held on the balance sheet at cost.   

BWP’s justification for the move to monetize some of this gas is that it’s meant to “provide capacity for additional 
parks of customer gas under PAL service as well as a result of a change in the storage gas needed to support 
operations and no-notice services” (3Q13 10-Q).  This may be true, but again, the cash should not be DCF.   

In 3Q13, proceeds from the sale of base gas amounted to $27.4MM, which was 26% of LP DCF 
(reported DCF after distributions paid to the GP); the number is material.   

As of September 30, 2013, BWP had $81.6 million gas stored underground on its balance sheet.  Due to lack of 
disclosure, we don’t know the volume number, so we can’t exactly say if that’s an accurate reflection of market 
value.  But in 3Q13, BWP disclosed that it sold 9.7 Bcf of gas stored underground “with a carrying amount of $23.1 
million” (3Q13 10-Q), or $2.38/Mcf.  This average price is up from the $0.52/Mcf gas (5.0 Bcf with a carrying amount 
of $2.6 million) that BWP sold in 2Q13, indicating to us that its inventory of very low-basis gas is running down.  
Given the trend in natural gas prices over the last decade (generally lower), it’s unlikely that the carrying value of 
BWP’s storage gas is materially below its current market value (~$4.00/Mcf).   

That would also explain BWP’s decision to change its DCF methodology earlier this year from including just the gains 
from sales to cash proceeds from sales as DCF.  Changes in disclosure and/or accounting methods tend to be red 
flags.  This is not something that BWP has always done.   
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Below is BWP’s reconciliation to DCF snipped directly from its 2011 10-K (filed February 2012): 

 

And here is BWP’s reconciliation to DCF snipped directly from its 2012 10-K (filed February 2013): 

 

Note how the calculation changed such that gain (loss) on disposal of operating assets is now deducted (added 
back), and the cash proceeds are added, when reconciling DCF to net income.  This renders the gain/loss 
meaningless, and only cash proceeds matter.  When BWP made this change it retroactively increased 2011 DCF by 
$31.5 million, 2010 DCF by $30.9 million, and 2008 DCF by $63.8 million so that the old numbers corroborated the 
new numbers – and there wasn’t so much as a footnote or comment noting the change or justifying it.  It’s clear to 
us that BWP saw the looming DCF shortfall coming, and decided to get creative to bridge the gap.   
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In 3Q13 proceeds from the sale of operating assets were $27.4 million.  Including this adjustment, BWP generated 
LP DCF of $0.43/unit for 0.80x distribution coverage in the quarter.  Excluding the cash proceeds, BWP only 
generated LP DCF of $0.32/unit for 0.59x distribution coverage.   

        

Aggressive Accounting #2: Understated Maintenance CapEx 

BWP’s maintenance CapEx has come in at only $37 million through the first three quarters of 2013, or ~$49 million 
on an annualized basis.  This is about the same amount of maintenance CapEx that BWP reported in 2007, when the 
asset base was one-third of the size it is today.  In 2007, BWP incurred maintenance CapEx equal to 58% of D&A; so 
far in 2013, BWP’s reported maintenance CapEx has amounted to only 18% of D&A.  On any relevant 
metric, maintenance CapEx has fallen significantly (see Figure 14).  As we’ve experienced many times in the MLP 
sector, this is a convenient string to pull when the distribution is at risk.  Recall that “maintenance CapEx” is an 
unaudited, non-GAAP measure at the discretion of the general partner. 

Figure 14: BWP’s Maintenance CapEx Falling Fast 

 

Despite run-rate maintenance CapEx through the first three quarters of 2013 running significantly below BWP’s 
annual guidance of $100 million (as reiterated in the 3Q13 10-Q), management states that it is a timing issue, and 
that the spend will be large in 4Q13: 

Analyst: “Okay. And the second question, just on the maintenance CapEx, I think you just said 
$100 million guidance for the year.  You spent about $37 million year-to-date.  What's driving the 
large increase in 4Q?  Is that just typical timing, or is there something specific this quarter?” 

BWP CFO Jamie Buskill:  “It's related to timing.  There has been a lot of work that is nearing 
completion that will be finalized in the fourth quarter, so we will have a relatively large capital 
spend in the fourth quarter.  We are still guiding to $100 million.  It wouldn't surprise me if we 
come in a little bit less than that, but right now $100 million is our target” (BWP 3Q13 earnings call 
transcript). 

If BWP incurs $60 million of maintenance CapEx in 4Q13 (which would take the 2013 total to $97 
million), we estimate that BWP will only generate DCF to the LP of $0.30/unit for 0.57x distribution 
coverage in a seasonally-strong quarter.  If BWP does not spend this maintenance CapEx, what is the reason?  
Maintenance CapEx does not strike us a discretionary line item; either BWP is deferring these capital costs, incurring 
them and calling them expansion CapEx, or just flat out shelving maintenance projects. 

Further, the decline in BWP’s base business (read: cash flows) highlights the fundamental problem with the 
maintenance CapEx concept.  Similar to many MLPs, BWP defines maintenance CapEx as, “capital expenditures to 
replace partially or fully depreciated assets to maintain the operating capacity of or sales generated by existing assets 
and extend their useful lives. Maintenance capital expenditures include expenditures required to maintain equipment 
reliability, storage and pipeline integrity and safety and to address environmental regulations” (BWP 8/30/13 
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Registration Statement).  Maintaining capacity does not maintain cash flows; excess capacity is real, and BWP 
has a lot of it. 

So while BWP’s base gas transmission business is losing ~$40MM per year in cash flow due to contract rolls and 
reduced capacity utilization, it has not held back from distributing any of the growth CapEx needed to replace that 
cash flow decline.  BWP is diluting its capital structure in order to preserve near-term distributions, which will be a 
headwind to long-term distribution growth. 

In our view, BWP’s full-year 2013 guidance for maintenance CapEx of $100MM is not an accurate 
reflection of what this company needs to spend to keep cash flows flat.  As evidence, we estimate that 
BWP’s CFFO will be down year-over-year in 2013 on $330MM of total CapEx, and down again in 2014 
on $350MM of total CapEx.  ‘What’s the “right” maintenance CapEx number?’ is a difficult question, 
one which we have wrestled with many times when analyzing MLPs.  But if the base business if losing 
$30 – 40MM in cash flow per year due to lower prices and volumes, and we assume a 9% DCF return 
on invested capital (in-line with BWP’s historical average; BWP’s NOPAT ROIC historically averages 
~6%), then BWP needs to spend ~$400MM in CapEx per year to make up for the decline in the base 
business in addition to maintaining the functionality of the existing systems, which is costing 
~$100MM per year.  Thus, we believe that for the next several years, BWP needs to spend ~$500MM of 
CapEx per year to keep cash flows flat.  That puts free cash flow near zero.   

 

Financials – Something’s Got To Give 

BWP should cut its distribution in half, that might be sustainable.   

BWP is difficult to model because the current distribution is so dilutive to the capital structure; the longer that BWP 
maintains it, the more damaging it is to the equity value.  BWP’s net debt will be at 4.8x TTM EBITDA (and nearing 
its total leverage covenant of 5.0x) by YE13, it has negative cash flow growth, and distributions plus CapEx will 
exceed CFFO by ~$400 million per year in 2014 and beyond.  Something has to give – BWP has to either cut 
its distribution or issue equity (or both) to avoid breaching its total debt covenant in 2014.  If we cut the 
distribution by 18% to $1.75/unit in 2014, we still see BWP needing to raise ~$300 million in capital next year, with 
little room to take on additional debt. 

If we assume $145 million of maintenance CapEx in 2014 (arbitrarily using 50% of D&A – as discussed above, if we 
used something closer to the $500 million needed to sustain cash flows, the distribution would be near zero), BWP 
will only generate $1.42/unit of LP DCF, and will only cover 81% of the already-lowered distribution of $1.75/unit.  
We do not use DCF for valuation purposes because of the “maintenance CapEx issue,” though it is useful to know 
where distribution may shake out in the near-term (see Figure 15). 
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Figure 15: Reconciliation to DCF.  Sources: Hedgeye Estimates, BWP Filings. 

 

Cutting the distribution to $1.75/unit does not help BWP much at all. 

The situation is so dire that it would not surprise us to see BWP do something more drastic, perhaps a major 
acquisition or merger that could serve to de-lever, diversify, and distract.   

It’s also possible that Loews bails out BWP with special financing (special units with delayed or paid-in-kind 
distributions), though that’s uncertain, and is a tenuous bull case (but a popular one).  Loews was supportive of BWP 
with special financing during the credit crisis, but BWP is much different today than it was five years ago.  In 2008 – 
2009 BWP had $5 billion of expansion projects under construction with long-term contracts, and the outlook for 
natural gas transmission and storage was bullish.  Today, BWP has ~$350 million of growth projects underway (ex. 
Bluegrass) and BWP’s base business is at the front-end of a long-term decline.  Loews has its own shareholders to 
answer to; it may not be BWP’s safety net. 

 

Valuation – What’s BWP Worth? 

We value BWP using a net asset value approach that relies primarily upon discounting future free cash flows on an 
asset-by-asset basis at BWP’s cost of capital (we’re using a 7.0% WACC for our base case, which we believe is 
conservative).  FERC forms for BWP’s three core systems – Gulf South, Texas Gas, and Gulf Crossing – provide asset-
level granularity into profitability and contract terms.  We forecast volumes, revenue per unit, and operating costs of 
each system through 2020, hold volumes flat and increase price and costs by 2.0% thereafter.  We forecast 
maintenance CapEx at 25% of D&A.  This assumption, too, strikes us as conservative and is likely an impossibility 
(i.e. what happens to the rate base over time when investing 25% of depreciation?).  However, we do so to adjust 
for the fact that we are only discounting 30 years of cash flows and assigning no salvage/terminal value to the assets 
given the uncertainty of what old steel and rights-of-ways will be worth 30 years from now.  We sanity-check our 
NAVs by comparing them to our 2014 EBITDA estimates, and find that our valuations for the major assets fall 
between 9 – 12x forward EBITDA, which does not at all seem too low, especially when considering that Loews 
purchased the same assets 10 years ago for 7x and 9x forward EBITDA, when the outlook for long-haul gas 
transmission was stronger.   

We then make straight-forward balance sheet adjustments, deducting net debt and other liabilities, and adding other 
assets (ex. goodwill), at book value. 
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There is a key off-balance sheet adjustment that must be made.  Loews owns a 2% GP interest and all IDRs, and 
BWP is currently in the 50/50 split, meaning that 50% of BWP’s incremental cash flows are distributed to Loews.  
This is a huge burden on the MLP, and we consider that cash payment as an off-balance sheet liability.  If BWP 
maintains the current distribution, it will distribute ~$55MM to Loews in 2014.  We assign a 15.0x multiple to that 
payment, a discount to the 20.0x multiple that publicly-traded GPs trade at, and the 20.0 – 30.0x multiples we’ve 
seen in past GP takeout transactions (EPD and BPL, for instance).  While a BWP distribution cut would lower the NPV 
of this liability, we do not haircut the NPVs of BWP’s growth projects (namely, SE Expansion and Bluegrass) to reflect 
the fact that some portion of these incremental cash flows will go to the GP. 

Our estimate of intrinsic value for BWP is between $16 and $18/unit (see Figure 16).  Again, sanity-
checking our figures, the low end of that range is at 19.1x P/2014 earnings, 10.8x EV/2014 EBITDA, 
and 1.3x P/Tangible BV.  We adjust all metrics for the cash obligation to the GP.  For a no growth, low 
return, capital-intensive business that gives 50% of any upside to its GP, we think that these multiples 
are generous.  For reference, the S&P 500 trades at 14.6x 2014 earnings and 9.0x EV/2014 EBITDA.   

 

Figure 16: BWP Valuation Summary Stats 
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Our earnings and cash flow estimates are below the Street.  We expect consensus to trend lower, as they have in 
every year since 2009.  Sell-side forward earnings estimates for BWP have been consistently too bullish.  The 
average annual EPS estimate tends to start out around $2.00/unit and end up getting cut in half by the time the year 
is over.  With consensus looking for $1.19/unit in 2014 and $1.31/unit in 2015, we think that the revision trend 
persists.  We don’t see how BWP can earn more than $1.00/unit in any year going forward (see Figure 
17). 

 

Figure 17: BWP Consensus EPS Estimate Revisions.  Source: Bloomberg. 

     

 

Catalysts and Risks 

Near-term calendar catalysts include: 

• 1Q14: Investment decision on Bluegrass.  The Open Season closes in mid-December, as does the Open 
Season on the competing KMP/MWE project.  If Bluegrass is a go, we expect additional detail on expected 
capital costs, returns, and financing in 1Q14.    

• Early February: 4Q13 and FY2013 results, which we expect to be weak (~60% distribution coverage).  
BWP could also announce a distribution cut here. 

• 1H14: It’s likely that even if BWP cuts the distribution, it needs additional equity capital.  This would come 
in the form of a straight secondary or special financing from Loews. 
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Longer-term considerations: 

• Rates rising: BWP is one MLP that will be particularly sensitive to interest rates rising because it has no 
distribution growth; the total return expectation for an investment in BWP is essentially its current yield. 

• Natural gas basis differentials, calendar spreads, and price volatility: All have trended lower in 
recent years, pressuring BWP’s rates and capacity utilization.  Due to the nature of BWP’s long-term 
contracts, the impact is gradual and has a long tail.  The longer the current environment persists, the more 
dire BWP’s situation. 

Key risks to a short position: 

• Bluegrass gets the green light: We have allowed for this positive result in our analysis, but if BWP does 
proceed with Bluegrass, it will be received positively by the market in the short-term.  However, we do not 
think that it’s a silver bullet, and would sell into strength. 

• Loews bail out: Should Loews step up with financing on favorable terms, it would be a positive event for 
BWP in the short-term, but again, a Band-Aid. 

• Asset repurposing: Perhaps BWP can get creative with its existing systems and convert underutilized gas 
transmission assets to liquids service, or play a role in the LNG and LPG export build-out in the Gulf Coast.   

• Natural gas fundamentals improve markedly: If the era of low basis differentials, calendar spreads, 
and volatility proves to be short-lived, and we return to an environment more like 2005 – 2007, then BWP’s 
prospects would improve.  If this happens, it would most likely be near the end of this decade when Gulf 
Coast LNG export facilities provide a new source of demand near BWP’s systems.   

• M&A: BWP is an unlikely takeout candidate, but it’s a risk that’s always worth considering in an active M&A 
sector.  In our view, it’s more plausible that BWP would be an acquirer, looking to diversify away from 
natural gas transmission. 

 

Conclusion 

BWP’s current and future fundamentals do not justify its distribution or valuation.  The Company has resorted to 
what we consider to be aggressive and misleading non-GAAP accounting to mask the true weakness.  2014 will be a 
difficult year for BWP – as will 2015, 2016, and beyond.  BWP’s base business is in secular decline, and it lacks to 
organic growth opportunities to offset it.  In our analysis, we assume Bluegrass goes ahead, but it is not a “silver 
bullet,” as many seem to believe.  Optimistically, BWP is worth $16 – 18/unit; we consider it a strong sell/short.    
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Appendix: Select Financial Data and Estimates.  Sources: Hedgeye Estimates, BWP Filings. 

 

 

 

 

 


