
SECTOR HIGHLIGHT: ENERGY  

Inflection Point for Midstream Companies

Background

The decline in the price of oil from 2014 to 2016 
hurt midstream companies’ cash flow growth, 
and as a result, many cut their capital spending 
budgets and their distributions. The Alerian MLP 
Infrastructure Index (AMZI) saw its trailing twelve-
month distribution per share fall from a high of $43 
in October 2014 to $33 in June 2019. The stock 
prices of midstream companies retreated also, 
following the decline in distributions. 

Today - Improved Fundamentals,  
But Low Valuations

There have been many significant, positive changes for 
midstream energy companies over the last few years:

Return to Growth in Cash Flow. Midstream 
companies are benefiting from the rapid growth 
in production of crude oil and natural gas in the 
U.S., with higher volumes flowing through their 
gathering, processing, pipeline, and storage assets. 
This has, in turn, led to higher revenue and cash 
flows. Cash flows have been rising steadily since 

the beginning of 2017, and the first quarter of 2019 
marked the eighth consecutive quarterly increase in 
cash flow generation for midstream companies.1

Improved Capital Discipline and Stronger Balance 
Sheets. Management teams have shifted away from 
“growth at all costs” towards a more disciplined 
approach to growth focused on stronger balance 
sheets and more self-funded capital spending. 
Through a combination of moderated spending 
programs and higher cash flows, midstream 
companies have successfully increased the portion 
of capital spending funded with company cash 
flow from 7% in 2015 to 29% in 2018, with a further 
increase to 42% projected for 2019.1 Lower capital 
spending has meant less reliance on equity issuance 
to fund growth and the potential for more cash to be 
paid out in distributions. Balance sheets have also 
become stronger, with midstream company-level 
debt to earnings before interest, tax, depreciation, 
and amortization (EBITDA), moving steadily lower 
over the last few years as management teams have 
used cash to pay down debt.

Elimination of IDRs. A majority of midstream 
MLPs have addressed a major investor concern by 
eliminating Incentive Distribution Rights (IDRs). 
IDRs had diverted distributable cash flow away 
from limited partnership unit holders in favor of the 
GP, or general partner. In March of 2014, 70% of 
the AMZI was comprised of companies with IDRs, 
and by March of 2019, this figure had fallen to just 
16%.2 As a result, we believe midstream companies 
are now better positioned to increase cash payouts 
to investors as company cash flow generation has 
continued to rise.
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In a disinflationary environment of low bond and dividend yields, midstream energy companies have offered 
investors generous distributions and high yields. However, over the last five years, a difficult operating environment 
and misalignments between midstream MLP (master limited partnership) investors and industry management teams 
have contributed to declines in distributions and stock prices. We believe that today midstream companies are at an 
important inflection point, poised to resume distribution growth that should attract favorable investor attention. 

Key Takeaways
 » Positive fundamentals are driving growth in  

cash flow

 » Companies are embracing capital discipline and 
improving governance

 » Stock valuations are at historically low levels 

 » Payouts are projected to rise, which should drive 
stock prices higher
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Historically Low Valuations. Despite meaningful 
improvement in midstream MLP financial strength, 
MLP valuations stubbornly remain at near historic 
lows. Over the last ten years, the AMZI has traded at 
an average multiple of approximately 11.1x on an 
Enterprise Value (EV) to forward 12-month EBITDA 
basis. Currently, the AMZI trades at roughly 9.7x EV 
to forward 12-month EBITDA. 

Strong Distribution Coverage. Midstream 
management teams have been cautious about 
raising distributions over the last two years, even 
though cash flows have been growing. As a result, 
coverage ratios (defined as distributable cash flow 
divided by distributions paid) have risen on average 
from 1.30x in 2016 to nearly 1.47x in 2018.2 We 
believe rising coverage levels are an indicator of 
distribution and dividend stability and point to the 
potential for future payout increases.

Conclusion

We believe 2019 will be a pivotal year for midstream 
companies, presenting a tremendous opportunity 
for investors. Supported by a combination of 
improved corporate governance and positive 
industry fundamentals, midstream companies are 
expected to begin increasing payouts in the second 
half of the year, and we expect stock prices to again 
closely follow distributions as they have historically. 
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AMZI Price Index vs. 12-Month Dividend/Share

‘09 ‘20‘13

Last Price Dividend/Share 12-Month

‘10 ‘12‘11 ‘14 ‘18‘15 ‘17‘16 ‘19

Last Price
Dividend/Share 

12-Month

Forecast

30

35

40

45

20

50

80

Source: Bloomberg

Catalyst to Drive Midstream Stocks Higher? 

We believe midstream companies today are in a 
strong position to begin increasing their distributions, 
powered by steady cash flow growth, moderated 
capital spending budgets, and better governance 
practices, and that stock price increases should follow.

Payouts Projected to Rise.  The financial strength and 
ability to pay out more cash to investors has improved 
dramatically for midstream companies.  Based on 
analysts’ consensus estimates, dividends appear to 
have troughed at the end of the first quarter of 2019 
and are projected to rise in the second half of 2019 
and into 2020 and 2021. On a compound annual 
growth rate basis, distributions are projected to grow 
at 3.3% between year-end 2019 and 2021.

Stock Prices Have Followed Distributions. The 
projected increase in cash payouts is important 
because historically stock prices for midstream 
companies have closely followed distributions.  

Historically Low Midstream Valuations

Source: Bloomberg, BP Capital Fund Advisors as of 6/30/19
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1.Source: UBS Research Coverage Universe.
2. Source: Wells Fargo Securities Research Coverage Universe.
Investors should consider the investment objectives, risks, charges and expenses carefully before investing. This and other important information can be 
found in the Fund’s statutory and summary prospectuses. To obtain a free prospectus, please call 800-966-4354 or visit hennessyfunds.com. Please read 
the prospectus carefully before investing. 
Mutual fund investing involves risk. Principal loss is possible. Small and medium-capitalization companies may have more limited liquidity and greater price volatility 
than large-capitalization companies. Funds that concentrate in a single sector may be subject to a higher degree of risk. Energy-related companies are subject to specific 
risks, including fluctuations in commodity prices and consumer demand, substantial government regulation, and depletion of reserves. Investments in lower-rated 
and non-rated securities presents a greater risk of loss to principal and interest than higher-rated securities. Use of derivatives can increase the volatility of the fund. 
Master Limited Partnerships (MLPs) and MLP investments have unique characteristics. The Fund does not receive the same tax benefits of a direct investment in an MLP.
The prices of MLP units may fluctuate abruptly and trading volume may be low, making it difficult for the Fund to sell its units at a favorable price. MLP general 
partners have the power to take actions that adversely affect the interests of unit holders. Most MLPs do not pay U.S. federal income tax at the partnership 
level, but an adverse change in tax laws could result in MLPs being treated as corporations for federal income tax purposes, which could reduce or eliminate 
distributions paid by MLPs to the Fund. The Fund is treated as a regular corporation, or “C” corporation, for U.S. federal income tax purposes, and therefore, is 
subject to U.S. federal income tax on its taxable income at the graduated rates applicable to corporations (currently a maximum rate of 21%) as well as state and 
local income taxes. The Fund will not benefit from current favorable federal income tax rates on long-term capital gains, and Fund income and losses will not be 
passed on to shareholders. The Fund accrues deferred income taxes for future tax liabilities associated with the portion of MLP distributions considered to be a 
tax-deferred return of capital and for any net operating gains as well as capital appreciation of its investments. This deferred tax liability is reflected in the daily 
NAV and as a result the Fund’s after-tax performance could differ significantly from the underlying assets even if the pre-tax performance is closely tracked.
Alerian MLP Index is an index of prominent energy Master Limited Partnerships (MLPs) and is commonly used to measure the performance of the MLP asset class. One cannot invest 
directly in an index. Cash Flow can be used as an indication of a company’s financial strength and represents earnings before depreciation, amortization, and non-cash charges. It is the net 
amount of cash and cash-equivalents moving into and out of business. Debt/EBITDA is a ratio measuring the amount of income generated and available to pay down debt before covering 
interest, taxes, depreciation and amortization expenses. Enterprise Value to EBITDA, also known as the enterprise multiple, is the ratio of a company’s enterprise value to its earnings 
before non-cash items. Forward Price/Earnings is a measure of the price-to-earnings ratio using forecasted earnings rather than historical data. 
Earnings growth is not representative of the Fund’s future performance. 
A significant portion of the Fund’s distributions to shareholders will be characterized as a “return of capital” because of its MLP investments.
The Hennessy Funds are distributed by Quasar Distributors, LLC..                                                                                  QA40083-7/19 #7/19


