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For investors who may be looking to position their portfolio to counter rising inflation, midstream energy 
companies offer a number of key advantages.  

SECTOR HIGHLIGHT: MIDSTREAM  

The Benefits of Midstream Companies in an  
Inflationary Environment

Concern About Rising Inflation 

Rising inflation has been an increasing concern 
in recent months with the passage of enormous 
economic stimulus, higher than expected 
commodity price increases, and the rise in interest 
rates. While absolute rates are still very low, the 
increase in the 10-year Treasury yield has caused 
market jitters and corresponded with trading 
pressure on higher valuation multiple, longer-
duration cash flow stocks, such as those in the 
Technology sector. 

To illustrate the diverging performance trend, in the 
chart below, we compare the Midstream Energy 
group (represented by the AMUS: Alerian US 
Midstream Energy Index) to the Technology sector 
(represented by the XLK ETF, which tracks an index 
of S&P 500 Technology stocks).

Midstream group offers important advantages in an 
inflationary environment:

1. Current Income with Growth: The average 
yield for the Midstream group remains high, 
at approximately 7%, with projected dividend 
growth of approximately 2% over the next 
several years.1 Additionally, as Free Cash Flow 
after dividends is positive and expected to 
increase, several management teams have 
stated they can supplement modest dividend 
growth with potential share buybacks.

2. Yield Spread: With valuation multiples for 
Midstream stocks still below pre-Covid levels 
and a yield spread of a historically high ~600 
basis points, we believe there is plenty of 
“buffer” for the group to absorb an increase in 
the 10-year Treasury yield.

3. Contract Protection: Many Midstream 
companies’ contracts include inflation escalators. 
For example, FERC-regulated interstate liquids 
pipelines can increase tariffs by a percentage 
equal to the change in the producer price index 
for finished goods (PPI-FG) plus 0.78%. The 
below table shows what has generally been a 
positive revenue driver well in excess of inflation.
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Key Takeaways
 » We believe Midstream energy companies should 

continue to outperform as the re- opening/
cyclical trade unfolds.

 » Midstream companies may offer several key 
advantages in an inflationary environment.

 » It may be an opportune time to consider 
investing in midstream energy companies.
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We believe Midstream energy companies should 
continue to outperform as the re-opening/cyclical 
trade unfolds. While there are no performance 
guarantees with an interest rate shock, the 
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4. U.S. Dollar: A weakening dollar may be 
supportive for crude prices (denominated in 
U.S. dollars), all else equal, and this can promote 
drilling activity and higher throughput for 
midstream systems. At the very least, higher 
commodity prices can fuel positive investor 
sentiment for the broader Energy group, 
which has been the case in recent months. It 
is noteworthy that a year ago WTI crude hit a 
historic bottom (-$37.63 on 4/20/20), and has 
traded in the roughly $60-65 range in the past 
few months. Further, propane prices could spike 
this coming winter given low domestic inventories 
and strong international demand.

5. Energy Demand: Not all increases in interest 
rates are bad.  When driven by economic 
growth, which typically corresponds to better 
energy demand, rising rates are generally seen 
as a positive. As an example, gasoline demand 
is back to pre-COVID levels as the economy 
continues to re-open, helped by increasing 
COVID immunity.  

6. Cyclical Trade and Momentum: The shift 
to cyclical stocks appears to be in full 
effect. Further, with outperformance for the 
Energy group over the past several months,  
“momentum” trading baskets are now net-long 
Energy, which is a supportive trading dynamic. 

An Opportunity to Benefit

With multiple advantages in an inflationary 
environment, it may be an opportune time to 
consider investing in midstream energy companies. 
Actively managed, the Hennessy BP Midstream 
Fund offers a concentrated portfolio of midstream 
companies we believe have stronger balance sheets 
and lower leverage, advantaged geographic/asset 
footprint, cash flows supported by a more diversified 
customer base, and meaningful long-term volume 
contracts that can protect revenue streams.
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Year PPI-FG Inflator Rate Increase
2011 4.23% 2.65% 6.88%
2012 5.95% 2.65% 8.60%
2013 1.94% 2.65% 4.59%
2014 1.24% 2.65% 3.89%
2015 1.93% 2.65% 4.58%
2016 -3.24% 1.23% -2.01%
2017 -1.03% 1.23% 0.20%
2018 3.18% 1.23% 4.41%
2019 3.08% 1.23% 2.01%
2020 0.78% 1.23% 2.01%
Average 1.81% 1.94% 3.75%

Source: East Daley, “FERC Throws Liquids Pipelines a Bone,”  
January 5, 2021
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1. Wells Fargo Securities LLC Equity Research, “Comparative Valuation Tables,” 5/24/2021.
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.
Earnings growth is not representative of the Fund’s future performance. 
For glossary and index definitions, click here.
Top ten holdings for the Hennessy BP Midstream Fund can be found here: https://www.hennessyfunds.com/funds/midstream/#portfolio. Fund holdings and sector allocations are subject 
to change and should not be considered recommendations to buy or sell any security. Current and future holdings are subject to risk.
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.                                                                                         HENS-20210601-0206

https://www.hennessyfunds.com/glossary

