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October 22, 2019 

 

2019 Third Quarter Midstream Energy Market Review

 

Dear Investors, 

While year-to-date returns for the broad market, as measured by the 20.55% return for the S&P 500 Index (Total 

Return), might give the appearance of a bustling global economy, there was plenty of investor angst to go around. 

The market remained focused on a large and growing macro-themed “wall of worry,” including the ongoing U.S.-

China trade war, an inverted yield curve, Brexit, economic weakness in China/Europe, a presidential impeachment 

inquiry, several failed “unicorn” IPOs and consistent “late cycle” rhetoric. 

The Federal Reserve Chairman Jerome Powell and the U.S. Federal Open Market Committee continued to provide 

support where they could, lowering the target Fed Funds Rate twice during the quarter. The yield of 10-year U.S. 

Treasury securities fell to a low of 1.46% during the quarter, the lowest in three years, and as of the end of the 

quarter, stood over 700 bps below the yield of the AMZ.  

Strong Midstream Results Fighting Through the Upstream Noise 

The midstream sector, as a whole, reported yet another solid earnings season. Nearly across the board, midstream 

companies continued to grow earnings and meet or beat 2nd quarter guidance and estimates. However, these 

positive results, the structural transformations, the improved business model and the overall attractive outlook 

across the midstream energy infrastructure sector seemed to have been lost in the noise of upstream guidance 

revisions and commodity price weakness.  

While investor focus on the shifting upstream business model is certainly warranted, we believe it is also worth 

noting the positive aspects that currently exist in the midstream energy sector: 

• U.S. hydrocarbon production volumes, a key driver of earnings and cash flows for midstream energy 

companies, are at all-time highs; 

• Despite increased efforts from exploration and production (“E&P”) companies to increase capital 

discipline and generate positive free cash flow, hydrocarbon production volumes (and midstream sector 

cash flows on a per-unit basis) are still growing; 

• Following almost four years of declining income for investors in the midstream energy sector due to 

consolidations, simplifications and capital reallocations, dividend growth stabilized at the end of 2018 

then began moving higher in 2019; 

• Absolute valuations for the midstream energy sector are well below historical averages, and relative 

valuations are at decade lows. We believe this is at odds with current fundamentals and attractive 

financial metrics for the sector; and 

• Large, sophisticated institutional and private equity investors continue to allocate capital to critical energy 

infrastructure assets. Numerous transactions have been announced recently at higher multiples than 

those at which many publicly traded midstream companies are valued, and we do not believe the 

dislocation between private market assets and public valuations can continue indefinitely. 

  



  

300 Crescent Court, Suite 1700, Dallas, TX 75201 
(214) 692-6334 (phone) • (214) 219-2353 (fax) 
www.cushingasset.com • info@cushingasset.com 2 
 

Midstream Continues to Decouple from Commodity Prices 

Despite drone and cruise missile attacks on September 14th which temporarily shut down roughly half of Saudi 

Arabia’s crude oil productive capacity, investor sentiment remained focused on future global demand. While crude 

oil prices, as measured by the price of West Texas Intermediate, remained in a comfortable range above $50 per 

barrel during the quarter, natural gas prices remained depressed, driving prices down on related E&P and 

midstream equities, particularly those exposed to the Northeastern U.S. (i.e. Marcellus shale) and the Mid-

continent (i.e. STACK). Additionally, rig counts are down meaningfully, which bears watching for future midstream 

volumes. 

While the supply shock from the Saudi attack likely re-established a risk premium for at least a day or two, the 

price of crude oil per barrel, as measured by West Texas Intermediate, still declined by -7.53% for the quarter. 

Encouragingly, the price of midstream sector equities continued to decouple from the broader energy sector and 

commodity prices, significantly outperforming the performance of the S&P Oil & Gas Exploration and Production 

Select Industry Index (SPSIOP) of -12.55% and the PHLX Oil Service Sector Index (OSX) performance of -18.94%.  

Many midstream companies offer a high, and now stabilized and growing yield with defensive cash flows 

(certainly relative to E&P and oil services companies). However, midstream is still a part of the energy sector — 

which remained broadly out of favor for reasons discussed in past letters (low percent of S&P 500 Index market 

cap, business model transition, commodity price volatility, rig count declines, global demand concerns, etc.).  

Transition Challenges for U.S. Producers 

In prior letters this year, we have detailed how the volatility in the price of crude oil and natural gas over the last 

several years has triggered a fundamental shift in the way upstream investors value E&P companies. Historically 

focused more on net asset value and relative growth rates, investors are now prioritizing free cash flow (“FCF”) 

yield and return metrics. 

Appeasing to investor demands, E&P management teams are, in general, staying disciplined with their capital 

spending and slowing their rate of production growth with an aim to improve corporate returns, generate positive 

FCF and attract a broader investor base. We are firm believers that a slower growing, but more financially stable 

and higher return E&P sector should be positive for the overall energy sector, especially midstream energy 

equities.  As evidence of this shift, the number of active rigs in the U.S. has steadily declined by 21%, or 223 rigs, 

since the beginning of the year with roughly half of this decline, or 107 rigs, occurring in the third quarter alone. It 

is worth noting that despite a declining rig count, production of hydrocarbons in the U.S. has continued to grow 

through the year.1 This is a testament to the drilling and completion efficiencies achieved in the E&P sector. 

Lowered growth outlooks combined with an uncooperative natural gas price environment (natural gas prices 

closed at a new year-to-date low of $2.02 per million btu on August 5th) led to upstream equity market prices 

declining significantly with the reporting of 2nd quarter earnings. Certain midstream equities (i.e. gathering and 

processing) generally traded in sympathy with upstream companies as investors sought to move further away from 

the wellhead. 

To highlight the extent of the decline in the upstream energy sector, the SPDR S&P Oil and Gas Exploration & 

Production ETF (NYSE: XOP), a widely traded upstream ETF, closed at a new all-time low of $20.60 on August 27th. 

To emphasize, during the period XOP traded ~13% below the low set in the 1st quarter 2016 when the price of 

crude oil bottomed at ~$26 per barrel, and ~10% below the low set in the 4th quarter 2008 during the depths of the 

financial crisis.  

 

 
1 Source: Rig count based on Baker Hughes Weekly Rig Count data as of September 30, 2019. Production data based on Bloomberg data as of September 30, 2019. 
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We believe the efforts of E&P management teams to reduce capital spending in order to generate positive free 

cash flow has numerous benefits besides the broadening of the potential investor base. Notably, we believe this 

will help to bring supply and demand into better balance, possibly leading to an improved commodity backdrop.  

Lost in the noise of upstream guidance revisions and commodity weakness was the fact that the midstream 

sector, as a whole, reported yet another solid earnings season, and continued to grow earnings and meet or beat 

2nd quarter estimates almost across the board, even including most gathering and processing companies. Note: 

EnLink Midstream, LLC (NYSE: ENLC) and Western Midstream Partners, LP (NYSE: WES) were notable exceptions.  

The “haves” versus “have nots” theme we have discussed historically seemed especially pertinent during the 

quarter, with large, integrated midstream companies with demand-pull asset footprints reporting exceptionally 

strong earnings and forward outlooks. 

Midstream Transition Essentially Complete 

The shift in the E&P business model is not unlike the transition which took place in the midstream business model 

over the last few years. While the E&P sector appears to still be in the early stages of its transformation, the era of 

structural simplifications and shifting capital funding strategies for midstream businesses is nearing an end. As 

evidence, over 95% of the midstream sector has undergone significant restructuring processes leading to healthier 

and simpler businesses: reduced leverage, increased distribution coverage, modest-to-no equity financing needs, 

self-funded (via cash flow) and declining capital expenditures, improved corporate governance and largely 

eliminated incentive distribution rights (“IDRs”). 

While most of the midstream space no longer has IDRs, a few of the stragglers are finally coming through with 

restructuring announcements. Phillips 66 Partners LP (NYSE: PSXP) bought its IDRs from its parent for units, sooner 

than expected, but at a higher than desired cash flow multiple (~16x). Nonetheless, the units traded very well 

following the announcement as the issue was finally “behind us” and what was left was a large viable business with 

organic growth potential. Shortly after period end, Hess Midstream Partners, LP (NYSE: HESM) also announced a 

number of transactions including the elimination of its IDRs, a drop down of assets, and a conversion to an Up-C 

structure. The market has turned its attention to two key remaining MLPs with IDRs: Shell Midstream Partners, LP 

(NYSE: SHLX) and DCP Midstream LP, (NYSE: DCP).  

Although midstream sector restructurings appear to be nearing completion, the sector’s equities still traded near 

the low valuation levels seen during the period prior to the structural simplifications. We continued to see take-

private announcements and a handful of mergers or consolidations. Following the IFM Investors announced 

intention to acquire Buckeye Partners, LP (NYSE: BPL) last quarter, Blackstone Infrastructure Partners offered to 

buy in the rest of the remaining outstanding units of Tallgrass Energy, LP (NYSE: TGE). Energy Transfer, LP (NYSE: 

ET) announced an agreement to buy SemGroup Corp. (NYSE: SEMG) for a 65% premium, targeting among other 

assets the Houston Fuel Oil Terminal (“HFOTCO”), a world class crude oil terminal on the Houston Ship Channel. 

As is usually the case, investors wonder “who’s next?”; speculation includes EnLink Midstream LLC (NYSE: ENLC), a 

struggling gatherer and processor with a private equity parent. News reports and management discussions have 

also indicated that Western Midstream Partners, LP (NYSE: WES) and Noble Midstream Partners, LP (NYSE: NBLX) 

may be in full or in part for sale, but no agreements have been announced. 

As we have stated in prior letters, “we believe the message that management teams must be better stewards of 

capital and prioritize returns over growth is resonating across the energy sector with positive long-term 

implications.” Interestingly, in contrast to historical tradition (a la “Midstream 1.0”), initial market reactions to 

certain recent organic growth or M&A transactions during the period were negative, indicating the market’s 

preference for stronger balance sheets (see recent announcements from Genesis Energy, LP (NYSE: GEL), NGL 

Energy Partners, LP (NYSE: NGL), and the aforementioned Energy Transfer acquisition). In general, though, 

midstream companies continued to execute on their plans for asset-optimization, improved capital efficiency, debt 
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reduction and increased distribution coverage – all while delivering another fundamentally positive earnings 

season.  

Further, with several large projects recently coming online along with a material step-down in growth capital 

expenditures, we are projecting a positive FCF inflection this year, potentially reaching a group median range of 

5-9% in 2020 and the years following.  

Conclusion 

During the third quarter, positive midstream operating results seemed to go unnoticed by investors, who appeared 

to remain acutely focused on macro headlines (Fed, China, impeachment inquiry) and commodity price volatility. 

While the macro uncertainty may continue, we believe that the structural transformation which has taken place in 

the midstream sector is helping to refocus investor attention to attractive fundamentals in an asset class trading at 

significantly discounted valuations. As we near the end of existing project backlogs, reduced capital spending 

should free up more cash that can be returned to shareholders via dividends/distributions, share buybacks or to 

de-lever even further. 

We are of the view that the risk/reward for midstream energy in general is tilted to the upside for investors with 

longer-term perspectives. With projected higher FCF in conjunction with lower leverage, high distribution coverage 

and less reliance on equity markets than at any point in the sector’s history, we are optimistic that midstream 

equities will attract incremental fund flows, supporting better valuations. In the meantime, we believe private-

equity transactions continue to highlight the value proposition of midstream assets. 

Our preference in the current environment is for larger, more diversified, integrated midstream companies that 

are positioned to take advantage of (and self-fund) high-return growth opportunities spanning the entire value 

chain across multiple geographies and products (in general all funneling to export markets), as well as better 

withstand changing/slowing activity levels of E&P customers.  

Please let us know if you’d like to have an in-depth conversation of these topics. As always, we appreciate your 

support and continued confidence in us. 

 

Kind regards, 

Cushing Investment Team  
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Important Disclosures 

This information update, which has been furnished on a confidential basis to the recipient, does not constitute an offer of any 

securities or investment advisory services, which may be made only by means of materials which contain a description of 

material terms and risks of an investment. This summary is intended exclusively for the use of the person to whom it has been 

delivered and it is not to be reproduced or redistributed to any other person without the prior consent of Swank Capital, LLC 

and Cushing Asset Management, LP (collectively, “Cushing”). 

The information in this report was prepared by Cushing and is current as of the date of this report. Opinions represent 

Cushing’s opinion as of the date of this report and are for general informational purposes only and are not intended to predict 

or guarantee the future performance of any individual security, market sector or the markets generally. The mention of a 

specific security is not a recommendation or solicitation to buy or hold that security and should not be relied upon as 

investment advice. Cushing does not undertake to advise you of any changes in its opinions or the information contained in this 

report.  

Investing in master limited partnerships (MLPs) involves risk.  Principal loss is possible. There is a risk to the future viability of 

the ongoing operation of MLPs that return investor’s capital in the form of distributions. MLPs concentrate investments in 

the natural resource sector and are subject to the risks of energy prices and demand and the volatility of commodity 

investments. Damage to facilities and infrastructure of MLPs may significantly affect the value of an investment and may 

incur environmental costs and liabilities due to the nature of their business. MLPs are subject to significant regulation and 

may be adversely affected by changes in the regulatory environment. Investments in smaller companies involve additional 

risks such as limited liquidity and greater volatility. Investments in foreign securities involve political, economic and currency 

risks, greater volatility and differences in accounting methods. MLPs are subject to certain risks inherent in the structure of 

MLPs, including complex tax structure risks, the limited ability for election or removal of management, limited voting rights, 

potential dependence on parent companies or sponsors for revenues to satisfy obligations, and potential conflicts of interest 

between partners, members and affiliates.    

Glossary of Indices: The Alerian MLP Index (AMZ) is a composite of the most prominent energy master limited partnerships. 

The Cushing® 30 MLP Index (MLPX) is an equal weighted index that tracks the performance of 30 publicly traded MLP securities 

that hold midstream energy infrastructure assets in North America. The S&P 500 Index is a capitalization‐weighted index of 500 

stocks. The index is designed to measure performance of the broad domestic economy through changes in the aggregate 

market value of 500 stocks representing all major industries. The S&P 500 Oil & Gas Exploration and Production Select Industry 

Index (SPSIOP)is a capitalization‐weighted index of oil & gas exploration & production companies within the S&P 500 Index. The 

Philadelphia Stock Exchange Oil Service Sector Index (OSX) is a price‐weighted index composed of 15 companies that provide oil 

drilling and production services, oil field equipment, support services and geophysical / reservoir services. Indices are included 

for comparative purposes only. 

Alerian MLP Index (“AMZ”) is a servicemark of GKD Index Partners, LLC d/b/a Alerian (“Alerian”) and its use is granted under a 

license from Alerian. Alerian does not guarantee the accuracy and/or completeness of the AMZ or any data included therein 

and Alerian shall have no liability for any errors, omissions, interruptions or defects therein. Alerian makes no warranty, express 

or implied, representations or promises, as to results to be obtained by Licensee, or any other person or entity from the use of 

the AMZ or any data included therein. Alerian makes no express or implied warranties, representations or promises, regarding 

the originality, merchantability, suitability, non-infringement, or fitness for a particular purpose or use with respect to the AMZ 

or any data included therein. Without limiting any of the foregoing, in no event shall Alerian have any liability for any direct, 

indirect, special, incidental, punitive, consequential, or other damages (including lost profits), even if notified of the possibility 

of such damages. 

Certain information contained in this presentation may constitute “forward-looking” statements, which can be identified by the 

use of forward-looking terminology such as “may,” “will,” “should,” expect,” “estimate,” or “believe” or other variations 

thereof. Due to various risks and uncertainties, actual events or results may differ materially from those reflected or 

contemplated in such forward-looking statements. 

 

 


