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Return on Investment

Current Share Price (US$) $29.15

Target Price (US$) $34.00

Dividend Yield 4.80%

Holding Period Return 21%

Company Quality (CQ) Score 3.7

Conviction Rating 2

Market Profile

52-Week Range $18.83 - $29.98

Market Capitalization (US$ mm) $1,915

Net Debt (US$ mm) $1,220

Enterprise Value (US$ mm) $3,135

Beta (5-Year Monthly) 0.73

Metrics 2019E 2020E 2021E

Revenue (US$ mm) $149 $159 $180

EBITDA (US$ mm) $120 $128 $138

Core EPS (US$) $1.37 $1.43 $1.53

EV/EBITDA 27.1x 25.9x 23.4x

Trading Performance (Indexed to $100)

Source: Bloomberg

Figure 1: Core Earnings Per Share Growth (US$)

Source: Company Filings, CPMT Estimates
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Business Description

Hannon Armstrong Sustainable Infrastructure Capital (NYSE: HASI) is a
capital and service provider focused on green energy projects in three
asset classes: Behind the Meter (50%), Grid Connected (44%), and
Sustainable Infrastructure (6%). Structured as a REIT, HASI targets a
portfolio of 55-75% debt-related securitization investments, and 25-45%
land and direct equity investments. HASI maintains proprietary
partnerships with leading vendors (e.g. Johnson Controls, Honeywell,
First Solar, and SunPower), with long-term contracts yielding predictable
cash flows. HASI's customers have strong credit ratings and are
predominantly government (22%), commercial (32%), and other (46%)
(Figure 3).

Industry Overview

Demand for clean energy has grown ~67% from 2000 to 2016 to make up
~16% of total energy demand in the U.S. and 28% globally (C2ES). In
order to meet Copenhagen Accord targets, U.S. carbon consumption
needs to decline at a rate of 3% per year. While carbon-based energy will
not disappear, the CPMT believes that renewable energy will not replace
carbon but will serve to top off new demand until such time that
technology for storing renewable energy is developed (Figure 4).
YieldCos evolved out of this market shift, operating developed wind and
solar projects at the upstream level. HASI operates downstream by
funding efficiency upgrades and land investment.

Valuation 

A blended valuation consisting of equal parts net asset value (NAV),
discounted cash flow (DCF), and EV/EBITDA resulted in a price target of
$34 per share. Free cash flows were forecasted five-years, with a terminal
growth rate of 1.5% applied, and a calculated weighted average cost of
capital at 5.3%. Core EPS CAGR over the forecasted period follows
management's mid-range forecast at 4% (guidance of 2-6%) while
revenues only grow at 8.8% in the base case scenario. EBITDA margin
has grown from 59.2% (2014) to 87.7% (2018), though a more
conservative 76.9% is applied in the model. The bear case output implies
a $27 share price with downside risk of (5%), while the bull case supports
a price target of $37 per share and holding period return of 31%.

Investment Thesis and Outlook

HASI offers a unique avenue to gain exposure to the growing renewable
energy industry, with a risk adjusted profile unique to the alternative
YieldCo investment. The investment pillars are therefore focused on (1)
growth above peers; (2) attractive yields; and (3) defensiveness. The
key to the Company’s business model is the ability to execute attractive
risk - reward projects at a reasonable funding cost. HASI's portfolio
currently yields ~7.4% with debt cost of 4.6%, earning a spread of 2.8%.
HASI trades relatively in line with comparable peers but offers stronger
growth supported FCF yield (+4% vs peers) and room for expansion from
EBITDA growth (+12% vs peers). A flexible business model balancing real
estate and securitization allows for protection from flattening or inverted
yield curves as weight is shifted to securitization which produces higher
returns, while steepening yield curve environments drive value from
higher investment in real assets. HASI was able to access the capital
markets during the downturn in energy and YieldCos (2H15/1H16),
providing confidence to investors. Management, led by CEO Jeffrey
Eckel, has over 30-years of investment experience in renewables and
energy efficiency.
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Figure 2: Capital and Service Business Model

Source: CPMT Elaboration

Figure 3: Portfolio Obligators and Credit Quality

Source: Company Filings

Figure 4: Global Energy Mix Progression (Trillion MWh)

Source: C2ES, U.S. EIA 
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Competitive Landscape

The increased focus on energy efficiencies and decarbonization is driving
growth in YieldCos, however these types of investments carry project
related risk, intense price-based competition, and commodity price
exposure resulting in large variances in earnings. Comparably, HASI
operates downstream with predictable cash flows that are too small for
large banking institutions but too specific of expertise required for other
financial groups. HASI is a one-of-a-kind operator with 4.8% dividend
yield and no clear competitors, however it can be benchmarked against
YieldCos (5.2%), REITs (4.2%), and Utilities (2.9%). HASI trades
relatively in line with these industries at 27x EV/EBITDA (vs. peers at 26x)
but has greater earnings yield (3.1% vs. peer at 0.5%), and FCF yield
(3.9% vs. peer at 0.8%), supported by a five-year EBITDA CAGR of
45.5% (YoY 29.0% vs. peer at 17.4%). Seniority and security level is
similar to utilities but industry and upside growth closer to YieldCos
making HASI's yield with room for expansion very attractive on a risk-
adjusted basis.

Growth and Catalysts

The energy industry is being defined by the "three D's": decentralization,
digitalization, and decarbonization, offering long term prospects to
YieldCos and HASI. Green projects have been growing in the U.S. even
without supportive public policy. The industry has grown 67% from 2000
to 2016 in the U.S., with an additional $100B forecasted to be invested in
energy efficiencies and renewables over the next five years, without
including supportive policies like those in the rest of the developed world
(C2ES, HASI). At current investment rate, HASI is set to control ~5-10%
of this future market. Clean energy growth in the U.S. market has come
primarily from solar (45% of HASI's portfolio), which is expected to grow
from 7% in 2015 to 36% of U.S. energy by 2050 (EIA). Behind the meter
continues to drive growth for HASI at 79% of its ~$2.5B 12-month
pipeline.

Risks and Defensiveness

High Debt: REIT's are characterized by high debt, however HASI has
interest coverage of 1.6x, and debt to market equity of only 0.6x of which
fixed rate is ~80% as a defensive response to the uncertain rate
environment. Debt risk would occur from a decline in liquidity or
revocation of REIT status under taxation code.

Rate Movements: Shifting portfolio weight from real estate to
securitization during times of flattening or inverted curves allows HASI to
gain upside from rising rates, while focus on real estate when rates lower
allows flexibility compared to other REITs. Rate related risk would come
from declining portfolio yield or increased unhedged interest rates.

Industry Decline: A decline in underlying market operations caused by
backward moving trends away from clean energy would affect HASI's
profitability and may result in a devaluation of the Company’s portfolio.
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