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Our Investment Policy Research articles provide an in-depth look at due diligence that has 
been completed by the BAM Advisor Services investment policy committee (IPC). We hope 
you find these articles to be educational and that they offer insight into the policies formed 
by our IPC.

Master limited partnerships (MLPs) have become very popular due to their performance 
and their high distribution yields. MLPs are publicly traded limited partnerships. Unlike 
corporations, MLPs are not considered a taxable entity and do not pay taxes on earned 
income. This means MLPs avoid the double taxation incurred by corporate dividends.
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Analysis of MLPs

Our analysis was performed on the monthly total returns 
of the Alerian MLP Index. Our monthly returns data for the 
index starts in January 1996 and ends in June 2016. MLPs 
have performed very well for the full period of the index, as 
depicted in Figure 1.

 Figure 1

Data Series
Annualized  

Return (%)

Annualized Standard  

Deviation (%)

Russell 3000 Index 8.3 15.5

MSCI EAFE Index (net div.) 4.1 16.7

Five-Year U.S. Treasury 
Note

5.0 4.2

Alerian MLP Total Return 
Index

13.2 16.5

Over this period, MLPs have outperformed U.S. stocks, non-
U.S. stocks and high-quality fixed income by a wide margin. 
We also examined the returns of MLPs relative to the Fama-
French five-factor regression model to get a sense of which 
asset classes resemble the returns of MLPs. Figure 2 reports 
the results of that monthly regression analysis.

Figure 2

Annlzd. 

Alpha
MKT SMB HML TERM DEFAULT R2

Alerian MLG 
Total Return 
Index

9.3% 30% 6% 22% –5% 78% 27%

 
Figure 2 shows MLPs most closely resemble corporate bonds 
because they have captured 78 percent of the default 
premium. Note that the R-squared ratio is relatively low, 
which indicates the five-factor model does not do a great job 
of explaining the returns of MLPs and that most of the returns 
have been uncorrelated with factors. It is not uncommon, 
though, for certain sectors of the stock market to have 
relatively low R-squared ratio over a given period of time, so 
we are skeptical that MLPs are truly a unique asset class.

MLPs have had low correlation with equities over this period, 
with a quarterly correlation of 0.36. However, they have 
tended to do very poorly when stock market risks show 
up, meaning the correlation tends to turn more positive at 
the worst possible time. Figure 3 shows a scatterplot of the 
quarterly returns of MLPs relative to the S&P 500. In the three 
worst quarters for the S&P 500 over this time period, MLPs 
had negative returns as well.

 Figure 3

 

Tax Treatment

MLPs, held individually, have distributions that are partially 
tax deferred until the position is sold. Instead of getting 
a standard 1099 form, MLP investors will receive a K-1 
statement. On the K-1, each unit holder is allocated his or her 
proportionate share of the MLP’s income, gain, deductions, 
losses and credits. Additionally, unit holders may be required 
to file separate state income tax returns in each state in 
which an MLP operates. Figure 4 shows a hypothetical MLP 
investment and the taxes incurred:

Figure 4

Year 1: 1,000 units purchased at $30 per share. Basis is: $30,000

Investor receives cash distribution of $2.50 per share. ($2,500)

Investor is allocated and pays tax on net taxable income 
of $0.50 per share, including $2 per share of income and 
$1.50 per share of depreciation.

+ $500

Adjusted Basis $27,500

Year 2: All units sold for $32 per share. $32,000

Gain per unit: $32  – $28 = $4 $4,000

Depreciation recapture – taxed at ordinary income rates $1,500

Remaining Gain – taxed at capital gain rates $2,500

Generally speaking, MLPs should be held in taxable accounts. 
When investors use IRA funds to invest in partnerships (like 
MLPs), they owe tax on income from partnerships exceeding 
$1,000. This provision is known as unrelated business taxable 
income and its top rate of 39.6 percent can take effect at 
about $12,000 of taxable income.
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How to Get Exposure to MLPs

Broadly speaking, there are three ways to get exposure to 
MLPs: through a fund, an exchange-traded note (ETN) or 
direct ownership.

Owning MLPs Through a Fund

Investors can get exposure to MLPs through exchange-traded 
funds (ETFs) or open-end mutual funds. The largest ETF in 
this space is the Alerian MLP ETF, which has more than $8 
billion of assets under management. The issue with owning 
MLPs through a fund is that any ETF or mutual fund that has 
more than 25 percent of exposure to MLPs automatically 
converts the fund from a registered investment company to 
a corporation, and is subject to corporate-level taxes. This 
means investors earn roughly 65 percent of the return of the 
index. 

Exposure to MLPs Through an ETN

An ETN is debt issued by an underwriting bank (such as 
Barclays Capital or Morgan Stanley). Similar to other debt 
securities, ETNs have a maturity date and are backed only by 
the credit of the issuer. The return of the note is linked to the 
performance of a particular index, in this case an MLP index. 
The largest MLP ETN is the JPMorgan Alerian MLP Index ETN. 
The biggest drawback to ETNs is the investor has exposure 
both to the risk of MLPs and the risk that the issuer fails, yet 
the investor is uncompensated for taking the credit risk of the 
issuer.

Direct Ownership

In our opinion, if an investor chooses to hold MLPs, the best 
way to get exposure is by owning a diversified portfolio of 
individual MLPs. This way, the investors are not exposed 
to single-issuer credit risk and they get to retain all of the 
tax-deferral benefits of owning MLPs. However, they would 
receive at least one K-1 for each MLP they hold. Parametric 
has a low-cost separate account program for MLPs that is the 
best offering we are aware of.

Recommendations

The BAM Advisor Services IPC does not recommend an 
allocation to MLPs. While their performance has been high 
in recent periods, their performance when stock market risk 
has shown up has been poor, indicating they are more similar 
to stocks or high-yield corporate bonds than high-quality 
fixed income. For those that want to include MLPs in their 
portfolio, the best offering we are aware of is Parametric’s 
separate account offering. Note, though, that investors who 
hold MLPs individually will receive at least one K-1 on each 
position.
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