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Many institutional investors believe we are entering the global 
synchronous phase of a long, bumpy economic recovery 
that started in 2009. Unlike many other synchronized 

global recoveries, however, developed-market central banks are 
likely to remain accommodative in an attempt to offset some of the 
inherent volatility that accompanies deleveraging cycles. U.S. Federal 
Reserve Chairman Janet Yellen stated in her first official appearance 
that the Federal Reserve likely will end its massive bond-buying pro-
gram in the fall of 2014 if economic growth continues, and the Fed 
could start raising interest rates by the spring of 2015.

It is not a surprise to see investors continue to adjust asset alloca-
tion models to reflect a significant overweight to positions in 
global equities and alternative investments that may include pri-
vate credit, special situations, and increasingly real assets. Investors 
are funding these positions with significant underweight alloca-
tions to government bonds and investment-grade debt. We expect 
a paradigm shift in asset allocation to occur, which may surpass 
the period of enlightenment that occurred in institutional invest-
ment from fixed income to equity securities in years past.

Alternative Investment Background and Where We Are  
in the Cycle
Illustrations of the growth of alternatives over the past 10 years  
can be found in the 2013 NACUBO–Commonfund Study of 
Endowments.1 Figure 1 illustrates that in June 2012, endowments 
allocated 54 percent of assets under management to alternative 
strategies. Figure 2 illustrates the alternatives allocation break-
down: 36 percent to hedge fund strategies, 25 percent to private 
equity, 15 percent to energy and natural resources, 13 percent to 
private equity real estate, 7 percent to venture capital, and 4 per-
cent to distressed debt.

According to NACUBO–Commonfund (2013):

Alternative investment strategies are included in a portfolio to 
enhance returns, reduce risk, or both. They are fundamental to the 
structure of the so-called ‘endowment model’ of investing which 
concludes that long term asset pools … can outperform investors 
with shorter term time horizons by providing capital to less effi-
cient, more complicated, and illiquid sectors of the capital markets.

Writing for Commonfund, Sedlacek (2014) presents the following 
conclusion:

We believe that there is clear academic and empirical evidence 
that alternative investment strategies have contributed signifi-
cantly to portfolio returns over the last 20 years ... allocations to 
alternatives should be reserved for the investor that can access 
top-tier managers, since the distribution of returns among  
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alternative managers is far greater than it is among traditional 
managers. 

In a February 2014 survey by ThinkAdvisor, 51.8 percent of finan-
cial advisors responded that they are actively using alternative 
investments in annuities and other investment programs. So we 
can see that allocations to alternative investments have grown 
among institutional investors and now advisors are making core 
allocations for clients in an attempt to diversify portfolios, reduce 
risk, and enhance investment returns outside of the common stock 
and bond allocations.

Lipper fund tracker 2014 and Copeland (2014) estimate that  
$286 billion in total assets is now in alternative mutual funds with  
a 65-percent increase in assets going into alternative funds in 2013 
compared to 2012, based on year-end figures.

Real assets have gained traction because they offer a relatively 
unique combination of yield, stability, and growth that can provide 
downside protection as well as upside value creation.

Master limited partnership (MLP) investing once was considered 
to be in the alternative investing realm, but it’s become mainstream 
because of increasing demand for assets offering stable income and 
growth potential. As Sedlacek (2014) notes, “Three decades ago 
alternatives were in fact ‘alternatives’ and they have now become 
allocations that range from 25%–50%.” 

Allocations by financial advisors and institutional investors to 
MLPs have been growing as more investors seek the benefits that 
MLPs afford (see table 1).

MLP Investing–Past, Present, and Future
An MLP is a publicly traded partnership (PTP); this is the term used 
in the U.S. tax code. It is a partnership, or a limited liability company 
(LLC) that has chosen partnership taxation, that trades on a public 
exchange (NYSE, NASDAQ, etc.) or over-the-counter market. An 
MLP does not have shareholders per se; they are referred to as “unit 
holders.” At times consumers may use the terms PTP and MLP inter-
changeably, but technically these terms are not interchangeable. MLP 
refers to PTPs and LLCs taxed as partnerships that operate active, 
primarily energy-related businesses. A significant number of PTPs 
do not operate businesses but are simply investment funds, usually 
commodity funds. Experienced industry executives and professional 
investors do not view these PTPs as MLPs.

The first MLP was launched in 1981 by Apache Oil Company, and 
more oil and gas MLPs soon followed. Their goal was to raise capi-
tal from small investors by offering a partnership investment in an 
affordable and liquid security that typically was reserved for multi- 
billion-dollar institutional investors such as the gigantic pension 
fund run by the California Public Employees Retirement System 
(CalPERS) or the huge endowments of universities such as 
Harvard or Yale. The attraction of MLPs was that smaller investors 
could participate in natural resource investing that generated mul-
tiple streams of returns: interest, dividends, and capital gains.

Today nearly 130 MLPs are trading on major exchanges or, in a few 
cases, over the counter. These MLPs focus primarily on energy- 
related industries and natural resources (table 2). The majority 
engage in oil and gas midstream and downstream activities: gather-
ing, processing, natural gas compression, transportation, storage, 
refining, distribution, and marketing. Others are in other oil and 
gas activities, or coal. Still others are involved with nonpetroleum 
natural resources such as fertilizer, fracking sand, or trona ore, 
which is used in the production of sodium carbonate, aka soda ash.Table 1: Potential Benefits of Investments in MLPs

Stability

Steady cash-flow streams  
supported by regulated or  
contractual revenues and  
attractive operating margins

Income Reliable current income with long-
term capital appreciation potential

Upside Potential Meaningful leverage to economic 
growth

Visible Growth Drivers Positive growth momentum led by 
significant fundamental trends

Attractive Performance Compelling absolute and relative 
returns

Low Volatility Attractive risk-adjusted returns

Inflation Protection Cash flows tend to increase in an 
inflationary environment

Investment  
Diversification

Diversity of geography, currency, 
and asset type

Portfolio Diversification Low correlation to traditional equity 
and fixed-income investments

Note: An investment in real assets involves significant risks, including loss of the full 
amount invested.

Table 2: MLP Industry Concentration Metrics  
(Partnerships, 2013) 

1990 2013
Oil and gas midstream and downstream 10% 51%
Oil and gas exploration and production 
(upstream) 21% 12%

Propane 0% 3%
Oil and gas marine transportation 1% 5%
Coal leasing or production 0% 4%
Other natural resource 5% 7%
Real estate–income properties 14% 2%
Real estate–developers, homebuilders 4% 0%
Real estate–mortgage securities 13% 2%
Hotels, motels, restaurants 12% 0%
Investment/financial 6% 9%
Other businesses 15% 4%
Source: http://www.naptp.org/PTP101/Presentations_and_Primers.htm
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Total market capital as of December 31, 2013, is close to $490 billion 
in MLPs and about 82 percent of the total, roughly $422 billion,  
is attributable to energy and natural resource MLPs, primarily the 
midstream group (see figure 3).

How Advisors Are Using MLPs
Advisors believe real assets can generate compelling risk-adjusted 
returns, provide attractive capital appreciation, and deliver import-
ant diversification benefits. With regard to Janet Yellen’s comments, 
the specter of rising interest rates is leading to a corresponding 
increase in concern about inflation. The U.S. government’s estimates 
of inflation from the Congressional Budget Office remain modest 
and do not appear to represent a near-term threat, but the potential 
for rising costs over the medium-term is expected to lead investors 
to seek alternatives that offer a greater degree of inflation protection.

MLPs provide high returns and benefit client portfolios uniquely in 
both inflationary and deflationary scenarios.

In a deflationary environment, MLPs provide:
• Relatively higher yield in a potential prolonged low-yield 

environment
• Yield compression that could provide an additional source of 

return (capital gain)
• Lower overall costs of financing, both debt and equity, that 

could lead to higher mergers and acquisitions
 
In an inflationary environment, MLPs provide:
• Hard assets with increasing replacement value
• Long-term contracts tied to the producer and the consumer 

price indexes
• Distribution growth historically higher than the inflation rate
 
Inelastic demand for these essential companies that the portfolio 
invests in shields earnings from most economic volatility. Hard 
assets with high barriers to entry provide the business backdrop for 
predictable cash flow. Established and, in many cases, near-monop-
oly business franchises support consistent future growth. 

Throughput increases are leveraged into even higher income and 
cash-flow gains because most costs remain fixed.

Tax Benefits of an MLP Mutual Fund 
MLPs are the exchange-traded securities of real businesses, with 
real assets, that generate real cash flow. As partnerships, publicly 
traded MLPs are not subject to corporate-level taxation.

In addition, the majority of the annual cash flow paid to investors 
is not taxed as ordinary income; instead, it reduces the unit holder’s 
cost basis and is subject to recapture upon sale. Most MLPs are in 
the energy infrastructure business and generate cash flow from the 
gathering, processing, transmission, and storage of natural 
resources such as oil and natural gas and their many byproducts.

Some MLPs are exposed to commodity price fluctuations and 
therefore have volatile operational results. The businesses best 
suited to the MLP structure typically are referred to as “toll road 
businesses.” These businesses collect fees for services without tak-
ing ownership of the physical commodity.

Tax-Efficient and Cost-Effective MLP Investment Options
Many newly constructed publicly traded MLP investment options 
share two common characteristics: (1) ease of use and (2) fees, 
expenses, and tax drags that have resulted in significant underper-
formance. But other approaches to MLP investing do not share 
those characteristics. The traditional forms of MLP investments are 
separately managed accounts and investment partnerships. These 
MLP investment options offer active management and lower 
expenses, and they do not have a corporate-level tax drag. The 
common characteristics of these options include the opportunity to 
outperform the index and tax efficiency, albeit with a greater 
administrative burden than their public counterparts, which would 
be the responsibility of the separate account asset manager.

Separately Managed Accounts
A separately managed account (SMA) preserves the tax benefits of 
MLP investing and facilitates active, professional management. 
SMA investors gain access to a diversified portfolio while retaining 
daily liquidity. Investors receive a K-1 for each MLP in the portfo-
lio and pay a management fee, typically around 1.0–1.5 percent. 
The key benefits of this structure are the full flow-through of MLP 
tax benefits, daily liquidity, professional management, and fees and 
expenses typically lower than the other investment options. As a 
tax-efficient approach, the SMA passes through the unrelated busi-
ness income tax of MLPs, so tax-exempt investors (including indi-
vidual retirement accounts) should consult with tax advisors before 
investing. In some instances, SMAs are available to investors with 
minimum investments around $1 million.

MLP Investment Partnerships
A commingled investment partnership or mutual fund offers the ben-
efits of a diversified portfolio and professional management, and adds 
the benefit of a consolidated K-1. Instead of receiving numerous K-1s, 

Figure 3: MLPs by Industry Group, 2013
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through a structure, which provides the ben-
efit of a single tax form 1099 in a mutual 
fund offering daily liquidity.

ETF versus Actively Managed MLP Fund
In a comparison of exchange-traded funds 

Structuring a Tax-Managed MLP 
Mutual Fund Offering
Investors should identify structures that pre-
serve the tax benefits of investing in MLPs 
and offer reasonable fees and expenses. We 
believe that this can be accomplished 

for example, the investor receives a single 
K-1. As a partnership, this structure provides 
for the full flow-through of the tax benefits of 
MLPs without a corporate-level tax drag. 
Fees and expenses on this type of structure 
vary but typically are well below the fees and 
expenses associated with closed-end funds. 
Investors in a partnership typically are 
offered quarterly liquidity and investment is 
limited to either accredited investors or qual-
ified purchasers. For investors with enough 
investable capital to meet minimum invest-
ment requirements, this structure offers the 
key benefits of the full flow-through of MLP 
tax benefits, consolidated tax reporting, and 
professional management.

In both LPs and LLCs, it is lower-level enti-
ties—not the MLP—that own the assets and 
conduct operations (see figures 4 and 5). 
Taxation is on a pass-through basis. There 
is no corporate or other entity-level tax. All 
tax items flow through to the unit holders, 
who pay tax at their own rates (see table 3).

Benefits of operating as an MLP are signifi-
cant. Pass-through tax structure (no double 
taxation) means lower cost of capital. This 
is important in capital-intensive energy 
industries. This allows companies to build 
and operate low-return assets (e.g., rate- 
regulated pipelines) and still provide a  
sufficient rate of return to attract investors.

An MLP is a pass-through entity that pays 
no tax itself and the unit holders are treated 
for tax purposes as if they are directly earn-
ing the MLP’s income. Each unit holder is 
allocated on paper a share of the MLP’s 
income, gain, deductions, losses, and cred-
its. This is reported annually on the K-1. 
Unit holders enter these items on their indi-
vidual tax returns and pay tax on the net 
income at their own individual tax rates.

MLPs that are LLCs technically have 
“membership interests” rather than part-
nership interests. They do not have general 
partners. Both management and investors 
have the same membership interest. There 
are no incentive distribution rights, 
although there may be other management 
incentives. All members, including public 
unit holders, have voting rights.

Figure 4: How MLPs Work–Typical LP Structure

Figure 5: How MLPs Work–Typical LLC Structure
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Table 3: How MLPs Work

Characteristic MLP LLC Corporation
Taxable at entity level No No Yes
Tax items flow-through Yes Yes No
Tax deferral on distributions Yes Yes No
Tax reporting K-1 K-1 DIV-1099
General partner Yes No No
Incentive distribution rights (IDRs) Yes No No
Investor voting rights No Yes Yes
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best for individual investors who are look-
ing for the combined benefits of lower fees 
and expenses. The absence of a corporate- 
level tax drag (35-percent tax drag on a 
C-corporation structure) provides the 
opportunity for outperformance relative  
to both the benchmark and publicly traded 
options.

Michael Underhill is founder and chief 
investment officer of Capital Innovations, 
LLC. He is the author of The Handbook  
of Infrastructure Investing and a professor 
at École De Hautes Etudes Commerciales 
du Nord (Paris, France) teaching real  
asset investing. Contact him at  
munderhill@capinnovations.com.

Endnote
1. The National Association of College and University 

Business Officers (NACUBO)–Commonfund Study of 
Endowments is an annual report that has become the 
industry standard for evaluating the performance and 
management of college and university endowments. The 
2013 NACUBO–Commonfund Study of Endowments 
is based on data received from 835 U.S. college and 
university endowments and affiliated foundations.
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pay corporate income taxes on the earnings 
produced from the fund’s investments.

Paying Taxes Hurts
An ETF or other MLP focused fund orga-
nized as a corporation realizes the conse-
quences of functioning as a taxable entity 
in two ways. When the fund earns taxable 
K-1 income or sells holdings for a taxable 
gain, taxes must be paid, and those pay-
ments increase the total expenses reported 
by the fund. For example the current 
reported expenses for the largest MLP ETF, 
the ALPS Alerian MLP ETF (AMLP), total 
4.85 percent; this includes a 0.85-percent 
management fee and much of the remain-
der is taxes. In addition, an MLP fund will 
track its deferred income tax expense—
taxes that would be due when investments 
are sold. The deferred income tax amount 
is included in the fund’s calculated net asset 
value. This means the reported net asset 
value will lag the actual investment gains as 
the fund’s MLP positions go up in value.

The effects of the corporate structure and 
owning MLPs can be seen in the returns 
posted by AMLP compared to the bench-
mark Alerian MLP Infrastructure Index. 
For the three-year period that ended on 
January 31, 2014, the index recorded an 
average annual total return of 15.62 per-
cent. However, over the same period, the 
Alerian MLP ETF earned only 9.52 percent 
annually for investors. This means that 
almost 40 percent of the MLP index return 
was sucked away by the ETF structure’s 
expenses and tax liabilities.

In Conclusion
Investing in an MLP mutual fund that has a 
registered investment corporation may be 

(ETFs) and actively managed MLP mutual 
funds, the low expenses and low portfo-
lio-turnover features of an ETF provide a 
built-in advantage over a comparable actively 
managed mutual fund with a typically much-
higher annual expense and tax consequences 
from capital-gains distributions. An index 
stock fund on average outperforms the 
majority of actively managed funds. 
However, when it comes to running an ETF 
based on an MLP index, the rules shift, put-
ting the chances for outperformance into the 
actively managed mutual fund camp.

Income Pass-Through Doesn’t  
Work Twice
A company organized as an MLP does not 
pay corporate income taxes, and profits are 
reported to LP investors to include on their 
personal tax returns. Many MLPs have 
enough tax write-offs so that investors have 
little or no taxable income to claim from 
the MLP holding. Distributions paid by an 
MLP classify as a return of capital (ROC) 
and are not taxable income. ROC payments 
reduce the cost basis in an investment.

A fund typically registers as a regulated 
investment company (RIC), which allows 
the fund to not pay income taxes as long as 
all portfolio earnings and realized capital 
gains are passed through to investors. The 
tax characteristics of the income earned by 
the fund’s portfolio passes along with the 
fund distributions.

However, for an MLP focused fund to main-
tain RIC status, the holdings of MLP-type 
investments must be less than 25 percent of 
the fund’s portfolio value. As a result, an 
ETF or mutual fund that focuses on MLP 
investing must organize as a corporation and 

Alternatives. He is chair of the CFA Institute 
Capital Markets Policy Council and a found-
ing member of the Executive Committee of 
the Fund Governance Association. He earned 
a BA in economics and history from the 
University of Durham, England. Contact him 
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