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Past performance is not a guarantee of future 

results. Inherent in any investment is 

potential for loss. Holders of MLP units have 

limited control and voting rights on matters 

affecting the partnership and are exposed to 

a possibility of liability for all of the obligations 

of that MLP.

Master limited partnerships, once a red-hot segment 
for portfolio income, may be ready for a comeback.  
Since the 2015 oil market crash and debt purge, MLPs 
have struggled to recapture investors’ imagination and 
dollars despite record oil and natural gas production.  
MLP investors have had to contend with a 30% cut in 
distributions since 2014, regulatory and tax policy 
uncertainty, and indirect commodity price volatility.  
Distribution cuts can be attributed to the reduced 
access to capital and company managements increas-
ingly redirecting cash flows to capital projects and 
acquisitions.  

Recent regulatory events may encourage interstate 
MLPs to become corporations.  In July 2018, the 
Federal Energy Regulatory Commission softened an 
earlier ruling which prohibited MLPs with pipelines that 
cross state lines from setting tariffs that include taxes 
paid by their investors. Intrastate pipeline MLPs and 
energy infrastructure MLPs that include gathering, 
processing and storage facilities, will not be affected.  
In addition, the reduction in U.S. corporate tax rates 
has decreased the attractiveness of the MLP model 
and dedicated MLP funds. 

The midstream sector is certainly unloved but the 
industry’s fundamentals are improving. MLPs should 
benefit from rising commodity production, increased 
demand and steady economic growth.  As a group, 
the balance sheets are stronger than 2-3 years ago, 
reflected in improved debt service coverage ratios and 
lower leverage ratios.  Another potential tailwind is that 
many MLPs are adopting simplification strategies to 

eliminate incentive distribution rights and to 
reduce complexity of their corporate structure. 

The case for midstream MLPs is even stronger 
if accessed through an investment grade MLP 
closed-end fund (“CEF”).  While there are 136 
MLPs representing $422 billion in market 
value, there are only 24 MLP closed-end funds 
with a combined market capitalization of $12 
billion.  Given the regulatory landscape and 
less incentive for MLP formation, we don’t 
think the net supply of MLPs will increase.

After years of industry-wide distribution cuts, 
we believe distributions are stabilizing.  The 
average discounts to net asset value (5-6%) 
are generally wide, relative to history.  In 
addition, CEFs offer 1099 reporting (rather 
than a K-1) and do not generate unrelated 
business taxable income (UBTI) exposure.  
Distributions from a CEF are classified as 
return of capital and qualified dividends, rather 
than return of capital and ordinary income in a 
direct MLP investments.  

The investment implications are important.  
The regulatory changes and reorganizations 
are creating a challenging, short-term environ-
ment, but a long-run opportunity in select 
MLPs.  More MLPs will convert to C-corpora-
tions or buy out GP interests, and eliminate 
incentive distribution rights.  U.S. C-corpora-
tions make up 23% of the midstream universe 
market capitalization. Those converted C-cor-
porations will become larger and have an 
expanded investor base.  Dedicated MLP 
funds may become less attractive due to a 
higher tax liability and the shrinking universe of 
MLPs to own.   In sum, MLP CEFs, that own 
well-positioned midstream assets, will be 
attractive due to better distribution profiles and 
their solid NAV performance.  The investment 
opportunity is to own income-producing, 
tax-advantaged infrastructure assets at a 
discount.  MLP CEFs are an underfollowed, 
under-owned niche source of portfolio income.  
Patient MLP CEF investors can find free 
resources at Morningstar.com and CEFcon-
nect.com. 
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