
Master limited partnerships

Master limited partnerships
A master limited partnership (MLP) is a limited partnership that publicly trades on a securities exchange similar 
to how a corporate stock trades on the New York Stock Exchange. However, unlike corporate stock, ownership 
interests in an MLP are referred to as units and limited partner owners of the MLP as unit holders. Cash paid 
out to unit holders is referred to as distributions rather than dividends. MLPs are managed by a general partner 
who typically owns a minority stake (often 2 percent). The general partner manages the MLP’s operations, holds 
all the voting power and is paid a management fee – and often an incentive fee – for increasing the distribution 
to limited partners. Limited partners provide the capital and receive the benefits of the distribution payments, 
typically without voting rights.1

Due to their structure, MLPs combine the tax features of a limited partnership with the liquidity of publicly traded 
securities. Their limited partnership structure generally results in favorable tax treatment by avoiding corporate 
income tax and enabling the MLP to distribute more cash flow to the unit holders. MLP unit holders avoid the 
double taxation experienced by shareholders of regular corporations and are generally required to make quarterly 
distributions to its unit holders.

In order to qualify as an MLP and not be taxed as a corporation, a partnership must receive 90 percent or more of 
its income from what the Internal Revenue Code of 1986 calls “qualifying sources.”2 These qualifying sources are 
limited to enterprises that engage in certain businesses that own or operate real or tangible assets. Due to the tax 
code, most MLPs are in energy-related business. For many MLPs, these include all manner of activities related to 
the production, processing or transportation of oil, natural gas and coal.3

Investors are provided a K-1 (usually mailed between February and April) instead of a 1099, which specifies the 
unit holder’s portion of the income, loss and deductions of the prior year’s payouts. The investor pays tax on the 
portion of net income allocated to him or her at his/her ordinary income rate. A portion of the payout may be 
tax deferred and subtracted from the unit holder’s cost basis. When units are sold, some of the gain that comes 
from certain deductions, such as depreciation expense, may be taxed as ordinary income. Investors may need to 
file tax returns in several states. Additionally, MLPs held in a qualified account, such as an Individual Retirement 
Account (IRA), may subject the account to Unrelated Business Income Tax (UBIT). If an IRA has UBIT, it is required 
to pay tax on the UBIT at trust income tax rates.
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Northwestern Mutual Wealth Management Company (NMWMC) periodically prepares information for its clients on 
a variety of securities-related topics. This document is meant to provide clients with important information about 
master limited partnerships. This material is not intended as an endorsement or recommendation of any particular 
investment or security.
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MLPs are income-generating investments that may offer above-average yields and distribution growth rates 
relative to other income-producing investments, such as bonds and dividend-paying stocks. However, MLPs have 
unique tax characteristics that may make your tax reporting more complicated, and possibly more costly, than for 
other income-producing investments. As a result, MLPs are not suitable for all investors. Please consult your tax 
advisor before investing. Further, MLPs have unique risks, which are described below, that you should understand 
before investing. 

Risks
The level and type of risk associated with MLPs may vary significantly from one MLP to another. No investment 
strategy can guarantee a profit or protect against loss, including loss of principal. No investment strategy 
can guarantee a profit or protect against loss, including loss of principal. Below are some of the primary risks 
associated with investing in MLPs.

Cash flow dilution and voting rights risk | The general partner manages the partnerships and typically receives 
incentive distributions based upon the distributions that are paid to the limited partners. The more distributions 
paid, the more incentive distributions the general partner receives. Because some incentive distributions may be 
paid to the general partner by the MLP issuing additional units, there is the possibility of dilution of cash flows 
for existing limited partners. As a result, if you invest in MLPs, your income is not guaranteed and could decrease 
over time. In addition to a reduction in income, you could also lose your principal.

Commodity price risk | Revenue received by energy MLPs may be directly affected by a drop in commodities 
prices, which could in turn impact the distributions being paid by the MLP. Investors considering MLPs should 
consider the risks of MLPs relative to their risk tolerance level and investment objectives and make investments 
accordingly. You should understand that each MLP is different, and selecting an MLP for your account and 
particular investment objectives involves factors unique to each particular MLP being considered in addition to 
the general MLP risks listed above.

Concentration risk | Due to the tax requirements applicable to the product, most MLPs are centered in the energy 
industry, in particular the transportation and distribution of oil and gas via pipelines or distribution facilities. As a 
result of this concentration, an MLP’s performance will likely be closely tied to the market, economic or regulatory 
conditions and developments in the energy sector and may be more volatile than the performance of an investment 
with greater sector diversification.

Interest rate risk | MLPs carry some interest rate risk because their projects are typically financed by debt. When 
markets froze in 2008-2009, the value of MLP investments decreased substantially because many MLPs borrow 
to finance their capital projects. The ability of an MLP to control or mitigate this risk is difficult. MLPs require 
access to capital. For MLPs to generate a positive return, this capital must come at a cost below the expected 
return of the asset. If capital markets freeze, the value of MLP investments can decrease substantially. The ability 
of an MLP to control this risk is difficult though larger and/or higher rated MLPs may have more capital flexibility.

Legislative risk | One of the most attractive features of MLPs is their tax treatment. However, a change in 
an MLP’s business or other actions taken or not taken by an MLP could cause the MLP to lose its status as a 
partnership for tax purposes. Additionally, tax law change may impact an MLP’s partnership status. If the MLP is 
deemed to be a corporation, then its income would be subject to federal taxation at the entity level, reducing the 
amount of cash available for distribution to the fund, which could result in a reduction of the fund’s value.
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Leverage risk | The general partner typically receives higher incentive distributions for higher distributions to 
limited partners. This creates incentive for the general partner to take risks, such as using leverage, to increase 
distributions. Also, MLPs must typically borrow to finance asset maintenance and growth. Leverage, including 
borrowing, may cause an MLP’s price to be more volatile and may decrease distribution rates if borrowing  
costs increase.

Liability risk | Creditors have the right to seek the return of prior distributions if the liability in question arose before 
the distribution was paid. This liability stays attached to the unit holder even after he/she sells the units. Due to the 
structure of the product, liability risk is inherent in most MLPs and therefore difficult to control or mitigate.

Liquidity risk | MLPs trade on exchanges like stocks, but an MLP may trade less frequently than larger companies 
if the MLP’s market capitalization is small, which may result in volatile price movements or difficulty in buying  
or selling.

Regulatory risk | MLPs operate in highly regulated businesses (e.g., the energy business). In particular, many 
pipelines are regulated by the Federal Energy Regulatory Commission (FERC), which has the ability to set rates 
and rules over disputes. Regulatory decisions or actions by the FERC could impact cash flows, which could affect 
the performance of the MLP and the rate of distributions to the unit holders.


