Why Dividend Hunters Have MLPs in Their Sights - DailyFinance http://www.dai l yfi nance.convstory/investi ng-basi cs/divi dend-hunters-targ...

SKip to main content

MAIL | You might also like: BloggingStocks, WalletPop and More Sign In / Register Search the Web |9 ]

Get Quote Search DailyFinance Wednesday, September 15, 2010

Enter ticker symbol, company or fund SEARCH >
An AOL Money & Finance Site
Browse Securities

Main Investing Tech Economy Media All Stories Portfolios Market News Video AboutUs More Help & Feedback

Why Dividend Hunters Have ML Psin Ther Sights

By SHERYL NANCE-NASH Posted 6:30 AM 09/14/10 Energy, Investing, ETFs, Investing Basics
Comments Text Sze A A A

What's wrong with good old-fashioned dividends? These days, apparently nothing at
al. So, it's not surprising that dividend-rich master limited partnerships are starting to
look rather appealing to investors.
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An MLPisalimited partnership that's traded on a stock exchange like a stock of any
company. It combines the benefits of limited partnerships with the liquidity of publicly &
traded securities. They're limited by the U.S. tax code only to enterprisesin certain
businesses, mostly pertaining to the use of natural resources such as a petroleum, Lorils
natural-gas extraction, transportation (pipelines) and, occasionally, real estate.

Roughly 70 MLPs are based in the U.S. According to Morningstar, some are structured as exchange-traded notes, closed-end funds and open-end funds.
At the end of August, the first ML P exchange-traded fund was launched, Alerian MLP ETF (AMLP).

Attractive Stream of Income

Why the buzz about ML Ps? Tax-favored dividends. ML Ps can be generous because they don't have to pay federal income taxes if they pay out most of
their cash flow to shareholders. Many ML Ps are now annually paying in the 6% to 10% range. " Since much of the distributionsis typically considered a
return of principal, that part is not taxable," explains Frank Beck, managing partner and chief investment manager for Capital Financial Group.

Many investors will also realize the benefit of sharing in the depreciation of the ML P's assets, Beck says. For example, a pipeline that transports oil or
gas hasahigh initial cost and depreciates over a number of years. ML Ps can offer along-term investor an attractive stream of income with some

additional appreciation. And because MLPs usually own hard assets, they also offer an attractive hedge againgt inflation, adds Beck.

Performance has also earned ML Ps attention. Here are some recent examples, according to Dividend Detective Indexes:

Coal MLPs: 12-month average return 76%,; year-to-date average return 29% (through Sept. 9); average distribution yield 6.9%.
Exporation & Production ML Ps: 12-month average return 70%; Y TD average return 30%; yield 8.7%.

Pipeline MLPs. 12-month average return 39%; Y TD average return 18%; yield 6.6%.

Propane MLPs: 12-month average return 35%; Y TD average return 15%; yield 7.3%.

Long Histories of Increasing Distributions

Pamela Roseau, a managing director with HighTower believes ML Ps are an emerging asset class, the same way real estate investment trusts (REITS)
were 20 years ago. She calls them a hybrid between debt and equity, and thinks they're a valuable “total return” vehicle. She also says MLPsare an
excellent way to diversify a portfolio because their movements are minimally correlated to those of other asset classes, such as stocks and bonds.

One reason she's hig on ML Psistheir visible, steady cash flow. MLP revenues are fueled by the steady demand for products such as gasoline or natural
gas, she says. Many MLPslock in long-term contracts of 10 years or more with their customers. And many also have annual tariff-adjustment
mechanisms built in so that when costsrise, they can pass them on to customers. Additionally, because these ML Ps have long histories of increasing
their distributions, in most casesincome growth should outpace inflation, she says.
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MLPsaren't new. Congress authorized them in the mid-1980s, but they have new appeal. "Investors are discouraged. They've virtually given up on
equitiesand real estate, and pushed ML Ps, commodities and fixed income," says Alan Lancz, director of research at LanczGlobal.com.

"The MLPsthat we liked 10 years ago are now favored because of their strong income streams and average 11% return over the least decade.
Unfortunately, once again, investors are piling in without understanding the risk in most MLPs," says L ancz.

The General Partner Takes ProfitsFirst

Just how do MLPswork -- and what are the risks? In an MLP, a general partner runs the business, while individual investors are limited partners who
own units instead of shares. Originally, at least for pipeline operators, an existing oil or gas producer would form an MLP, set itself up as the general
partner and then from time to time transfer portions of its pipeline assets to the partnership.

Although that still happens, nowadays the general partner could also be in an unrelated business, says Harry Domash, publisher of the Dividend
Detective, which focuses on providing information and education on a variety of dividend-paying investments, including stocks, bonds, REITs and
MLPs. The general partner receives a percentage of the MLP's profits off the top, before the limited partners receive their cut.
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How does Uncle Sam figure into the equation? Smply put: "You need to understand the treatment of
distributions," says Lancz. Due to the partnership structure, ML Ps generally avoid corporate income taxes. Roughly 75% to 80% of distributions are
considered return of investment (return of capital) instead of income. The balance isreturn on capital. You don't pay taxes on the return-of-capital part
until you sell. However, when you do sell, you pay taxes -- mostly at ordinary rates -- on the portions previoudy designated as return of capital, says
Domash. The return-on-capital portion istaxed at ordinary rates.

Further, if you receive return-on-capital distributions totaling (from all ML Ps) more than $1,000 in a year, the amount exceeding that figure may be
considered unrelated business income and subject to taxes. This can create an unexpected tax liability for MLPs held in a tax-deferred account, such as
an IRA, which iswhy Lancz says such accounts aren't a good idea for MLPs. Lancz also worries that tax laws governing ML Ps could change to
eliminate their significant tax-deferral advantages.

MLPsissue K-1 tax formsinstead of 1099s, and the tax returns can be more complicated, says Domash. Because K-1s are typically delivered in early
spring each year, some investors may have to file an extension on their tax returns. Dealing with K-1sin an IRA or Roth (qualified) accountsis more
work than most investors would want to do and would require significant CPA charges, says Beck.

Investors using qualified accounts or short-form tax returns should use ETFs consisting of MLPs, advises Beck, or they may wish to use a general
partnership, which doesn't produce K-1s. However, the ETFs and GPstypically pay several percent lessthan individual MLPs.

For whom might these complications be worthwhile? ML Ps are ideally suited for the investor who's looking for attractive yields and is willing to accept
some volatility in the underlying asset, says Beck. The investor should have atime horizon of at least three to five years. Snce cash flow is seldom
impeded by any significant percentage, ML Ps are easy to hold through tough markets by investors who understand them and are looking for cash flow.
"During the 2008 financial crisis, very few ML Ps suspended distributions, and most did not even decrease their quarterly distributions,” says Beck.

Of course, MLPs have their detractors. Rich Arzaga, founder of Cornerstone Wealth Management, is among those not overly impressed. "MLPsare a
relatively new investment vehicle. New investment vehicles tend to pique the interest of early adopters. This doesn't mean that ML Ps are a good idea.
MLPsaren't for everyone. In fact, they're not for most investors.”

Arzaga makes another point that appliesto all investment types, not just ML Ps: "More important than bragging rights at the country club is answering
the question of suitability: Isthe investment strategy and vehicle appropriate or suitable for you, based on your goals and financial situation.”

Tagged: dividend plays, dividends, ETFs, investing, investing basics, Master Limited Partnerships, ML Ps, natural gas pipelines, natural resources, oil and
gas pipelines, tax-deferred investments
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If your IRA is a roll over from a qualified plan such as a profit sharing plan and all contributions are considered 100% taxable when distributions are taken then these MLPs
are a good choice for an IRA. You need not file any tax forms and when you take distributions you benefit from the full value of both stock and distributions.

Report Abuse

CHABSENTIA 11:13AM Sep 14, 2010 ég) m
Sort By:

30f 8 9/15/2010 1:22 PM



Why Dividend Hunters Have MLPs in Their Sights - DailyFinance http://www.dai l yfi nance.convstory/investi ng-basi cs/divi dend-hunters-targ...

| have had a Natural Gas MLP for a little over a year. The Dividend has increased 13% in that time and the Stock itself almost 20%. The State | live in does not have a State
income tax and the K-1 that | am sent has a line by line explantion and what needs to be declared in the Federal Tax. Based on the orignal price of the Stock | am getting an 8
1/2 percent dividend and based on its present price a little less than 6%.There are a lot of good deals that people with Cash can take advantage of today.
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This article doesn't adequately discuss the tax ramifications of owning an MLP. Tax filings are usually far more complicated because as a limited partner in an MLP you are
considered to be an owner/operator of the business. You have to report each item of income/expense in the same manner that the MLP would have had to report it if it had to
file its own tax return. Most significantly, as a partner in an MLP, you may have to file state income tax returns in every state where the MLP conducts operations. While most
states have reasonable minimum inocme thresholds before you have to file, some require returns with as little as $1 of gross receipts. For those who want more information
about MLPs, check out the National Association of Publicly Traded Partnerships, www.naptp.org.
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Go to Morningstar.com. Type in two asterisks (**)in the quote box. That will take you to a page to help you find ticker names. Click on the button next to the words
"name contains" Then in the box below that delete the two asterisks and type in "MLP". All of the MLP's and MLP funds and ETF will come up.
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They are much bettter than stocks for most people but you do have a different tax form and they charge more to process your return. You can buy say Enbridge management
and avoid this or Kinder Morgan has the same deal. | like gold, silver and Seabridge and closed end utility funds that pay monthly too. David Rockeyfeller, nuke China.
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