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Summary
•
•
•

For investors wanting diversified MLP exposure in a passive product, it is important to understand the
nuances of MLP exchange traded funds and exchange traded notes.
In general, an MLP ETF is going to be more attractive for investors primarily wanting tax-advantaged yield.
A key advantage of an ETN is little or no tracking error, and an ETN tends to make more sense for
allocations in tax-advantaged accounts.

Investors wanting exposure to the MLP space through passive products that provide a Form 1099 have likely
considered exchange traded funds (ETFs) but may be less familiar with exchange traded notes (ETNs). In
some cases, an ETN may be better suited to an investor’s needs or objectives than an ETF. Today’s note briefly
explains what ETNs are, how they compare with MLP ETFs, and how investors can determine whether an ETF
or ETN is better suited for their needs.

What are exchange traded notes (ETNs)?
ETNs are unsecured debt obligations of an issuer, which agrees to pay the investor a specified return typically
based on an index. Because an ETN is providing the return on an index, there is little to no tracking error,
which is a key advantage of the structure. Midstream ETNs are often based on an index of MLPs, but there are
ETNs that track indexes with both MLPs and C-Corps. ETNs can also be leveraged, magnifying the return on the
index in either direction by some multiple (i.e. 1.5x, 2x, or 3x).
There are nuances to ETNs that investors should understand. ETN investors are exposed to the credit risk of
the issuer, so investors will want to be comfortable with the bank issuing the ETN. Additionally, MLP ETNs can
provide lower income than ETFs tracking the same index because the fee for ETNs is taken out of the coupon.
As notes, coupon payments are taxed at ordinary income rates, and for this reason, MLP ETNs are better suited
for tax-advantaged accounts.

How does an MLP ETN compare to an MLP ETF?
For investors wanting diversified MLP exposure in a passive product, an ETF or ETN could meet their needs,
but determining which is a better fit depends on the investors’ preferences and the type of account where the
investment will be made. For this discussion, an MLP ETF is one that predominantly owns MLPs and is taxed
as a corporation. Recall, any fund that owns more than 25% MLPs will be taxed as a corporation. There are RICcompliant funds that own less than 25% MLPs and are not taxed at the fund level. For more information on
RIC-compliant funds, see related research below.
In general, an MLP ETF is going to be more attractive for investors primarily wanting tax-advantaged yield.
The distributions from MLP ETFs maintain the tax advantages of their underlying holdings, and typically,
a significant portion of the MLP ETF’s distributions is tax-deferred with the remainder taxed at qualified
dividend rates. Because the income is tax-advantaged, it makes sense to own MLP ETFs in taxable accounts,
though it is not uncommon to meet investors that own MLP ETFs in tax-exempt accounts (see last week’s note
for more on this topic).
When could an MLP ETN be more attractive than an MLP ETF? Assuming the investor is comfortable with the
credit risk of the issuer, an ETN tends to make more sense for allocations in tax-exempt accounts because
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coupons are taxed at ordinary income rates. An ETN may also be more attractive if an investor is expecting
significant price appreciation from the underlying index, because an ETN has little to no tracking error.
One drawback of MLP ETFs is that performance can lag the index because the fund is taxed as a corporation.
MLP ETFs accrue a deferred tax liability (DTL) for capital gains and for the portion of distributions from MLPs
that are considered a tax-deferred return of capital. DTL is removed from the fund’s net asset value (NAV) and
is assessed based on the 21% corporate tax rate, plus some amount for state taxes (typically 2-3%). When the
fund is in a net deferred tax liability status, if the underlying index gains 10%, the ETF’s NAV may only go up
7.6%. If an ETF is in a deferred tax asset position, the ETF may more closely track the underlying index. The
graphic below summarizes the advantages and disadvantages of MLP-focused ETFs and ETNs.

ETN

C-Corp Funds
(Predominately
MLPs)

Advantages

Little/No Tracking Error

Generally Higher After-Tax Income*
Ownership of Underlying Securities
Predominate MLP Exposure

Disadvantages

Generally Lower After-Tax Income**
Credit Risk of Issuer

Deferred Tax Liability Mutes Gains

Suitability

Tax-Advantaged Investors
Total Return Investors
Comfortable with Issuer Credit Risk

After-Tax Yield Investors

* Due to expense rato being taken from NAV, and income being treated as return of capital/qualified dividend
** Due to expense ratio being taken from coupon, and coupon being taxed as ordinary income

Bottom line
When weighing MLP ETFs and MLP ETNs, there are a few key points investors should keep in mind. MLP ETFs
tend to be best suited for those looking to maximize tax-advantaged yield and investing in taxable accounts.
Assuming an investor is comfortable with issuer credit risk, an ETN is best suited for investors wanting to
minimize tracking error and investing in a tax-advantaged account.
Alerian is not a tax advisor or investment advisor. This piece does not constitute tax or investment advice.
Please consult your tax advisor or financial advisor for information specific to your situation. Alerian’s
disclaimers can be viewed here.

Related Research:
Decisions, Decisions: Demystifying MLP Investment Options
Energy Infrastructure Investing
MLP Taxation: The Benefits and What You Need to Know
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Disclaimers
This Document Is Impersonal and Not a Solicitation. In
jurisdictions where Alerian, S-Network Global Indexes, or
their affiliates do not have the necessary licenses, this
document does not constitute an offering of any security,
product, or service. Alerian and S-Network Global Indexes
receive compensation in connection with licensing its
indices to third parties. All information provided by
Alerian and S-Network Global Indexes in this document is
impersonal and not customized to the specific needs of
any entity, person, or group of persons. Alerian, S-Network
Global Indexes, and their affiliates do not endorse, manage,
promote, sell, or sponsor any investment fund or other
vehicle that is offered by third parties and that seeks to
provide an investment return linked to or based on the
returns of any Alerian or S-Network Global Indexes index.
No Advisory Relationship. Alerian and S-Network Global
Indexes are not investment advisors, and Alerian, S-Network
Global Indexes, and their affiliates make no representation
regarding the advisability of investing in any investment
fund or other vehicle. This document should not be
construed to provide advice of any kind, including, but not
limited to, tax and legal.

Limitation of Liability. While Alerian and S-Network
Global Indexes believe that the information provided in
this document is reliable, Alerian and S-Network Global
Indexes shall not be liable for any claims or losses of any
nature in connection with the use of the information in
this document, including but not limited to, lost profits
or punitive or consequential damages, even if Alerian
and S-Network Global Indexes have been advised of the
possibility of same.
Research May Not Be Current. This document has been
prepared solely for informational purposes based on
information generally available to the public from sources
believed to be reliable. Alerian and S-Network Global
Indexes make no representation as to the accuracy or
completeness of this document, the content of which
may change without notice. Alerian and S-Network Global
Indexes expressly disclaim any obligation to update the
contents of this document to reflect developments in the
energy Master Limited Partnership sector. The methodology
involves rebalancings and maintenance of indices that
are made periodically throughout the year and may not,
therefore, reflect real-time information.

You Must Make Your Own Investment Decision. It is not
possible to invest directly in an index. Index performance
does not reflect the deduction of any fees or expenses.
Past performance is not a guarantee of future returns. You
should not make a decision to invest in any investment
fund or other vehicle based on the statements set forth in
this document, and are advised to make an investment in
any investment fund or other vehicle only after carefully
evaluating the risks associated with investment in the
investment fund, as detailed in the offering memorandum
or similar document prepared by or on behalf of the issuer.
This document does not contain, and does not purport
to contain, the level of detail necessary to give sufficient
basis to an investment decision. The addition, removal, or
inclusion of a security in any Alerian or S-Network Global
Indexes index is not a recommendation to buy, sell, or hold
that security, nor is it investment advice.

Linked Products. Alerian and S-Network Global Indexes
licenses its indexes to third parties for the creation of
investment funds or other vehicles. Alerian and S-Network
Global Indexes are not responsible for the information on
these websites or for anything that they provide.

No Warranties. The accuracy and/or completeness of
any Alerian or S-Network Global Indexes index, any data
included therein, or any data from which it is based is
not guaranteed by Alerian or S-Network Global Indexes,
and it shall have no liability for any errors, omissions, or
interruptions therein. Alerian and and S-Network Global
Indexes make no warranties, express or implied, as to
results to be obtained from use of information provided
by Alerian and S-Network Global Indexes and used in this
service, and Alerian and S-Network Global Indexes expressly
disclaim all warranties of suitability with respect thereto.

Copyright. No Unauthorized Redistribution. Alerian and
S-Network Global Indexes © 2021. All rights reserved. This
document, in whole or in part, may not be redistributed,
reproduced, and/or photocopied without prior written
permission.
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Policies and Procedures. Analytic services and products
provided by Alerian and S-Network Global Indexes are
the result of separate activities designed to preserve the
independence and objectivity of each analytic process.
Alerian and S-Network Global Indexes have established
policies and procedures to maintain the confidentiality
of material non-public information received during each
analytic process. Alerian, S-Network Global Indexes, and
their affiliates provide a wide range of services to, or
relating to, many organizations, and may receive fees or
other economic benefits from these organizations.
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