
 
 

 

Topics in Wealth Strategies: 

Potential Portfolio Rebalancing Solution by 
Creating a Philanthropic Tax-Deferred 
Synthetic Bond - Pairing CRT(s) & CLT(s) 
 
October, 2021 

 
 By Sarah D. McDaniel, CFA, Managing Director, Head of Family Office Resources 
Generalists and Wealth & Estate Planning Strategists  

 
 
Against the backdrop of volatile financial markets and differences in performance across asset classes, there is the 
potential for the risk profiles of investment portfolios to drift over time if investors do not rebalance their portfolio 
allocations. Tax implications, as well as psychology, may be contributing factors as it might be difficult to rationalize 
selling a strongly performing asset and buying a poorly performing asset. Thus, investors may face the conundrum of 
choosing between their desired risk profile and their preference for relative performance.   

 
If investors are philanthropically inclined, split interest trusts may provide a plausible solution: 

• selling an appreciated investment in a split-interest trust 
• deferring resulting tax  
• receiving a tax deduction up front in some cases 
• reinvesting the proceeds into other investments 
• rebalancing a holistic portfolio in line with a targeted risk profile  
• generating an income stream for the non-charitable beneficiary 
• providing a lump sum payment in the future for the non-charitable beneficiary 
 

It is important to understand not only the potential benefits but also the risk considerations of split interest trusts which 
may include the following: 
 

• Time period – the time period may be one or more lifetimes or a team of years (up to a maximum of 20 
years for some trusts); thus, fiscal management may be required over a long period of time. 
• Liquidity – the trusts must make annual distributions to an income beneficiary; thus, it is important that the 
assets generate income and/or can be easily liquidated.   

 
Two examples of split-interest trusts that may be used individually or in combination are Charitable Remainder Trusts 
(“CRT”) and Charitable Lead Trusts (“CLT”).  At a high level, CRTs provide the opportunity for an income tax 
deduction at the time of establishment as well as an annual income stream to an individual or individuals with any 
property remaining in the CRT at a specified future date or at the date of death of the individual beneficiary(ies) being 
distributed to charity.  A CLT, as it suggests, is virtually the inverse of the CRT in that a charity receives annual 
distributions for either a specified period of time or the lifetime(s) of one or more individuals at which time the non-
charitable beneficiary(ies) receive(s) the remainder.  Depending on how this CLT is structured, an income tax 
deduction may be available for the donor at the inception of the trust or for the trust annually with each charitable 
distribution.  (Please see illustration for cash flows.) 
 
Both the CRT and the CLT may be compared to a bond in that when established, the time period and applicable 
Internal Revenue Service (“IRS”) discounting rates determine the annual distribution amounts given the principal or 
amount the individual commits to the strategy.  Exploring the bond analogy further, from the perspective of the 
individual, if an individual establishes both a CRT and a CLT, the individual effectively is receiving current income 
from the CRT and a future lump sum from the CLT (albeit for the next and not the current generation) which together 
mimic the payout of a fixed income investment.  (Please see illustration for combination of cash flows.)  Further, the 



individual may customize their own virtual bond investment by specifying the time horizon (specified time or lifetime), 
selecting the credit quality (by selecting the investments in the entities) and assigning fixed or floating annual 
distributions (annuitizing or unitizing the legal structures).  Finally, given the cap on income tax deductions for annual 
charitable giving as well as the possibility of additional contributions to certain types of existing split-interest trusts 
over a number of years necessitating the recalculation of the distributions, one may effectively create a customized 
laddered bond portfolio by establishing new combinations of split-interest trusts each year (including interest only or 
principal only derivatives).   
 
If an individual does use some combination of the split-interest strategies, the flexibility available in specifying the 
structures may alleviate some of the negative effects on investments in changing rate environments.  Specifically, an 
individual may set the time horizon of the structures (lifetime or a term of years) or the duration of the bond-like 
security.  So, in a rising rate environment, the individual would set a shorter duration.  Also, the individual may 
determine the allocation and risk profile of the investments in the structures or the credit quality of the bond-like 
security.  So, in a rising rate environment, the individual would create a high quality and well-diversified portfolio.  
Additionally, the individual may choose a unitrust or annuity distribution or the coupon of the bond-like security. So, in 
a rising rate environment, the individual would choose an annuity for the CLT (so the payment to charity would not 
increase with an increase in investment performance) and a unitrust for the CRT (so the payment to the individual 
would increase with an increase in investment performance). 
 
If an individual questions the efficacy of split-interest structures given their dependence on the treasury yield curve to 
determine the applicable rates for the legal structures established, it is prudent to remember that while rates do set 
the baseline and hurdles for the structures, the efficacy of the structures depend on the performance of their 
investments, which may be quite diverse and may provide more opportunity, relative to the treasury yield curve.  
Additionally, when considering the entirety of an individual’s assets, an individual who utilizes the split-interest 
structures may benefit from an even higher allocation to equities and illiquid investments given the presumed fixed 
income like the nature of the combination of structures in place.  (Please see illustration for asset allocation and 
location.) 

 

 
 
  
 
 
 
 



 
 
Disclosures 
 

This material has been prepared for informational and educational purposes only based upon information generally 
available to the public from sources believed to be reliable.  Morgan Stanley makes no representation as to the 
accuracy or completeness of data from sources outside of Morgan Stanley. The views and opinions presented may 
differ materially from the views and opinions of others at Morgan Stanley and/or other businesses/affiliates of Morgan 
Stanley. All expressions of opinion are subject to change without notice and are not intended to be a forecast of 
future events or results. 
 
This material does not take into account your personal circumstances and we do not represent that this information is 
complete or applicable to your situation. We are not providing you with investment, tax or legal advice. You should 
consult your own accounting, tax, legal, or other advisors with respect to the appropriateness for you of any 
investment or strategy and to determine whether the analyses in the material applies to your specific circumstances. 
Particular legal, accounting and tax restrictions applicable to you, margin requirements and transaction costs may 
significantly affect the structures discussed, and we do not represent that results indicated will be achieved. You 
should consult your legal and tax advisors to check that the techniques are applicable for the charitable entity. 
 
Morgan Stanley Smith Barney LLC (“Morgan Stanley”), its affiliates and Morgan Stanley Financial Advisors 
and Private Wealth Advisors do not provide tax or legal advice. Individuals should consult their tax advisor 
for matters involving taxation and tax planning and their attorney for matters involving trusts and estate 
planning, charitable giving, philanthropic planning and other legal matters. 
 

Morgan Stanley Smith Barney LLC does not accept appointments nor will it act as a trustee but it will provide access 
to trust services through an appropriate third-party corporate trustee. 
 
This material does not provide individually tailored investment advice. It has been prepared without regard to the 
individual financial circumstances and objectives of persons who receive it. The sole purpose of this material is to 
inform, and it in no way is intended to be an offer or solicitation to purchase or sell any security, other instrument, 
investment, service or trading strategies, to attract any funds or deposits or an offer to buy or sell the asset classes or 
investment styles mentioned herein nor is Morgan Stanley soliciting an offer to buy or sell them..  Investments 
mentioned may not be appropriate for all investors. The appropriateness of a particular investment or strategy will 
depend on an investor’s individual circumstances and objectives. 
 
Investing in the market entails the risk of principal loss as well as market volatility. The value of all types of securities 
may increase or decrease over varying periods. 
 
Asset allocation, diversification and rebalancing do not assure a profit or protect against loss in declining financial 
markets. There may be a potential tax implication with a rebalancing strategy. Please consult your tax advisor before 
implementing such a strategy. 
 
Alternative investments often are speculative and include a high degree of risk. Investors could lose all or a 
substantial amount of their investment. Alternative investments are appropriate only for eligible, long-term investors 
who are willing to forgo liquidity and put capital at risk for an indefinite period of time. They may be highly illiquid and 
can engage in leverage and other speculative practices that may increase the volatility and risk of loss. Alternative 
Investments typically have higher fees than traditional investments. Investors should carefully review and consider 
potential risks before investing.  Alternative investments involve complex tax structures, tax inefficient investing, and 
delays in distributing important tax information. Individual funds have specific risks related to their investment 
programs that will vary from fund to fund. Investors should consult their own tax and legal advisors as Morgan 
Stanley does not provide tax or legal advice. 
 
Bonds are subject to interest rate risk. When interest rates rise, bond prices fall; generally, the longer a bond's 
maturity, the more sensitive it is to this risk. Bonds may also be subject to call risk, which is the risk that the issuer will 
redeem the debt at its option, fully or partially, before the scheduled maturity date. The market value of debt 
instruments may fluctuate, and proceeds from sales prior to maturity may be more or less than the amount originally 
invested or the maturity value due to changes in market conditions or changes in the credit quality of the issuer. 
 
Ladders may contain bonds rated below investment grade. High yield bonds may have speculative characteristics 
and present significant risks beyond those of investment grade securities, including greater credit risk, price volatility, 
and limited liquidity in the secondary market. Investors should carefully consider these risks in relation to their 



individual circumstances, objectives and risk tolerance before investing in high yield products. High yield bonds 
should comprise only a limited portion of a balanced portfolio. 
Investing in stock securities involves volatility risk, market risk, business risk, and industry risk. The prices of stocks 
fluctuate. Volatility risk is the chance that the value of a stock will fall. Market risk is the chance that the prices of all 
stocks will fall due to conditions in the economic environment. Business risk is the chance that a specific company’s 
stock will fall because of issues affecting it such as the way the company is managed. Industry risk is the chance that 
a set of factors particular to an industry group will adversely affect stock prices within the industry. 
 
Any hypothetical scenarios and results included in this material are not recommendations to pursue any specific 
strategy. They are shown for illustration purposes only and are not intended to represent future performance of any 
particular investment. Your actual results may differ. The principal value and investment return of an investment will 
fluctuate with changes in market conditions, may be worth more or less then original cost. Taxes may be due upon 
withdrawal. 
 
Hypothetical performance should not be considered a guarantee of future performance or a guarantee of achieving 
overall financial objectives. 
 
Morgan Stanley Private Wealth Management is a division of Morgan Stanley Smith Barney LLC.  
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