Morgan Stanley

INVESTMENT MANAGEMENT

Tax Strategies for Alternatives:
Sharpening After-Tax Performance

INSIGHT | ALTERNATIVES | February 2026

Key takeaways

= Investors can improve after-tax returns by reducing marginal
tax rates, deferring tax liabilities and by generating investment
losses to offset taxable gains.

= Tax liabilities can vary by the location of assets, including tax-
free distributions from Roth IRAs, distributions from traditional
IRAs and 401(k)s taxable at ordinary rates, and distributions
from taxable accounts, which can take advantage of lower
qualified dividend and long-term capital gains tax rates.

» Certain strategies, such as exchange funds, tax-loss harvesting,
life insurance and variable annuities, can also be used to reduce
or defer tax liabilities.

Introduction

Taxes are a controllable factor that can significantly impact wealth preservation
and growth. With tax rates ranging from zero to the highest marginal brackets,
strategic planning is essential for protecting and compounding capital over
time. Sophisticated solutions such as exchange funds, tax-loss harvesting, and
insurance-based structures can be powerful levers for reducing current tax
liabilities, deferring future taxes, and optimizing estate transfers. By integrating
these strategies into the management of portfolios, investors can potentially
increase after-tax returns and enable greater wealth accumulation for current
and future generations.

Tax Rates Vary by Asset Type, Asset Location, & Holding Period

Investors and their advisors need to be aware of tax implications across an
investment portfolio. As noted in Table 1, tax rates can range from zero to the
investor's marginal rate, depending on the investor's overall taxable income, the
type of asset, the holding period of the asset, and the type of account in which
the asset is held.
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TABLE1

Typical Tax Treatment of Income Received by US Investors

INVESTMENT TYPE

TAXTYPE

FEDERAL TAX RATE

Qualified Dividends on Common

Preferentially Taxed

0%, 15%, or 20% based on the investor's tax

and Preferred Stocks

bracket (plus 3.8% net investment income tax,
if applicable)

Long-Term Capital Gains on Assets Held
Longer than 12 Months

Preferentially Taxed

0%, 15%, or 20% based on the investor's tax
bracket (plus 3.8% net investment income tax,
if applicable)

Short-Term Capital Gains on Assets Held
Less than 12 Months

Ordinary Income

Taxed at the investor’s marginal rate (plus 3.8%
net investment income tax, if applicable)

Qualified Distributions from 401(k) Plans
and Traditional IRAs

Ordinary Income

Taxed at the investor's marginal rate

Non-Qualified Income Distributed by Bonds,
Private Credit, REITs, BDCs, MLPs, etc

Ordinary Income

Taxed at the investor's marginal rate (plus 3.8%
net investment income tax, if applicable)

Qualified Distributions from Roth IRAs.
Interest on Municipal Bonds

Tax-Exempt

Tax-Exempt

Tax Considerations for Alternative Investments

Alternative investments may complicate or simplify taxes,
depending on the strategy and how they are implemented
in a portfolio. Investors usually prefer to have taxable
income reported on a Form 1099, which is a simple form
that is issued to investors as early as January of the year
after a taxable event.

Transactions reported on a Schedule K-1 can significantly
complicate taxes, as the information may not be available
before the regular tax filing deadline of April 15%. Many
alternative investments, such as private equity funds and
hedge funds, which are organized as partnerships and
report transactions on a Schedule K-1.

When building holistic tax-management strategies, investors
need to be mindful of the unique tax implications of adding
private assets to their portfolios. Some investments, such
as hedge funds, deploy high-turnover strategies that may
generate substantial short-term gains. Other strategies,
such as Real Estate Investment Trusts (REITs), Master

Limited Partnerships (MLPs), and energy investments, may
generate tax-advantaged income by classifying portions

of distributed income as depreciation, depletion, or as a
return of capital.

Investment Strategies to Reduce or Defer

Tax Liability

Investors can improve after-tax returns by reducing the
marginal tax rate they pay on income and asset sales,

by deferring tax liability to later years, or by generating
investment losses to offset taxable gains. Capital losses
are eligible to offset capital gains in the current year with
no limit. If losses exceed gains, you can then deduct up
to $3,000 of the excess against other ordinary income.
Any remaining unused losses in excess of the $3,000 can
carry forward indefinitely to offset future capital gains

in subsequent years. Holding investments that generate
ordinary income in a tax-deferred account, such as a
traditional IRA, can defer taxes on income that would be
taxed at the higher non-qualified rate in the current year.
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TABLE 2
Strategies to Defer or Reduce Tax Liabilities

INVESTMENT STRATEGY STRATEGY OR VEHICLE

TAX BENEFIT

Estate and Gift Tax
Planning Strategies

Trusts to help manage the transfer
of alternative investments to future

generations, such as Grantor Retained

Annuity Trusts (GRAT)

Reduce or minimize tax Liability

Concentrated
Wealth Strategies

Exchange funds offer diversification
without triggering immediate
tax liabilities

Valuable for reducing concentrated stock risks and benefiting
from diversification without paying tax.

Long-Short
Tax Strategies

Tax Loss Harvesting

Generate losses to offset taxable gains and income now or in the

future. One common use of long/short is building-up losses (using
loss carry forwards) for future taxable events such as the sale of

a business

Tax-Advantaged
Income Strategies

REITs, MLPs, and Energy Investments

Income may be treated as a return of capital.

Insurance-Related Tax-
Advantaged Growth Strategies Private Placement Variable

Annuities (PPVA)

Private Placement Life Insurance (PPLI)

Private assets can be held in an insurance wrapper, which defers
taxable income until the income is withdrawn.

In addition, as noted in Table 2, certain investment types

can be used to defer or reduce tax liabilities. Estate and

gift tax planning strategies seek to transfer assets with the
greatest potential appreciation out of the investor's taxable
estate. One such strategy is a Grantor Retained Annuity
Trust (GRAT), where the grantor transfers assets expected
to appreciate in value into the trust for a fixed term while
retaining the right to receive annual annuity payments, plus
an interest charge. Because the GRAT is typically a grantor
trust, the grantor continues to pay income taxes on the
trust's earnings as if they still owned the assets personally.
At the end of the trust's term (assuming the grantor
survives), the assets remaining in the trust are transferred to
the beneficiaries, free of estate or gift tax liabilities. GRATs
are attractive to investors whose estates may exceed the
Federal Gift and Estate Tax Exemption, especially if they hold
concentrated positions in private company stock expected to
appreciate substantially over the life of the trust.

Concentrated wealth is a key concern for many investors.
While the outsized position(s) may increase portfolio
volatility, investors may be reluctant to sell due to emotional
attachment, overconfidence, or employee trading restrictions.
However, the most common hurdle to a sale is the reluctance
to pay taxes on the embedded capital gains.

Investors can pair a concentrated position with direct indexing,
or they can use a long-short strategy to harvest tax losses. As
tax losses are generated to offset the taxable gains embedded
in a concentrated position, the stock is sold off incrementally
to match the realized gains to the losses generated.

Investors may also choose to contribute a highly appreciated
position to an exchange fund, which diversifies the portfolio,
reduces volatility, and defers taxes until the exchange fund
is sold. No tax liability is triggered when the concentrated
asset is contributed to an exchange fund, which allows for
the compounding of returns on deferred taxes. Investors

TAX STRATEGIES FOR ALTERNATIVES: SHARPENING AFTER-TAX PERFORMANCE | MORGAN STANLEY INVESTMENT MANAGEMENT



frequently hold exchange funds until death, allowing their
heirs to potentially inherit the exchange fund with a step up
in cost basis.

Tax-advantaged income strategies are used to shield
investment income from taxes. Such strategies may offer
favorable tax treatment, such as pass-through taxation

or reduced tax rates on certain types of income. For
example, investments in REITs, MLPs, or energy projects
may pass-through tax benefits to investors in the form of
depreciation or depletion deductions that are generated by
the investments (subject to the basis, at-risk, passive activity,
and excess business loss-limitation rules). Some distributed
income may be treated as a return of capital, deferring taxes
on the income until the investment is sold.

Insurance-related solutions can be used to achieve tax-
advantaged investment growth. Private Placement Variable
Annuities (PPVAs) allow investors to allocate to an actively
managed portfolio of traditional and alternative investments
while deferring tax liability until assets are withdrawn

Learn More,
Visit the Alternatives Investing Center

from the policy. Similar to annuities or traditional IRAs,
withdrawals are taxed as ordinary income. PPVAs do not
receive a step-up in basis at death and do not provide a tax-
free death benefit.

Private Placement Life Insurance (PPLI) can also allocate to
alternative investments, with gains growing tax-free inside
the policy. Similar to a life insurance policy, proceeds at death
are distributed to heirs free of income tax liability. The death
benefit may be free of estate tax liability if the PPLI is held in
an Irrevocable Life Insurance Trust (ILIT).

Conclusion

Incorporating tax considerations into portfolios that
include alternative assets is crucial for optimizing wealth
preservation and growth. By employing tax strategies such
as exchange funds, tax-loss harvesting, and insurance-based
structures, investors can enhance their after-tax returns
while ensuring greater wealth accumulation for current and
future generations.
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IMPORTANT INFORMATION

Alternative investments typically have higher fees and expenses than other
investment vehicles, and such fees and expenses will lower returns achieved
by investors. Alternative investment funds are often unregulated, are not
subject to the same regulatory requirements as mutual funds, and are not
required to provide periodic pricing or valuation information to investors. The
investment strategies described in the preceding pages may not be suitable
for the recipient's specific circumstances; accordingly, you should consult your
own tax, legal or other advisors, both at the outset of any transaction and
on an ongoing basis, to determine such suitability. This material is a general
communication, which is not impartial and all information provided has been
prepared solely for informational and educational purposes and does not
constitute an offer or arecommendation to buy or sell any particular security
or to adopt any specific investment strategy.

The views and opinions and/or analysis expressed are those of the author
or the investment team as of the date of preparation of this material and
are subject to change at any time without notice due to market or economic
conditions and may not necessarily come to pass. Furthermore, the views will
not be updated or otherwise revised to reflect information that subsequently
becomes available or circumstances existing, or changes occurring, after the
date of publication. The views expressed do not reflect the opinions of all
investment personnel at Morgan Stanley Investment Management (MSIM) and
its subsidiaries and affiliates (collectively “the Firm™), and may not be reflected
in all the strategies and products that the Firm offers.

Forecasts and/or estimates provided herein are subject to change and may
not actually come to pass. Information regarding expected market returns
and market outlooks is based on the research, analysis and opinions of the
authors or the investment team. These conclusions are speculative in nature,
may not come to pass and are not intended to predict the future performance
of any specific strategy or product the Firm offers. Future results may differ
significantly depending on factors such as changes in securities or financial
markets or general economic conditions.

This material has been prepared on the basis of publicly available information,
internally developed data and other third-party sources believed to be reliable.
However, no assurances are provided regarding the reliability of such information
and the Firm has not sought to independently verify information taken from
public and third-party sources.

This material is a general communication, which is not impartial and all
information provided has been prepared solely for informational and educational
purposes and does not constitute an offer or a recommendation to buy or
sell any particular security or to adopt any specific investment strategy. The
information herein has not been based on a consideration of any individual
investor circumstances and is not investment advice, nor should it be construed
in any way as tax, accounting, legal or regulatory advice. To that end, investors
should seek independent legal and financial advice, including advice as to tax
consequences, before making any investment decision.

The Firm does not provide tax advice. The tax information contained herein
is general and is not exhaustive by nature. It was not intended or written to

morganstanley.com/im

be used, and it cannot be used by any taxpayer, for the purpose of avoiding
penalties that may be imposed on the taxpayer. Each Jurisdiction tax laws
are complex and constantly changing. You should always consult your own
legal or tax professional for information concerning your individual situation.

Performance shown in this material notes past performance and hypothetical
performance.Past performance does not guarantee future results.
Hypothetical performance does not represent actual performance and
does not guarantee future results.

This material is not a product of Morgan Stanley's Research Department and
should not be regarded as a research material or a recommendation.

The Firm has not authorised financial intermediaries to use and to distribute this
material, unless such use and distribution is made in accordance with applicable
law and regulation. Additionally, financial intermediaries are required to satisfy
themselves that the information in this material is appropriate for any person
to whom they provide this material in view of that person’s circumstances and
purpose. The Firm shall not be liable for, and accepts no liability for, the use
or misuse of this material by any such financial intermediary.

This material may be translated into other languages. Where such a translation
is made this English version remains definitive. If there are any discrepancies
between the English version and any version of this material in another
language, the English version shall prevail.

The whole or any part of this material may not be directly or indirectly
reproduced, copied, modified, used to create a derivative work, performed,
displayed, published, posted, licensed, framed, distributed or transmitted or
any of its contents disclosed to third parties without the Firm's express written
consent. This material may not be linked to unless such hyperlink is for personal
and non-commercial use. All information contained herein is proprietary and
is protected under copyright and other applicable law.

Morgan Stanley Investment Management is the asset management division
of Morgan Stanley.

DISTRIBUTION

This material is only intended for and will only be distributed to persons
resident in jurisdictions where such distribution or availability would not
be contrary to local laws or regulations.

MSIM, the asset management division of Morgan Stanley (NYSE: MS), and
its affiliates have arrangements in place to market each other’s products and
services. Each MSIM affiliate is regulated as appropriate in the jurisdiction
it operates. MSIM's affiliates are: Calvert Research and Management, Eaton
Vance Management, Parametric Portfolio Associates LLC, Parametric SAS,
and Atlanta Capital Management LLC.

This material has been issued by any one or more of the following entities:
u.s.
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