Single-stock solutions

A large holding of a singlecompanyOstock canpay exceptionarewards.But whenthe
holding representshe major shareof a portfolioOsalue, it flouts the principle of
diversificationand canexposeyou to an unacceptabléevel of investmentrisk.

Whenyour equity holdingsare concentratedn onestockNwhetheracquiredby
investmentdesignover a periodof yearsor throughthe exerciseof employer-providedstock
options,inheritance the saleof a businessyr distributionof partnership
interestsNdiversifyingcanhelpyou to sleepmoresoundlyeachnight.

However,thetax coston a saleof highly appreciatedstock canbe quite an effective
deterrento diversificationNno onewantsto pay moretax thannecessaryespeciallyif the
effectis to reducesignificantly the sizeof the portfolio. You may wish to retainthe voting
rightsanddividendsthatyour stockcarries.You might be constrainedaswell by restrictions
on thesaleof stockin a closelyheld company.And you may be concerne@boutthe negative
priceimpactthata largesalecanhaveon a thinly tradedstock.

Is therea way to satisfy seeminglycontradictoryobjectives?Canyou unlock the
financial resourcesepresentedby the stockshortof sellingit?

Approaches

Herearethreeideasto consider.

* Borrowing against equities. Using your stockassecurity,you may be ableto borrow
tax-freefundsfor diversificationor any otherpurpose.You retainfull voting rightsand
receiveall dividends,andyou payinterestat competitivemarginloan rates.Keepin mind,
however thatthis useof leveragecanexposeyou to additionalmarketrisk in the eventof a
downturnin the stockmarket.

* Hedging with options. Downsiderisk may be limited with the purchaseof a protective
put or,to someextent,with the saleof a coverectall. Buying a put,you acquiretheright to
sell the specifiedstockto the option issuerat a specifiedOstrike@rice in the time frame of
theoption. A protectiveputis boughtfor a positionthatthe buyerowns, providing an escape
priceif the stockfalls. A call givesthe buyertheright to buy the stock,andthe sellerthe
obligationto sellit, at thecontractedprice. Usedin this way, optionscanbe effective
hedgingtools, whereasOnaked@utsandcallsNin which the party obligatedto sell doesnot
own theunderlyingsecurityNare highly speculativeand complexinvestments.

The aimof hedginga concentrategbositionis bestaccomplishedvith European-style,
cash-settledptions,which may be exercisednly just beforeexpiration.Both strategiesnay
be combinedn an OequitycollarGat little or no cost,with the premiumreceivedfor the call



usedto buy the put. Thetrade-offfor downsideprotectionis a limit on upsidepotentialto the
callOstrike price.

e Charitable remainder trusts. Combiningphilanthropywith provisionfor a familyOs
financial needsthesetrustsalsooffer a wayaroundthe problemsof a largeconcentrated
holdingwhenyour wish is to disposeof the holding. If you wereto sell the stockto reinvest
the proceedsn anincome-producingportfolio, you would owe tax on the full capitalgain,
reducingthe earningpower of your new portfolio. Placingthe stockin anirrevocable
charitableremaindertrust, however,you candirectanimmediatetax-freesaleand
reinvestmento provideyour family with incomefor a fixed term of yearsor for a lifetime.
You geta currentax deduction,andthe value of the stockis removedfrom your estate At
the trustOserminationthe principal remainingpasseso the designatedtharity.
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