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Concentrated Stock Positions

Strategies to help preserve and diversify
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In some cases
the diversified
portfolio may
outperform the
concentrated
equity position.
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Key takeaways

— Investors should understand the risks of holding concentrated stock
positions and the benefits of diversifying such positions

— Certain strategies can help investors preserve or diversify out of a
concentrated position—depending on their goals, investors can implement
a strategy to allow for continued participation in the growth potential of a
stock or to simultaneously support their charitable goals

— Investors should consult with their tax advisors about the most tax-efficient
way to diversify

Introduction

High net worth investors may hold large, concentrated stock positions. While
the risks of holding a large portion of personal wealth in a single position

are reasonably apparent, it is often challenging to determine the best way to
mitigate these risks, often due to potential tax consequences or psychological
affinity for the stock. This article outlines some of the strategies used to help
preserve or diversify a concentrated equity position. It provides an overview
of sophisticated and complex strategies, which must be evaluated based on
the investor’s individual needs in consultation with financial, legal, tax and
other advisors.

Four potential strategies are outlined below:

— Equity collar—may be appropriate for investors who wish to protect the
value of a concentrated equity position against downside risk, yet continue to
participate in some of the potential stock price appreciation and dividend
income (if any)

— Prepaid Variable Forward (PVF)—may be used by investors who wish to
achieve the economics of an equity collar and also generate immediate cash
proceeds (for investment spending or other liquidity needs)

— Charitable Remainder Trusts (CRTs)—enables investors to transfer highly
appreciated assets to an irrevocable trust in exchange for a cash flow stream
without generating an immediate capital gains tax or net investment income
surtax on the entire embedded gain

— Exchange fund—a solution for achieving broad equity market diversification
of a concentrated equity position, along with potential tax deferrals

Capital gains tax

One straightforward way to help mitigate the risk of a concentrated equity
position is simply to sell the stock and reinvest the proceeds in a diversified
portfolio. However, an investor must certainly consider the opportunity cost

of selling that position, which is the after-tax hypothetical return differential
between the concentrated position and a diversified portfolio. In some cases
the diversified portfolio may outperform the concentrated equity position. To
determine if such an action is prudent, an investor must consider that a stock
sale may be subject to taxes and that the returns of a diversified portfolio should
compensate for those taxes paid.

The maximum long-term capital gains tax rate is currently 20% and there is also
a 3.8% surtax on net investment income that investors must consider. (Any
applicable state taxes also add to the tax burden.) The combined maximum
federal rate of 23.8% can be viewed as the hurdle or “make back” requirement
of the reinvested net sale proceeds. Compounding the problem, cost basis in
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concentrated equity positions tends to be low (because such positions are often
the result of options grants, stock buyouts, IPOs or accumulated over a long
period of time). However, even in a high-tax environment, the advantages of a
diversified portfolio may still be preferable to a concentrated position, which
leaves an investor vulnerable to the rise and fall of a single company’s fortunes.

Sometimes reducing exposure or completely divesting a concentrated position
is not as simple as selling the stock. Accordingly, there are a number of
advanced solutions that can be used to help reduce an investor’s exposure to
a concentrated position, each with its own benefits that may suit a particular
situation or set of goals.

Equity collar

What is it?

Investors who wish to preserve the value of a concentrated equity position (i.e.,
hedge that position) and continue to participate in some of the potential stock
price appreciation and dividend income (if any) may want to consider an equity
collar. An equity collar helps protect a portfolio containing a concentrated equity
position by limiting the portfolio’s exposure to large moves in the stock price of
the concentrated position (up and down).

An equity collar is made up of a purchased put option and a sold call option, with
the same maturity date. The purchased put option allows an investor to sell the
stock at maturity for a preset price (“Floor Price” or “Exercise Price”) if the stock
price ends below that level, or to receive the net cash value instead (receive Floor
Price less stock price). The downside protection has an upfront cost, so typically
the investor sells a call option to mitigate the cost. The sold call option generates
upfront cash for the investor because the investor is giving up the appreciation in
the stock price above a preset price (“Cap Price”). The investor is agreeing either
to sell the stock at maturity at the Cap Price if the stock price ends above that
level, or to pay the net cash value instead (pay Cap Price less stock price). The
Floor-Cap combination essentially “collars” the future value of the stock. When
the cost of the purchased put option is fully funded by the proceeds of the sold
call option, the transaction is referred to as a “cashless collar.”

An exchange-listed equity collar is established using exchange-listed put and
call options that are physically settled only (must deliver shares at maturity) and
" American style” only (which means the call option may be exercised during its
life, requiring the investor to sell the shares before expiration).

An over-the-counter equity collar is established with an investment bank as
the counterparty to the put and call options, with customizable size, strike
prices, maturity date(s), etc. The options are either physically settled or cash
settled (and the choice is made at maturity) and either “American style” or
“European style”(the latter of which means the options cannot be exercised
during their life).

During the life of both an exchange-listed and over-the-counter equity collar,
the investor retains ownership, voting rights, and dividends on the underlying
shares. If the investor needs liquidity during the life of an over-the-counter
equity collar, it may be possible to borrow against the Floor Price. Be aware,
equity collars do have tax consequences for dividends and at the maturity of
the contract.’
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How does it work?
For example, an investor who owns stock with a market price of $100 per share
seeks to limit his or her downside risk.

Alternative 1

The investor purchases a two-year put option with a strike price of $90 and
simultaneously sells a two-year call option with a call strike of $120. The net
upfront cost of the equity collar is $5.

The portfolio value at maturity (excluding any dividend income earned during

the life) is as follows:

— If the stock rallies above the Cap Price (e.g., $130), the investor achieves
a $20 payoff from the collar, for a total portfolio value of $120 per share
($115 net of upfront collar cost);

— If the stock falls below the Floor Price (e.g., $50), the investor receives a $40
payoff from the collar, for a total portfolio value of $90 per share ($85 net of
upfront collar cost);

— If the stock ends between the Floor and Cap Prices (e.g., stays at $100), there
is no payoff from the collar, and the investor maintains a total portfolio value
of $100 per share ($95 net of upfront collar cost)

Alternative 2
For zero out-of-pocket cost upfront (“cashless collar”), the investor can lower
the Floor Price to $80 and the Cap Price to $110.

The portfolio value at maturity (excluding any dividend income earned during
the life) is as follows:
— If the stock rallies above the Cap Price (e.g., $130), the investor achieves
a $10 payoff from the collar, for a total portfolio value of $110 per share;
— If the stock falls below the Floor Price (e.g., $50), the investor receives a
$30 payoff from the collar, for a total portfolio value of $80 per share;
— If the stock ends between the Floor and Cap Prices (e.g., stays at $100), there
is no payoff from the collar, and the investor maintains a total portfolio value
of $100 per share

115.0% ($115.00) net
value at maturity

s

Alt.1
85.0% ($85.00) net t

value at maturity

Net Value at Maturity

70% 82% 94% 106% 118% 130%
Stock Price at Maturity (% of Initial Price)
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What are the settlement alternatives?

For an exchange-listed equity collar, the options are physically settled at maturity.
If the stock price at maturity is either below the Floor Price or above the Cap
Price, the investor delivers 100% of the shares and receives the Floor Price per
share in cash (if the stock price is below) or receives the Cap Price per share in
cash (if the stock price is above).

For an over-the-counter equity collar, the options are either physically or cash
settled, at the investor's discretion. If cash settlement is chosen, the investor
either receives cash if the stock price ends below the Floor Price (equal to the
excess of the Floor Price over the stock price) or pays cash if the stock ends
above the Cap Price (equal to the excess of the stock price over the Cap Price),
and retains the underlying shares.

Prepaid Variable Forward (PVF)

What is it?

A prepaid variable forward is a commonly used hedging strategy because it
combines the benefits of an over-the-counter equity collar with immediate cash
proceeds, which can be used for investment or diversification purposes. The
proceeds generated upfront can be used for any purpose, and the return on the
invested proceeds can help offset the cost of the equity collar (if any) or increase
the yield on the stock.

To execute a PVF, the investor executes an over-the-counter equity collar with

an investment bank, choosing the maturity date, Floor Price, and Cap Price. The
investor receives cash immediately equal to the Floor Price per share, less the
financing cost, less the cost of the equity collar (if any). The investor continues to
hold the underlying stock during its life, retaining voting rights and the dividends.

At maturity, the investor must settle the underlying equity collar as well as repay
the proceeds received upfront (which equals the Floor Price per share). As with
an over-the-counter equity collar, the investor has the option of physically
settling (delivering shares) or cash settling the transaction. To finance a cash
settlement, the investor may wish to enter a new PVF, using the proceeds from
the new transaction to finance the amount owed for the maturing PVF. (Note: it
is possible that sufficient proceeds are not generated from a new PVF to finance
cash settlement of the maturing PVF in full)

How does it work?
For example, an investor who owns stock with a market price of $100 per share
seeks to limit downside risk and generate upfront proceeds.

Alternative 1

The investor purchases a two-year put option with a strike price of $90 and
simultaneously sells a two-year call option with a call strike of $120. The net
upfront cost of the equity collar is $5 and the financing cost is $1. The investor
receives net upfront proceeds of $84 per share, equal to the $90 Floor Price,
less the $1 financing cost, and less the $5 equity collar cost.

The payoff at maturity (excluding any dividend income and any investment

return earned on the upfront proceeds during the life) is:

- If the stock rallies above the Cap Price (e.g., $130), the investor achieves capped
value of $120 per share, repays $90 upfront proceeds amount, and thus
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receives additional cash of $30 per share at maturity (the investor achieves total
portfolio value, net of collar and financing costs, of $114 per share);

— If the stock falls below the Floor Price (e.g., $50), the investor achieves floor
value of $90 per share, repays $90 upfront proceeds amount, and thus
receives no additional cash at maturity (the investor achieves total portfolio
value, net of collar and financing costs, of $84 per share);

— If the stock ends between the Floor and Cap Prices (e.g., stays at $100), the
investor maintains a value of $100 per share, repays $90 upfront proceeds
amount, and thus receives additional cash of $10 per share at maturity (the
investor achieves total portfolio value, net of collar and financing costs, of
$94 per share).

Alternative 2

For a cashless collar alternative, the investor can lower the Floor Price to $80 and
the Cap Price to $110. The investor receives net upfront proceeds of $79 per
share, equal to the $80 Floor Price, less the $1 financing cost.

The payoff at maturity (excluding any dividend income and any investment

return earned on the upfront proceeds during the life) is as follows:

— If the stock rallies above the Cap Price (e.g., $130), the investor achieves a
capped value of $110 per share, repays the $80 upfront proceeds amount,
and thus receives additional cash of $30 per share (the investor achieves total
portfolio value, net of financing cost, of $109 per share);

— If the stock falls below the Floor Price (e.g., $50), the investor achieves floor
value of $80 per share, repays the $80 upfront proceeds amount, and thus
receives no additional cash at maturity (the investor achieves total portfolio
value, net of financing cost, of $79 per share);

— If the stock ends between the Floor and Cap Prices (e.g., stays at $100), the
investor maintains value of $100 per share, repays the $80 upfront proceeds
amount, and thus receives additional cash of $20 per share at maturity (the
investor achieves total portfolio value, net of financing cost, of $99 per share)

PVF Alternative 1: $90.00 — $120.00

Upfront At maturity Net
Stock price net Equity collar Proceeds  Stock portfolio
in 2 years proceeds settlement repay value value

$70.00 $84.00 +$20.00 -$90.00 $70.00 $84.00
$80.00 $84.00 +$10.00 -$90.00 $80.00 $84.00
$90.00 $84.00 $0.00 -$90.00 $90.00 $84.00
$95.00 $84.00 $0.00 -$90.00 $95.00 $89.00
$100.00 $84.00 $0.00 -$90.00  $100.00 $94.00
$105.00 $84.00 $0.00 -$90.00 $105.00 $99.00
$110.00 $84.00 $0.00 -$90.00  $110.00  $104.00
$115.00 $84.00 $0.00 -$90.00  $115.00  $109.00
$120.00 $84.00 $0.00 -$90.00 $120.00 $114.00
$130.00 $84.00 -$10.00 -$90.00  $130.00  $114.00
$70.00 $79.00 +$10.00 -$80.00 $70.00 $79.00
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PVF Alternative 2: $80.00 — $110.00

Upfront At maturity Net
Stock price net Equity collar Proceeds  Stock portfolio
in 2 years proceeds settlement repay value value
$80.00 $79.00 $0.00 -$80.00 $80.00 $79.00
$90.00 $79.00 $0.00 -$80.00 $90.00 $89.00
$95.00 $79.00 $0.00 -$80.00 $95.00 $94.00
$100.00 $79.00 $0.00 -$80.00  $100.00 $99.00
$105.00 $79.00 $0.00 -$80.00 $105.00 $104.00
$110.00 $79.00 $0.00 -$80.00  $110.00  $109.00
$115.00 $79.00 -$5.00 -$80.00  $115.00  $109.00
$120.00 $79.00 -$10.00 -$80.00 $120.00 $109.00
$130.00 $79.00 -$20.00 -$80.00  $130.00  $109.00

What are the settlement alternatives?
The amount owed at maturity equals the proceeds repayment amount plus/minus
the equity collar settlement amount. The amount is payable in shares or in cash.

If paid in shares, the investor delivers a decreasing number of shares the higher

the stock price. For example, using PVF Alternative 1 above:

— If the stock ends below the Floor Price, 100% of the underlying shares are
delivered (notice the stock value at maturity exactly equals the net amount
owed at maturity);

— If the stock ends between the Floor and Cap, e.g., suppose it stays at $100:
90% of the underlying shares are delivered (= $90 net amount owed + $100
stock value);

— If the stock ends above the Cap Price, e.g., suppose it ends at $130: 77% of
the underlying shares (= $100 net amount owed + $130 stock value).

Charitable Remainder Trusts (CRTs)

What is it?

A charitable remainder trust enables an investor to transfer highly appreciated
assets to an irrevocable trust in exchange for a cash flow stream without
generating an immediate capital gains tax or net investment income surtax on
the entire embedded gain. The income stream can be in the form of a fixed
dollar amount each year, or an annuity (Charitable Remainder Annuity Trust,
or CRAT) or a percentage of the fair market value of the trust (Charitable
Remainder Unitrust, or CRUT). The investor will also receive a charitable income
tax deduction for part of the amount contributed to the trust. Upon death or
at the end of the trust term, the remaining assets pass to one or more charities
designated by the donor. The terms of the trust are determined upfront when
the trust is established.

How does it work?

— The grantor transfers appreciated assets to a CRT

— The CRT distributes to the beneficiary the annuity amount or a percentage
of the fair market value of the assets of the trust valued on the same day
each year

— A CRT can have a term based upon a period of years (not to exceed 20 years),
or on the lives of one or more persons
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— At the conclusion of the term of the CRT, the remaining trust property is paid
to one or more charitable organizations

— The present value of the remainder interest passing to charity from a CRT
must equal at least 10% of the initial value of the assets contributed. This
requirement effectively establishes a maximum annuity or unitrust payout
from a CRT

— The payout amount cannot be less than 5% or more than 50% of the value
of the trust

— CRTs are subject to certain private foundation rules, including rules
prohibiting self-dealing and “taxable expenditure” provisions

Assets Charitable
Remainder Trust

Grantor

Annual payout

At termination
of CRT term

Remainder in
Private
Foundation or
Public Charity

While the CRT is tax exempt, the capital gain or any other taxable income
generated inside the trust will be taxed to the individual as he or she receives
annuity or unitrust payments from the trust, depending on what type of other
income is earned by the trust. The tax nature of the distribution is based on a
four-tier tax structure. This tiered structure will tax the distribution first as
ordinary income to the extent ordinary income was generated within the trust.
Then capital gains, tax-exempt income and finally a return of principal (tax-free).
“Net investment income” for purposes of the 3.8% surtax thereon may be
treated in one of two ways: (1) as part of the separate subclasses under each
income category (ordinary income, short term capital gain and so on); (2) as
being distributed out until exhausted (which requires an irrevocable election).
Records must be kept to track all income generated over the life of the CRT.

CRT benefits and considerations

Potential benefits

— Tax-efficient diversification

— Charitable income tax deduction

— Generate annual cash flow

— Fulfill charitable intent

— May reduce size of the taxable estate—removes assets and the future
appreciation of those assets from the estate

— Enhanced appreciation of assets due to CRT's tax-exempt status

— Mitigate tax liability in a high-income year, e.g., due to:
— Liquidity event such as the sale of a business
— Exercise of compensatory options

— May be combined with other investment vehicles to enhance their value, e.qg.,:
— A wealth replacement strategy using life insurance that provides for

beneficiaries while minimizing estate taxes
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Considerations

— Two types of CRTs:

— Charitable Remainder Annuity Trust (CRAT)

— Charitable Remainder Unitrust (CRUT)

— Income considerations:

— Individuals seeking a steady income stream may prefer the reliability of
a CRAT

— Investors who favor the prospect of appreciating cash flows may prefer
a CRUT

— Inflation considerations:

— A CRUT provides an income distribution based on a fixed percentage of
the fair market value of the trust assets. If trust assets appreciate in a rising
market, the increased payment may act as a hedge against inflation.
Conversely, if trust assets fall, the payment may decrease.

— Additional contributions: Further contributions may be made to a CRUT;
however, they may not be made to a CRAT. Therefore, investors anticipating
ongoing contributions may prefer the use of a CRUT over a CRAT.

— Beneficiary distributions may be taxable—although the sale of assets within
the trust avoids capital gains and net investment income taxes in the year of
sale, the distribution paid out to the beneficiary each year is taxable based on
a four-tier system of taxation:

First: ordinary income (interest, followed by qualified dividends)

Second: capital gains (short-term, followed by long-term)

Third: tax-exempt income
— Fourth: return of principal
Also, “net investment income” for purposes of the 3.8% surtax thereon is
carried out within these distributions until it is exhausted.

— Generally not appropriate for transfers or holdings of:

S corporation stock

Closely held stock

Partnership interests

Real estate encumbered by debt

Stock purchased on margin
— Any other debt-financed property

— At the time the CRT is established, the donor must identify in the trust
agreement one or more charitable beneficiaries. Determining charitable
beneficiaries for a point in time that is many years in the future can be
difficult. To alleviate this pressure, the donor may retain the right to change
the charitable beneficiaries or choose to name a donor advised fund as a
remainder beneficiary of the CRT.

Exchange fund

What is it?

A potential solution for achieving the diversification of a concentrated equity
position, while deferring taxation, is exchanging shares of selected stocks for
shares in a professionally managed, diversified portfolio called an exchange fund.

How does it work?

The investor contributes shares of selected stocks to the fund and after several
years (seven years), the investor would be able to withdraw his or her interest
in the form of a diversified basket of securities comprised of shares contributed
by other investors in the fund. As long as the fund holds 20% of its assets in
non-public securities, such as real estate partnerships, there are no capital gains
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taxes or net investment income surtaxes owed by the investor when shares are
contributed or distributed.

Redemptions requested prior to seven years are met by distributing securities
contributed by the redeeming shareholder. Exchange fund managers do not
accept all securities. Stocks that are chosen must meet fund requirements such
as market capitalization and trading volume. In effect, an exchange fund may be
able to diversify away company risk, but an investor will still face market risk.

Benefits and considerations

Potential benefits

— Immediate diversification

— Tax deferral—cost basis of original equity contribution is retained. Capital
gain or loss may be realized upon the eventual sale of securities distributed
from the exchange fund

— Ongoing participation in the market based upon the underlying securities
in the fund

Considerations

— Exchanging shares in one stock for those in a diversified fund may not protect
an investor from a decline in the overall market

— The diversification of a concentrated equity position may lend higher or lower
returns than the original stock contributed to the fund

— Exchange funds may offer only limited liquidity. Redemptions are often on a
monthly or quarterly basis

— In order to receive shares in a diversified basket of securities, the required
holding period must be met. Long-term investment objectives must be
considered carefully

— Exchange funds generally have eligibility and minimum investment requirements

— The tax benefits associated with exchange funds are subject to tax law changes

The Advanced Planning Group of UBS provides comprehensive planning,
advice, and education to ultra high net worth individuals and families. The
team consists of professionals with advanced degrees, extensive planning
experience, and various areas of expertise. Through our publications, the
Advanced Planning Group features the intellectual capital of UBS in wealth
planning, estate tax, and philanthropy and evaluates how changes in the
legislative and tax landscape might impact our clients’ planning.

See important notes and disclosures on the next page.
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! Please consult your tax advisor for information regarding option taxation. Options are risky and not suitable for all investors. Please ensure that you
have read and understood the current options risk disclosure document before entering into any options transactions. The options risk disclosure
document, also known as the Options Disclosure Document (ODD) “The Characteristics and Risks of Standardized Options,” can be accessed at the
following web address: optionsclearing.com/about/publications/character-risks.jsp.

This article provides general information on the topic discussed and is not intended as a basis for decisions in specific situations. Because of the
complexities involved with developing estate and tax planning strategies, experienced legal and tax counsel should be consulted before implementing
a strategy. UBS Financial Services Inc. and its affiliates do not provide legal or tax advice.

This material is not intended to be used, and cannot be used or relied upon, by any taxpayer for the purpose of (i) avoiding penalties under the
Internal Revenue Code, or (i) promoting, marketing or recommending to another party transaction or tax-related matter(s). Clients should consult
with their legal and tax advisors regarding their personal circumstances.

Important information about our financial planning services

In providing a financial plan, we may act as a broker-dealer or investment adviser, depending on whether we charge a fee for the service. Financial
plans provided free of charge are a service incidental to our brokerage relationship and the service terminates upon delivery of the plan. We provide
financial planning services as an investment adviser for a separate fee pursuant to a written agreement, which details the terms, conditions, fee and
scope of the engagement. For information about our fee-based financial planning services, see the firm’s Financial Planning ADV Disclosure Brochure.
Note that financial planning does not alter or modify in any way the nature of a client’s UBS accounts, their rights and our obligations relating to these
accounts or the terms and conditions of any UBS account agreement in effect during or after the financial planning service. Clients are not required to
establish accounts, purchase products or otherwise transact business with us to implement any of the suggestions made in the financial plan. Should a
client decide to implement their financial plan with us, we will act as either a broker-dealer or an investment adviser, depending on the service selected.

Options disclaimer

Options, structured derivative products and futures are not suitable for all investors, and trading in these instruments is considered risky and may
be appropriate only for sophisticated investors. Past performance is not necessarily indicative of future results. Various theoretical explanations of
the risks associated with these instruments have been published. Prior to buying or selling an option, and for the complete risks relating ‘to options,
you must receive a copy of “The Characteristics and Risks of Standardized Options.” You may read the document at optionsclearing.com/about/
publications/character-risks.jsp or by writing to UBS Financial Services Inc., 1000 Harbor Boulevard, Weehawken, NJ 07086.

Important information about advisory and brokerage services

As a firm providing wealth management services to clients, UBS Financial Services Inc. offers investment advisory services in its capacity as an SEC-
registered investment adviser and brokerage services in its capacity as an SEC-registered broker-dealer. Investment advisory services and brokerage
services are separate and distinct, differ in material ways and are governed by different laws and separate arrangements. It is important that clients
understand the ways in which we conduct business, that they carefully read the agreements and disclosures that we provide to them about the
products or services we offer. A small number of our financial advisors are not permitted to offer advisory services to you, and can only work with
you directly as UBS broker-dealer representatives. Your financial advisor will let you know if this is the case and, if you desire advisory services, will be
happy to refer you to another financial advisor who can help you. Our agreements and disclosures will inform you about whether we and our
financial advisors are acting in our capacity as an investment adviser or broker-dealer. For more information, please review the PDF document at
ubs.com/relationshipsummary.

Diversification does not guarantee a profit or protect against a loss in a declining financial market.

Original Publication Date: November 2012

Approval: 152003270
Expiration: 5/31/21

© UBS 2020. All rights reserved. The key symbol and UBS are among the registered and unregistered trademarks of UBS. UBS Financial Services Inc.
is a subsidiary of UBS AG. Member FINRA/SIPC.
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