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 PART ONE:  
AN EM PRIMER
For most advisors, having a client 
with a large, concentrated position 
in a security is a relatively com-
mon occurrence and one of  the 
many reasons to use a strategy to 
mitigate risk, improve diversifica-
tion or realize liquidity. Portfolios 
heavy in a single stock must of-
ten be addressed while observing 
concurrent needs with regard to 
proxy or voting rights, tax impact 
or portfolio objectives. There is, 
without question, a need for tools 
to address this situation to pre-
serve capital and wealth.

Employees of  public companies 
are often compensated through 
stocks, warrants and 
options or partici-
pation in employee 
share ownership pro-
grams (ESOPs).  In 
other cases, clients 
can build or inherit 
large positions in a 
single security and find themselves 
unable or unwilling to sell or re-
duce the size of  their holdings.

A strategy that is becoming 
increasingly common in Canada 
to deal with such situations is eq-
uity monetization (EM).  EM has 
been used by European investors 
for more than two decades and in 
the U.S. for over 10 years.

WHAT IS EM?
EM is a derivative strategy that 
limits or reduces price risk in a se-
curity by transferring it to a third 
party while allowing an investor 
to maintain ownership (and rights 
and benefits associated with own-
ership) of  the underlying security.  
EM is a transaction or series of  
transactions that provide an in-
dividual with an equity position 
with liquidity approaching the 
price they’d realize in an outright 
sale.

RELUCTANT TO SELL
Many times investors are resistant 
to a sale purely for psychological 
reasons. For example, some inves-
tors who have realized significant 
gains with a top-performing stock 
are committed (even irrational) 
champions of  the stock and/or 
the underlying company, particu-
larly those who have realized gains 
on multiple investment rounds!  
These individuals can become 
keen to mitigate portfolio risk 
from a concentrated position but 
wouldn’t dream of  selling or re-
ducing their positions.  

Other individuals have or did 
have a relationship with a com-

pany where a portion of  their 
compensation was delivered in 
equity or equity options (which 
were at some point exercised).  
They may have strategic reasons 
or “optics” to maintain ownership 
of  the securities, but again would 
like to reduce their risk to price 
decreases.

Another situation typical to 
Canadian advisors involves a re-
quirement for liquidity which 
may or may not be motivated by 
a desire to reduce or transfer risk. 
Clients needing to monetize assets 
or fund managers having to meet 
redemption commitments or sim-
ilar situations can create an urgent 
need for liquidity.

Underlying motives for using 
EM created by those situations 
identified include (a) locking in 
“paper” gains (b) avoiding a tax li-
ability by deferring actual disposi-
tion (c) diversifying a portfolio by 
monetizing a “loan” from within 
the portfolio without exposure to 
“margin” calls. In each situation, 
EM can be a powerful ally and one 
an advisor must feel comfortable 
deploying.

CHALLENGES TO EM
Like any hedging tool, there are 
challenges associated with EM. 
Firstly, EM involves buying or 
selling options, which can increase 
trading, monitoring and associat-
ed costs. Secondly, mitigating risk 
can also cap or limit returns. Fi-
nally, there are challenges to mon-
etizing positions in illiquid stocks, 
typically in finding a counterparty 
for the option instruments and/or 
the inability to properly price the 
option. While options aren’t for 
all clients, in the right situation, 
EM is a powerful ally for invest-
ment advisors.

the TYPICAL EM  
TRANSACTION
A typical EM transaction traces 
the following path:
1.	A client with a large, concen-
trated position and his or her in-
vestment advisor determine that 
an EM strategy is an ideal tool to 
realize their objective, given their 
specific situation (i.e. liquidity re-
quirement and timing, characteris-
tics of  the stock which they hold, 
etc.).

2.	The investment advisor struc-
tures a forward sale to lock in a 
future selling price at a maturity 
date, typically two, three, five or 
seven years forward.
3.	To initiate the contract, the cli-
ent pledges his or her shares to 
a collateral account in his or her 
name via a special agreement.
4.	A contractual agreement de-
termines the term of the pledged 
shares and the exercise price. The 
counterparty (typically a lending 
institution) determines a guaranteed 
sale price, based on the current price 
of the stock and current rates.   
5.	The institution then provides  
90% to 100% of  the exercise 
price by the number of  shares 
covered by the agreement. The 
actual loan amount can vary de-
termined by whether or not in-
terest payments are built into the 
contract itself  so clients or invest-
ment advisors don’t have to worry 
about monitoring carrying costs.  
Depending on structure, these 
payments can be tax-deductible.
6.	At the end of  the contract, the 
client transfers ownership of  the 
security to the institution. If  the 
shares have appreciated beyond 
the exercise price, the client has 
forgone “upside” return and the 
institution benefitted. If  the share 
prices have depreciated below the 
exercise price, the client has ben-
efitted at the expense of  the insti-
tution. 
7.	As the underlying tool used in 
EM strategies are forward agree-
ments enabling customization, in 
the case of  large positions and/or 
highly liquid and desirable stocks, 
an almost infinite number of  op-
tions and features within agree-
ments can be structured depend-
ing on interest rate environment, 
option premiums, market vola-
tility and liquidity of  the issues.  
Provided these features can be 
priced and a counterparty found, 
the agreements can be completely 
geared to a client’s needs.

  part TWO:  
MAKING THE MOST OF EM
Like most aspects of  managing 
one’s practice (and life) the key to 
success in EM is a combination of  
education/experience and expec-
tation management.  

I. STRUCTURE 
RIGHT
When reviewing the 
structure, it is criti-
cal to be familiar and 
briefed on best prac-
tices. The “costless 
collar,” for example, 

is rarely used in current market 
conditions because of  the cost of  
doing the option, where the for-
ward equity option (with a bank 
as counterparty) is the vehicle of  
choice.  

II. STAY INFORMED
There are institutions and bro-
kers who specialize in EM, so it’s 
important to maintain ongoing 
contact with them to advise clients 
oncurrent strategies and tactics.

III. HAVE THE HARD talk 
Sometimes the hard thing to do 
and the right thing to do are one 
and the same. Too often it is the 
toughest conversation that would 
provide the most benefit to your 
client.  When there is “an elephant 
in the room,” the best course of  
action in almost all cases is “intro-
duce it.” If  your client’s portfolio 
needs to be more diversified and 
needs to be moved from a concen-
trated position to mitigate risks, an 
EM can be a conversation starter.

HANDLING OBJECTIVES
There are a number of  common 
objectives to deployment of  an 
EM strategy put forward by pro-
spective clients.  Some of  the more 
common, along with guidance in 
addressing them are:

1.Does a client, who’s an insider, 
have to disclose taking an EM po-
sition?
Yes, the reporting requirements 
for EM strategies are similar to 
insider trading filing requirements 
on SEDI (The System for Elec-
tronic Disclosure by Insiders).
2.	Will the public/analysts look at 
taking an EM position in a similar 
light to a sale by an insider?
For a moment, let’s separate your 
needs as a holder of  a concentrat-
ed position of  a security from that 
of  an insider (management, execu-
tive, board member, major share-
holder of  a public company). Let’s 
also assume that if  we’re forthright 
and straight and pay heed to man-
agement of  the stock as well as the 
company, any short-term market 
discomfort won’t affect long-term 
value or share price.  
3.	How are analysts/the public 
likely to react?
This question can’t be answered 
in isolation; the reaction of  share-
holders, investors and analysts to 
any announcement is a function 
and barometer of  their trust in 
management. In our experience, 
press-releasing use of  an EM strat-
egy explaining the benefit to the 

executive, details of  the transaction 
and benefit to shareholder (if  any) 
is the most desired option.  Being 
forthcoming and open is a good 
policy in all communication with 
investors. It does, however, benefit 
management to pay attention to 
timing and “management of  the 
stock” to ensure that EM doesn’t 
pressure the stock price downward.     
4.	Is there anything different about 
reporting in this situation?
There can be a tendency for man-
agers to hold reporting on those 
factors affecting them personally, 
to a different (typically higher) 
standard. We’ve had several cli-
ents who experience discomfort at 
even the thought of  releasing use 
of  an EM strategy the same way 
they might report on the sale of  a 
security. Our approach has always 
been that as a senior executive of  
a public company in a transparent, 
efficient market, you are by defini-
tion a component of  what’s news-
worthy.  We advise them to tough-
en up and stand strong (but most 
of  all to stay off stock discussion 
boards)! When you develop a 
reputation for fair reporting, the 
long-term value of  your security 
shouldn’t be affected by your need 
to mitigate risk or monetize.
5.What if the stock goes up 
beyond the forward strike price?
Most deals are now being written 
with an extendible feature. The 
client is now in a position to have 
greater flexibility with the con-
tract. Using a renewal or extend-
ible feature allows the executive 
to revise the terms if  the stock 
has appreciated in value above the 
upside set by the forward strike 
price. It can be useful to work 
through “what if ” scenarios with 
your client to assess their comfort 
threshold and determine appro-
priate safeguards.

PARTING THOUGHTS
In the past decade, we have worked 
with numerous clients and their 
advisors to structure EM strate-
gies. In many situations they are a 
critical component to a well-func-
tioning portfolio and certainly an 
area where top advisors should de-
velop effective strategies and net-
works to provide their clients with 
top service. 
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EM is a derivative  
strategy that limits or 
reduces price risk in a 
security.

“

The key to success in  
EM is a combination of  
education/experience  
and expectation  
management.

“


