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When two illegal Mexican immigrants, Javier and Ana, were returning to their 
native country this year, they were happy.  They had accumulated over twenty 
thousand dollars in savings in a four-year period, which would go a long way in 
their home country.  They were perplexed, though, about the safest way to get 
their precious cash into Mexico.  Finally, they decided to send the entire sum 
ahead with a cousin, Pedro, who regularly flew a company cargo plane between 
the two countries.  It drew less scrutiny than other forms of transportation 
across the border.   
 
Though cargo planes have a safe flying record, the unexpected happened.  
Pedro encountered unforeseen bad weather and the plane went down in the 
Sierra Madre Oriental in Northeastern Mexico.   It was never found.   Javier 
and Ana were devastated.  Their cousin was not only dead, but four years of 
hard work vanished.  They were unlikely to be able to cross the border again to 
remake the money they had already exerted such an effort to obtain.    
 
Surprisingly, the story of Javier and Ana is applicable to many investors in 
America.  Those who have over 30% of one kind of stock in their portfolios 
have put their investment in a risky position, one that could easily crash.  This 
is because the whole portfolio goes down when 30% of it or more drops 
because it was such a large part of the whole.  It is concentrated.   
 
Whatever the reason someone has a concentrated position--through 
inheritance, stock options, divorce settlement or superior returns—the result is 
the same:  Danger.  Javier and Ana put all their savings in an airplane and it 
crashed.  Enron employees entrusted their company pension to Enron stock 
and it vanished.  So did Williams Companies employees and WorldCom plus 
others.  The unthinkable is not impossible.  It can and does happen. 
 
More Reasons to Diversify 
 
Though the solution is clearly diversification, many people resist. A major 
reason is that she/he doesn’t want to pay capital gains.  Today, this is less of an 
issue than earlier times because they are low, a maximum of 15% if the assets 
have been held over 12 months.  Compare that to the top rate of 35% on 
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wages and interest and it seems like a bargain.    In addition to current low 
capital gains, there are other reasons to divest overloaded stock as well: 
 

 You need the money 
 

 Your risk tolerance is low 
 

 You have a long time horizon (more time for unexpected events)  
 

 The stock is highly volatile 
 
 
If you do decide to divest your concentrated position, the usual target 
allocation is 5% or less of your total portfolio.  There are multiple ways to do it.  
The first decision is whether to do it yourself or to get some help.  To a large 
extent, this is dictated by the value of the appreciated stock.  If it is in excess of 
several hundred thousand dollars, professional help could definitely be of 
benefit.  If it is less, there are some direct and simple ways to solve the problem 
that will save you the cost and complex solutions that planners are likely to 
recommend (covered in the last section).  
 
Doing It Yourself  
 
First and foremost, when you divest on your own, you no doubt want to save 
on taxes.  There is good news here.  There are several ways to do this easily.  
One is to sell the shares with the highest cost basis first so that the difference 
between the cost basis and the sale price is less and therefore taxes are 
diminished.  Another is to sell the shares over three or more years so that the 
taxes are not all paid in one year, but spread over successive years.  When you 
do either of these maneuvers, your sale can be sweetened by using covered calls 
to put some cash into your account while you await the sale of a stock that you 
want to sell anyway.   
 
By definition, a covered call means that you own the shares you are agreeing to 
sell at a certain price and time.   When using this maneuver to sell stock that 
you no longer want, it is important to chose a close expiration date near to the 
stock’s present cost per share.  This technique more likely means you will sell 
the stock (which you want to do) in a timely fashion.  If the stock is not called 
from you at expiration, you can repeat the process or sell outright.  The 
advantage to you is that money is put in your pocket (really your account) 
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because you agree to sell the stock at a set price and took a risk on which 
direction the stock price would go.  However, for the privilege of receiving this 
money, there are several downsides: 
 

1. If the stock suddenly shoots up in value, you lose the opportunity 
to participate in that upswing because you promised it away.    

 
2. If the stock does not meet its target call price, you still hold the 

shares 
 
Another tactic for highly appreciated stock is to give some of it to a child or 
grandchild or another deserving person.  The maximum figure for a tax-free 
gift per year per person in 2007 is $12,000.   You can give this to as many 
people as you like (or have enough excess stock to fund). 
 
Lastly, you and your favorite charity can set up a charitable remainder trust.  In 
a nutshell, this means you give the highly appreciated stock to a charity and get 
a benefit in return within IRS requirements.   One advantage is that you get a 
tax deduction for the highly appreciated stock that you gave.  Another is that 
you get an income stream from the charitable remainder trust.   The figure 
depends on several factors including the amount of appreciated stock that you 
gave to the charity and your age.  You also have the satisfaction of helping your 
charitable organization.    

 
 
 
Baby Steps Diversification (A Step by Step Recap of Doing it Yourself) 
 
First, figure out if any position in your portfolio is over 30% of the total. 
Then, look up your cost basis for all the shares you own of this stock. 
Finally, determine how much in absolute dollars you have in this one stock—if 
it is over several hundred thousand dollars seriously consider professional help. 
 

Shirley M. Mueller specializes in client-managed investment portfolios for which she provides 
unbiased information. She is not associated with a firm for whom she has to 'beat' a party line. 
Her fee is hourly, not a percentage of assets. Mueller speaks frequently at events about the 
advantages of managing your own money.  Please E-mail 
ShirleyMMueller@MyMoneyMD.com for booking.  See MyMoneyMD.com for more 
information. 
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Otherwises, if you diversify yourself:   
 

1.  Use these strategies to minimize taxes:  
 

Sell the shares with the highest cost basis first 
Consider selling the shares over multiple years  

 
2.  Use this tactic to put money in your pocket: 
 

Sell the shares by using covered calls (risk explained above) 
 
3.  Use this approach to give money to others by using highly 
appreciated shares: 
 

In 2007, you can give up to $12,000 per person away tax-free 
 
You can give any amount to your favorite charity anytime and 
also provide an income for yourself by setting up a charitable 
remainder trust. 

 
Hiring a Professional Money Manager Who Does It For You 
 
For those individuals with several hundred thousand dollars or more in 
appreciated stock, the options can multiply as can the cost.  These complicated 
maneuvers are best discussed with a financial advisor.  They include: 
 

 An option strategy called an equity collar 
 

 Exchanging shares of the stock for an equity partnership with others 
in the same position, but with different stock 

 

 A prepaid variable forward, which provides cash upfront in exchange 
for delivery of cash or stock in the future 

 

 Using appreciated stock as part of estate planning if the individual 
who currently holds the stock does/will not need it 
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The Upshot 
 
If you read this far, you almost certainly have a concentrated position.  
Whatever the reason, continuing to hold it is taking a risk.  It could end up like 
Javier and Ana’s hard-earned cash, lost in a crash. 
 
On the other hand, there are calculated risks that do work.  The problem for 
most investors, though, is that they don’t have enough information to make an 
accurate judgment of their real risk.  In the case of a specific concentrated 
stock, even though the shareholder may be knowledgeable about it, there are 
still many variables that she/he can’t know or control.  
 
If you can tolerate holding a concentrated position, you might not only be a 
risk taker, but also imprudent.  Money is hard to come by and like babies, 
should be cared for, not neglected, at least in order to obtain the best long-term 
result.   For this to happen inertia must be overcome and action is needed.  
Only one person can do that—you. 
 
This information and content is offered for informative and educational purposes only. 
Contact ShirleyMMueller@MyMoneyMD.com to reproduce in any form. MyMoneyMD, 
LLC is not acting as a Registered Investment Advisor, Investment Counsel, 
Tax Advisor, or Legal Advisor. 
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