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Capital Market Exits: Planning for Restricted and Control Securities
George F. Albright, Jr.
Morgan Private Bank

I Pre-Transition Event

A sale of the company's stock to the public in a registered offering, or an acquisition of
the company for cash or the publicly traded stock of an acquiring company provide
shareholders attractive wealth transfer planning opportunities. In such case the value of
closely held stock can be expected to rise as a result of the liquidity event: when stock
becomes marketable following the PO, or when shares become entitled to a
proportionate share of the "enterprise” value of a company upon the company's sale.
Similarly, at some point in time following an [PO, stock that was restricted in the hands
of insiders will rise in value as a result of the lapse of such restrictions. Wealth transfer
planning strategics implemented in a timely fashion in anticipation of such events can
produce significant transfer tax and, in the case of charitable transfers, income tax
savings.

A, Gifts

Gifis of company stock prior to a liquidity event, even if made at a stock value
much higher than would have applied in the case of an carlier "cheap stock” gift,
has the attraction of definitively "freezing" value as of the date of the gift and
unconditionally shifts all post-gift appreciation to the gift recipient. In the case
of a taxable gifi, the effective rate of tax payable will also be reduced as a
consequence of the "tax exclusive” method by which gift tax is calculated,
assuming that the donor lives for three years following the date of the gift so as
to avoid inclusion of the gift tax paid in his/her estate for estate tax calculation

purposes.

As in the case of early stage gifting, the effectiveness of non-freeze pre-1IPO or
pre-acquisition gifting can be enhanced through the use of a family limited
partnership, while also accomplishing other family objectives such as
consolidation of management of family wealth and continued family control. If
Company stock is contributed to a FLP prior to the liquidity event and gifts are
made in the form of limited partnership interest, the gifting is leveraged as a
consequence of discounts available in connection with the valuation of a limited
partnership interest. However, as noted earlier, care should be taken to ensure
that the loss of QSBS status of the Company stock which results from the
contribution of such stock to a FLP does not occur inadvertently. Similarly, gifts
made to defective grantor trusts offer the additional attractions of possible future
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gift leveraging through the donor's payment of income tax attributable to the
gifted stock, greatly enhanced QSBS rollover planning flexibility and the
opportunity for additional gift-leveraging through installment sale techniques.

B. Freeze Strategies

Not surprisingly, however, clients are scldom enamored with the prospect of
actually paying gift tax, particularly during an era in which call for the repeal of
"death taxes" have increasingly become part of the political debate. Thus,
planning in the pre-IPO and pre-acquisition setting often involves the use of
"freeze" planning techniques designed to leverage the effectiveness of the hnted
available federal gift tax annual exclusions and the applicable credit exemption
equivalent, and to minimize any gift tax liability actually incurred. A grantor
retained annuity trust (a "GRAT"), an installment sale to a defective grantor trust
and a partnership freeze each have attractive planning attributes in this setting.
Each requires that the post-transfer compound rate of return of the asset
transferred exceed the particular discount rate used to value the gift made
employing the freeze technique. Those rates differ for each technique, as do otber
planning considerations.

1. Grantor Retained Annuity Trust. A GRAT is a trust under the terms of
which the donor retains the right to receive annual fixed payments (the
"annuity") from the trust for some period of time, after which any
remaining trust property is distributed to (or continues to be held in trust
for the benefit of) whomever the trust instrument specifies (the "remainder
beneficiary") Because the donor retains the right to receive the annuity
payments, the value of the gift to the remainder beneficiary is not . fill
value of the property placed in trust, but rather the value of that property
less the present discounted value of the donor's retained right to receive the
prescribed annuity payments. The Section 7520 rate is used to calculate the
present value of those payments. It assumes, in effect, that the GRAT's
total compound investment return will equal the rate used to make the
present value calculation. Therefore, if a GRAT's investment return
exceeds that rate, the excess return will pass to the trust remainder
beneficiary free of additional transfer tax.
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2. Installment Sale to a Defective Grantor Trust. An installment salc of
Company stock, or of a limited partnership interest in a FLP holding such
stock, can also be an effective pre-IPO or pre-acquisition wealth transfer
technique. In this case, the note must provide that interest will be paid at
the appropriate applicable federal rate given the term of the note. Since the
Section 7520 rate used to value even a short-term GRAT remainder 1s
equal to 120% of the mid-term AFR, an installment sale is superior to a
GRAT from a discount rate perspective. As in the case of a GRAT, because
of defective grantor trust status, appreciated assets may be used to fund
note payments without income tax consequences, and interest payments to
the seller will not give rise to seller interest income (or an interest
deduction for the trust payor).

3. Freeze Partnership. In many cases a freeze partnership structured to
comply with the requirements of Section 2701 of the Code will be an
attractive pre-IPO or pre-acquisition planning vehicle. As in the case of an
installment sale for a note with deferred principal payment, a freeze
partnership permits a slower payout from the freeze entity that a short term
GRAT since the underlying capital allocable to the frozen interest remains
invested in the partnership. Thus, the duration of the freeze can be
extended without either the risk of estate inclusion (which characterizes a
GRAT), or the risk of possible gain recognition at the seller's death (as a
result of termination of grantor trust status in the case of an installment sale
to a defective grantor trust). Like an installment sale, and unlike a GRAT, a
freeze partnership can also be used in connection with GST planning. The
freeze partnership has the additional advantage that preferred extending the
time when all assets can remain in the freeze entity (for example, while
restrictions lapse and the asset value rises). Like the GRAT or installment
sale to a defective grantor trust, the freeze partnership may also distribute
appreciated assets in kind without gain recognition.

II. Post-Transition Event: Diversification Strategies Based Upon Hedging Transactions
A, Overview

The hedging and monetizing strategies (other than exchange funds and

charitable remainder trusts) detailed in this presentation involve private
transactions which often encompass the purchase of sale of customized equity
options. In contrast, the options that most investors are familiar with are listed on
an exchange ("listed options"), such as the Chicago Board of Options Exchange
(CBOE) or the American Stock Exchange (AMEX), and generally have
predetermined strike prices, maturities, exercise styles and settlement methods.
Over-the-counter ("OTC") equity options are private agreements negotiated
directly with financial institutions that can be customized to meet an investor's
needs and objectives. As a result, the flexibility of privately negotiated structures
relative to exchange-traded products is important in the areas of maturities, stock
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prices, size, settlement and exercise methods, with particular attention to:

Exchange Traded oT1C
Settlement Physical — physical delivery of | Physical; or
the underlying asset Cash Settlement — payment of

cash in the amount by which the
option is in-the-money

Exercise Method American — exercisable by American; or
owner at any time prior to the European — exercisable by owner
expiration date only on the cxpiration date

Note: The Taxpayer Relief Act of 1997 effectively eliminated strategies such as
short against the box, which essentially eliminated exposure to the underlying
stock. Transactions entered into after June &, 1997, which "substantially
eliminate risk of loss and opportunity for gain" trigger constructive sale
treatment and result in tax on the embedded gain.

B. Six basic diversification strategies remain:

Put options

Covered Calls

Collars

Advance forward contracts
Exchange Funds

Charitable Remainder Trusts

SR S e

The first three are hedging transactions and involve limiting the risk associated
with holding a single stock through the use of derivatives. Diversification is
achieved by borrowing against the hedged position.

C. Put Options

Buying a put option gives the shareholder the right, but not the obligation, to
effectively sell his or her shares to the counterparty at some predetermined price
(the strike price) at some future date (the maturity date). Buying puts protects the
shareholder in the event that the value of the underlying shares falls below the
strike price on the option.
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The shareholder (put buyer) would pay the counterparty (put seller) an upfront
premium, based on the strike and term of the put. The counterparty, in return,
would agree to pay, at the maturity of the option, the difference between the
strike price on the option and the value of the underlying shares. If the value of
the underlying shares were greater than the strike price at maturity, the
shareholder would lose the entire premium paid for the option.

1. Tax treatment of puts. For cash sertled puts, if the option expires
unexercised, the premium paid for the put is a capital loss. If the put was
used to hedge a long position in the underlying stock, straddle rules apply
and the loss (which would be long term if the shares have been held for
more than one year) cannot be deducted for tax purposes until the
underlying shares are sold. If the put is exercised, the cash received (the
put strike less the market price of the underlying stock) net of the
premium paid for the put is a short term capital gain and is taxable
immediately.

If the shareholder borrows against the put (and the proceeds of the loan
are used for investment purposes), interest expense is deductible on a
current basis to the extent dividends are received on the underlying
shares; interest expense in excess of dividends received is added to the tax
basis of the shares.

2. Borrowing against the put. If the shareholder wants to borrow against put,
the use of loan proceeds will determine the level of collateral required. If he
or she intends to use the proceeds to purchase margin stock (i.e. publicly
traded equities), Regulation U of the Board of Governors of the Federal
Reserve Board, pursuant to the Securities Exchange Act of 1934, requires
an initial collateral value of 2:1. To help reach that level of collateral, the
lender can use the securities purchased by the loan proceeds as additional
collateral for the loan. The proceeds of each successive loan can be
borrowed against in a similar manner (i.e., stocks worth 10 covered by an at
the money put supports a borrowing of 5, the stock purchased for 5 supports
a farther borrowing of 2.5 and so on).
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If the proceeds of the loan are not used to purchase margin stock,
Regulation U would not apply, and a lender would generally lend about
90% of the hedged value of the shares (i.e., 90% of the put strike). The
loan would typically be priced at a spread over LIBOR.

3. Diversification. Often the loan proceeds are used to invest in a
diversified portfolio. Thus the put allows an amount equal to roughly
90% of the put strike price less the cost of the put to be diversified.

The cost of a put can be reduced by using a "put spread." This provides a
defined level of downside protection while reducing the upfront premium.
The investor buys a put at one price and sells a put at a lower price. This
effectively caps the maximum payout, which reduces the premium. For
example, the investor might buy a put at 100 (the current value) and sell a
put at 70. If the price at maturity is between 70 and 100, the investor
receives an amount equal to 100 less the stock price. If the price is less than
70, he receives 30 (100-70). If the price is greater than 100, he receives
nothing,

D. Selling Covered Calls

1. A different strategy involves selling a call on the underlying stock. The
idea is that the amount received for the call can be reinvested in other
assets, thus enhancing the return of the underlying stock and providing a
limited amount of downside protection (i.e., the premium received
effectively protects the investor against a decline in price equal to the
premium).

2. At maturity, the investor (call seller) or must pay the counterparty (call
buyer) the difference between the market value of the stock and the call
strike. The investor's goal is to set the strike price just high enough so that
he does not think the option will be exercised yet he realizes the largest
possible premium (the higher the strike price, the lower the premium
received). The break even price is equal to the strike price plus premium
received by the investor. However, the investor does run the risk of

having the stock called away.
E. Collars
1. Cashless Collar. A cashless collar effectively consists of buying a put

and selling a call with matching maturities. Like the put, it provides
protection against a decline in the stock price below some pre-determined
level. However, it also reduces or eliminates paying an upfront premium
for that protection by selling some of the upside in the underlying stock.
This structure essentially locks in the value of the stock to a price range
(or "collar") that is defined by the strikes on the put and the call. The
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shareholder would indicate the level of downside protection required
(e.g., a put option with a strike 10% below the current stock price) and,
for a cashless transaction, the strike on the call would be set to generate a
premium that exactly offsets the premium paid for the put. [t must be
emphasized that a cashless collar is not costless. The cost is built into the
spread.

At maturry, maximem of: 1) zere and 2 (put strike manus stock price) x
number of options

-

EhEFEhﬂ'ldEr At matunty, max_i,rm,unufl] Zerd :.nd.]}-[s.mf_k poce s call serke x
number of options Counterparty

e
i

___Sharesas collatepdd -
"7 oan {optional}

.1.______________________.__._...._.__.-.-—...-..—________
I Single Stock

refums

2.  On the maturity date, one of three things will happen:

a. If the stock price at maturity is between the two strike prices,
no payment will be due by either party and the collar will
expire worthless;

b. If the stock price is below the strike on the put, the shareholder
will receive a cash payment from the counterparty equal to the
difference between the put strike price and the stock price
multiplied by the number of the shares on which the collar is
written; or

c. If the stock price is above the strike on the call, the shareholder
will be obligated to make a payment to the counterparty equal to
the difference between the stock price and the call strike price
multiplied by the number of shares.

Since the counterparty has credit exposure if the stock price is above
the all strike at maturity, it will require collateral to secure the
transaction.

3. Tax treatment of cashless collar

The following chart depicts the potential tax treatment of an over-the-counter
cash settled collar where the shareholder is long the stock and the shares being
hedged have been held for more than one year. It should be noted that there is a
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considerable amount of uncertainty with regard to tax treatment. The
appropriate treatment will depend on whether the transaction is viewed as a
single financial contract or two separate contracts, If viewed as a single
financial contract, any gain or loss would likely be capital (although it is
possible the gain or loss is ordinary). In addition, if the sharcholder borrows
against the collar, straddle rules apply to defer any interest paid on the loan in
excess of the dividend income received on the hedged shares.

Single Financial Contract Twao Separate on Contracts
Put exercised Probably a capital gain; (Gain on put, net premium paid, is
and call expires possible to ensure that gain short term capital gain; premium
1s capital by selling contract from call is short term capital gain
Call exercised Probably a capital loss; if Joss is Amount deemed paid for put is long
and put expires treated as ordinary il is subject to term capital loss; excess of cash paid
2% misc. itemized deduction; on call over premium deemed
possible to ensure that loss by received is a capital is capital Joss
selling contract prior to matunity, {which would be long term if straddle
straddle rules apply to defer losses rules apply); straddle rules apply to defer losses
and may apply to defer loss on call
Both put and Mo tax event Premium deemed received from call is
call expire short term capital gain; premium
deemed paid for put is long term

capital logs; straddle rules apply to defer losses

4. Borrowing against the collar. If the shareholder wants to borrow against the
hedged position, the use of loan proceeds will determine the level of collateral
required. If the shareholder intends to use the proceeds to purchase margin stock
(1.e. publicly traded equities), Regulation U requires an initial collateral value of
2:1. To help reach that level of collateral, the lender can use the securities
purchased by the loan proceeds as additional collateral for the loan. In this way,
the total borrowing approach the value of the collateral stock, as defined above.

If the proceeds of the loan are not used to purchase margin stock, Regulation U
would not apply, and the lender would generally lend about 90% of the hedged
value of the shares (1.e. 90% of the put strike). The loan would typically be priced
at a spread over LIBOR.

5.  Constructive sale considerations. In June 1997, the Taxpayer Relief Act
changed the tax rules governing certain hedges of appreciated equily positions.
The Act categorizes as a "constructive sale” any transaction which substantially
eliminates both risk of loss and opportumty for gain (e.g., an equity swap or short
against the box). Transactions which preserve significant upside potential or
downside risk for the holder (i.e., puts and properly constructed collars) should
not constilute constructive sales.

To help clarify the constructive sale legislation, the Conference Committee asked
the Treasury to issue regulations that would provide standards for when collar
transactions would result in constructive sales. The Committee stated that it
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expects that these guidelines will be applied on a prospective basis except in cases
that are clearly abusive. These regulations have not yet appeared. While it 1s
difficult to determine what may be considered abusive, it is generally believed that

the legislative

history of this provision indicates that a collar would not be considered a
constructive sale unless it eliminated substantially all of the taxpayer's risk of loss
and opportunity for gain with respect to the appreciated equity position. As a
conservative "safe harbor," collars are typically structured so there is at least a
15% to 20% probability that the stock price at maturity is between the two strikes.

6. Unwinding Collars. A shareholder may want to "unwind” a collar before maturity
if the stock has declined substantially and the shareholder thinks it was bottomed-
out. For example, if he executes a 2-year $90/$130 collar when the share price is
$100 and one year later the price has dropped to $70, he may want to cash out. The
shareholder may then want to execute another collar at the new price, although if he
truly believes the price will go no lower, that might not be prudent. Alternatively, if
the shareholder has become bullish on the stock he may want to get out of the
collar. For example, if the $100 share subject to the $90/$130 collar has run up to
$135 with 12 months left to maturity, he may want to buy back the call option for,
say, $11 (the $5 intrinsic value plus the plus the time value of the 12 months before
maturity). If the price at maturity turns out to be more than $141 ($130 call strike
plus $11 unwind cost), unwinding will have been the way to go; if not, he should
have held on to the collar (with the benefil of hindsight).

7. Put Spread, Call Spread Collars. As descrnibed above with respect to put spreads,
collars can be structured using spreads. In addition to the put spread, the investor
would sell a call option at a strike above the current value and buy a call at a still
higher price. In that way the shareholder would receive appreciation up to the
lower strike, give up the appreciation between the two strikes and receive the
appreciation above the higher strike. Thus, the investor can create a call spread set
to generate a premium to offset the put spread, while achieving a substantial
amount of downside protection and retaining a lot of the upside.

8. Advantages and Risks of Collars
a. Advantages

(1) The investor has limited downside protection on the position from
the high put strike price down to the low put strike price

(2) The investor participates in appreciation on the position up to the
call strike price

(3) The investor retains ownership and voting rights on the position
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(4) Repgular common cash dividends are generally retained by

the Investor

(5) The costless put spread collar permits the investor to participate m

(6)

(7

(8)

b. Risks

(1

(2)

(3)

)

(&)

more upside than the standard costless collar
If the investor executes a costless put spread collar, no upfront
option premium is paid

The investor has flexibility in determining the minimum and
maximum value range of the position

Cash settlement of the OTC costless put spread collar also defers
a sale of the position

Unlike a standard costless collar, the downside protection is
capped in a put spread collar. the investor is only protected
between the high put strike price and the low put sirike price

The investor does not participate in any upside appreciation on th:
position above the call strike price

The investor will also be exposed to the price difference between
the current market price and the high put strike price (as with a
standard costless collar)

The seller of the collar must be able to borrow and sell short
shares of the position in order to offer the transaction

Generally, an investor will only be able to collar 5 times average
daily trading volume

F. Prepaid Forward Contracts

1. A prepaid forward contract locks in a minimum price for the stock, which 1s
paid upfront, and allows the scller the opportunity to participate in some
portion of the potential upside in the stock. At maturity, the sharcholder
simply delivers some or all of the shares hedged, depending on the stock
price, or cash of equivalent value. In the interim, the sharcholder continues
to receive any dividends paid on the stock and retains the voting rights
associated with the hedged shares. The sharcholder defers any capital gains
tax liability which may arise from the sale of the stock for the term of the

trade.
Final Stock Price Amount Owed
Final Stock price < hedged value Market Value of shares
Hedged value <final stock price<upside limit | Hedged value of shares
Final stock price > upside limit Hedged value of the shares plus the
N appreciation above the upside limit
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2. Potential Tax Treatment
As previously mentioned, in June 1997, the Taxpayer Relief Act changed the
tax rules governing certain hedges of appreciated equity positions. The Act
categorizes as a "constructive sale” any transaction which substantially
eliminates both risk of loss and opportunity for gain (e.g., an equity swap or
short against the box). Transactions which preserve significant upside
potential or downside risk for the holder (i.e., puts and properly constructed
collars) should not constitute constructive sales.

A prepaid forward contract like the one described, which preserves
significant upside potential in the stock, should not trigger a capital gain on
the underlying shares when the transaction is entered into. Instead, the
transaction would only give rise to a taxable event when the shareholder
closes out the transaction by delivering the shares. The shareholder would
have long term capital gain (assuming the shares are held for longer than 12
months at inception) at that time equal to the excess of (i) the proceeds
received at the inception of the transaction over (ii) the tax basis of the
shares delivered to close out the transaction.

Advance Forward Contract

Single Stock
TElums

Shareholder

l

At muaturty: chent pays an amount
in cazh or shares equal te:

= ¥
M x # ulldn:l]-hq.g shares

!
t

Upfrgne pagment
if hedged valoe < 5M < upside Limit:
Hedped vahue x # undedying shases

ifSM > upside Lt
Hedged value x # underlyng shares +
(50 — wpende boug) x 7 undedying share:

y

|

Counterparty

SM = Stock price at matusity
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If the transaction is cash-settled, the shareholder would recognize a short
term capital gain or loss equal to the difference between the amount
received upfront and the cash owed at maturity. A loss would likely be
considered a straddle for tax purposes and, if so, would be deductible
only when the underlying shares are sold.

G. Comparison of Collar with Loan and Prepaid Forward Contract

1. The primary deciding factor is whether the shareholder wants the loan at
the time of the transaction or may want to pay the loan off prior to
maturity. The prepaid forward contract effectively requires the loan to be
made and to remain outstanding because the amount of cash received at the
outset reflects the implicit payment of interest over the term. With a collar,
the loan may be taken and paid off as needed.

2. I the loan is to be used for investment purposes, the collar 1s more
attractive because interest may be deducted on a current basis up to the
amount of dividends received on the shares. With the prepaid forward
contract, interest is paid in the form of a discount on the proceeds
received up-front and is not deductible.

I1l. Exchange Funds

A. Exchange funds are private funds, usually limited partnerships or LLCs, to which
an investor contributes a single stock in return for an interest in the fund. Under
current tax law, investors may redeem their units after seven years for a pro-rata
share of the underlying secunties without incurring capital gains tax. They do,
however, receive the same basis in those secunities as they had in the stocks
originally contributed.

B. The contribution of securities in exchange for units in the fund does not trigger a
capital gains tax and does not require a section 144 filing for a holder of control or
restricted stock. A form 4 filing to report a change in beneficial ownership,
however, would be required of an insider. In addition, a contribution to the fund
in exchange for units i1s considercd a sale for purposes of section 16. Accordingly,
a purchase within six months of the exchange could trigger the short-swing profit
rules. Also, insiders canmot enter the fund during blackout periods.

C. As noted above, redemption after the seventh anniversary of the closing results in
the investor receiving a pro-rata share of the underlying securities without any
income tax consequences. Prior to seven years, but after two years, an investor may
redeem his units in return for an amount equal to the lesser of the fair market value
of the contributed securities and the net asset value of the investor's units in the
fund at the time of the redemption. If the redemption is accomplished by the
distribution of the securities the investor contributed, there is no taxable event. If,
however, cash or other securities are distributed, gain is recognized in an amount

This educational presentation 15 intended for discussion among professionals only and is not intended for and should not be
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equal to the least of (i) the excess of the [air market value of the distnibuted
securities over the adjusted basis of the investors units immediately before the
distribution reduced by the money received in the distribution, (ii) the excess of the
fair market value of the contributed securities over the adjusted basis of those
securities when they were contributed, or (iii) the excess of the fair markel value of
the contributed securities over the adjusied basis of those securities at the time of
the distribution. Prior to two years after the closing, the same tax rules apply, but
generally the investor can only request, not demand, a redemption.

D. Under Section 721 of the Code, no gain or loss is recognized upon a contribution
to the fund in exchange for an interest therein so long as the fund would not be
treated as an investment company (within the meaning of section 351) if it were a
corporation. In order to avoid classification as an investment company, not more
than 80% of the assets can be marketable "stock or securities” held for investment.
Generally, the non-marketable portion of the funds assets consist of real estate,
most often preferred equity interests in operating partnerships (or LLCs) affiliated
with REITs. These qualify as something other than stocks or securities under
section 351 (e). The non-marketable securities typically are purchased with
borrowed funds. The manager must not have the intent to reduce the non-
marketable portion of the fund below 20%, but after the closing that portion may
be reduced.

E. A downside to exchange funds is their illiquid nature; a seven-year commitment.
Although the units can be borrowed against, usually up to about 35% of their
value, this strategy 15 not designed to produce cash flow.

F. A by-product of the exchange fund's inherent illiquidity is that it may offer estate
planning advantages. Some discount could be taken with respect to any transfer
of units because full redemption might not be possible until the end of seven
years. In addition, several recent funds have offered an estate freeze feature,
pursuant to which the investor accepts a longer lock-up, generally around 15
years, and divides his or her shares into common and preferred units. Besides the
discount available because of the restrictions on getting out of the fund, the fact
that the fund consists of unrelated investors allows a freeze to be structured that
is not subject to Chapter 14 of the Code. Thus, the investor can accomplish an
estate freeze by kecping preferred units carrying a fixed cumulative, but not
compounded, dividend and giving away common units representing all
appreciation over and above that fixed rate.

IV. Charitable Remainder Trusts

Al The benefits of a charitable remainder trust ("CRT") as a diversification strategy are
well known and will not be repeated in any detail in this outline. Basically,
because the trust is a tax-exempt entity, the contributed assets (often a single,
highly appreciated stock) can be sold without any immediate tax consequences.
Instead, the gain is realized (after any ordinary income) by the non-charitable

This educational presentation is intended for discussion among professionals only and is not intended for and should not be
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beneficianes only as paid out in the form of annuity or unitrust payments. The
benefits of this deferral can be enhanced by using a net income charitable
remainder unitrust, either with a make-up provision ("NIMCRUT") or without
("NICRUT").

B. The opportunities offered by CRTs were broadened recently by the publication of
final regulations approving the use of "FLIP" unitrusts. FLIP trusts are trusis that
are NIMCRUTSs or NICRUTS to a certain point and then "FLIP" into regular
unitrust status. This allows the deferral of an income-only trust to be combined
with the certainty of a normal unitrust. Although FLIP unitrusts were never
mentioned in the Code or regulations, people started using them years ago, often as
retirement fund substitutes. In proposed regulations in May of 1997, the IRS
required that a FLIP trust be composed of at least 90% unmarketable assets and
that the FLIP be triggered only by the sale of those assets. The final regulations
dropped the unmarketable asset requirement and provide that the FLIP must be
triggered on a specific date or by an event the occurrence of which is not within
the control of the trustee or any other person. Thus, for example, the attainment of
a certain age, the sale of unmarketable assets, the birth of a child, and
(interestingly) marriage or divorce are acceptable triggering events. A decision by
a trustee or financial advisor or request from a beneficiary is not. If the trust is a
NIMCRUT, no make-up may be made after the conversion date. The
determination of when to use a NIMCRUT/NICRUT and when to use a FLIP trust
depends upon the goals of the grantor. Generally, the FLIP trust is appropriate
when the aim is a steady income stream afier a certain date (for example, a
retirement fund, as mentioned above). A NIMCRUT/NICRUT provides greater
flexibility and potential tax deferral.

C. Historically, CRTs structured as non-affiliates (i.e., with independent trustees)
have been used to achieve diversification with tax deferral and, perhaps just as
important to executives, no filing requirements other than a Form 4 or Form 5
showing the initial donative transfer to the trust.

1. In March 1999, the SEC published a Telephone Interpretation (Division of
Corporation Finance Manual of Publicly Available Telephone
Interpretations Supplement — March 1999, Rule 144, 15 Rule 144 (a) (1)
(2). telephone interpretations are a less formal set of interpretations than
"no action"” letters) taking the position that when the grantor/beneficiary of
the CRT is an affiliate, the trust shall be deemed an affiliate, even if there
is an independent trustee.

2. If the trust can qualify as a non-affiliate and if the shares have been
owned and fully paid for by the grantor for at least 2 years, under Rule
144(k) of the Secunties Act of 1933, There is no Form 144 filing
requirement at the time of a sale and no volume limit on sales (although
the trust’s sales will count against the grantor's volume limit).

This educational presentation is intended for discussion among professionals only and is not intended {or and should not be
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If the trust is considered an affiliate, the same 144 rules applicable to the
grantor will apply to the trust.

3. The Telephone Interpretation relies heavily on the idea that the grantor has
retained a current income interest in the trust and, therefore, the sale of
securities is on his behalf. Thus a NIMCRUT/NICRUT maght produce
a different result, as no sale would be required and the receipt of income
would be dependent upon a decision by the trustee to take the action
necessary to produce income.

-+ In any event, it is unclear how authoritative the interpretation should be
considered. Its holding is contrary to the SECs traditional position and
may be a case of a not-too-well thought out response to a question that
shouldn't have been asked in the first place.

5. Regardless of the resolution of the Rule 144 issue, a CRT with an
independent trustee should be exempt from the short-swing profit rule of
Section 16 (b) of the Securities Exchange Act of 1934 because it is a gift
(Rule 16b-5). The initial transfer to the trust is reportable on either Form 5
or 6 (Rulc 16a-3 (f) (1) (i); but if the trustec of the CRT is an independent
person (i.e., neither the grantor nor a family member living with him),
neither the grantor nor a family member has investment control over the
trust, and the trust does not own more than 10% of the outstanding shares
of the company, transactions by the trust should not be reportable by the
grantor and should not trigger the short-swing profit rule (Rule 16a-8).

V. Restrictions and Limitations

A Diversification strategies are not inherently subject to security law restrictions
and limitations other than those that are part of the structures themselves (e.g.,
an exchange fund is a private offering for which only qualified purchasers are
eligible). As a practical matter, however, a very high percentage of those
seeking diversification hold restricted stock or are considered to be "insiders"
under the securities laws; often they are shareholders in newly public
companies, and are also subject to contractual "lock-up" periods. Accordingly,
a brief review of the pertinent restrictions is helpful in understanding when a
diversification strategy is appropriate.

1. Rule 144, Rule 144 of the Securities Act of 1933 govemns the sale of
restricted and control securities. Restricted Securities are shares
acquired for investment in a nonpublic transaction from the company or
from an affiliate of the company. Control Securities are securities
acquired by an affiliate in any manner, including open market
purchases. An affiliate is defined as any person or entity that directly or
indirectly controls the management and/or activities of the issuing
company. Affiliates usually include a company’s senior management,
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directors, and beneficial owners of more than 10% of the company's
stock (this is a factual determination, hence, a 10% shareholder who 1s
not in control may not be considered an affiliate). The following apply
to sales of restricted stocks:

a. Anyone (affiliate or non-affiliate) who sells restricted stock must
wait one year after they have paid for the stock in full before selling
("holding period™). In an TPO situation, sellers must wait until at
least 90 days after the company's IPO (usually extended to 180 days
contractually). There are limits on the number of shares that can be
sold in any three month period ("volume limits") equal to the
greater of 1% of the class of securities outstanding and the average
weekly reported trading volume during the four preceding weeks.
These limits apply until the shareholder has not been an affiliate for
three months, and has held the shares for at least two years. The
"manner of sale” restriction prohibits the selling broker from
soliciting buyers other than brokers who expressed interest within
the last 60 days and customers who expressed unsolicited interest
within the last 10 days. A Form 144 must be sent to the SEC no
later than the day of the trade. All of these restrictions, except the
holding period, also apply to control stock.

2. Hedging Rule 144 stock. Generally, restricted stock should not be
hedged until at least 30 days after the private placement in which it is
received. In practice, the contractual lock-up probably restricts hedging
for a longer period. The industry consensus is that it 1s not necessary to
file a Form 144 for a cash-settled hedging transaction. There is no rule
that specifically requires affiliates or non-affiliates to follow the "volume
limits" when hedging, but many advisors believe those limits apply
implicitly. Affiliates' hedging trades will eventually become known
through filings under Section 16 of the Securities Exchange Act of 1934
and hedging trades by affiliates or non-affiliates may become known
through Section 13 (d) filings.

3. Section 13(d). Section 13(d) of the Securities Exchange Act of 1934
applies to all beneficial owners of more than 5% of a class of publicly
traded voting equity and requires that an investor file an initial report of
ownership with the SEC afier the 5% threshold is crossed and
subsequent amendments when more than 1% of the class is bought, sold,
or pledged. Pre-IPO holdings can ofien be reported on Schedule 13G,
rather than the more detailed Schedule 13D. Schedule 13G has two
additional advantages over Schedule 13D: it usually only needs to be
filed annually and amendments can often be handled in the annual filings
rather than within 48 hours, as Scheduled 13D requires. However, if the
owner's level of ownership changes by more than 2% of the outstanding
shares of the class in any 12-month peniod, the owner will have to file
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reports on Schedule 13D. Buying put options and selling call options are
generally considered a "sale" of shares whenever the options arc
exercisable within 60 days and must be reported promptly at that time by
a seller who file Schedule 13D if "material” (a transaction that include
1% or more or a class of public equity is considered "material™). Whether
the option is exercised or not should also be promptly reported by the
seller, if matenal.

4. Contractual lockup. Separate and different from Rule 144, in an [PO
situation the company and/or the underwriter may ask the shareholder to
sign an agreement that prohibits selling, and sometimes hedging, the stock
for a period of time that can be as short as 90 days or as long as onc or two
years (180 days is typical). If one has the ability to influence the language
used in your specific agreement, language should be drafied that does not
unduly limit the ability to hedge the shares.

5. Section 16 (and insider trading rules). If the shareholder will be an
insider or an affiliate of a newly public company, the shares he or she owns
are subject to the complicated Section 16 "short swing profit" rules, which
are meant to discourage insider trading and require insiders to give up any
profits on purchases and sales that are made within 6 months or each other.
These rules can apply to transactions before an IPO (e.g., if shares are
purchased 3 months before [PO and sold 2 months after).

The insider is liable not only for his or her own trades, but also for trades
made by any person or entity deemed to be the same "person” as the
insider. Examples of this include a family member who shares the
insider’s residence and a trust for which the insider acts as trustee and in
which the insider has a "pecuniary interest.”

Since most hedging strategies are reportable as a "sale" under Section 16
(requiring that a Form 4 be filed within 10 business days of the start of
the month following the hedging transaction; note that a variety of news
services such as Bloomberg monitor these filings and may report the
transaction as a sale) at inception, an insider will always need to consider
whether he or she has made any purchases in the 6 months before the
hedging trade or anticipates making any purchases in the 6 months after
the inception of the trade.

In addition, it is likely that insiders would need to report a "purchase" of
the shares at matunity of a hedging trade. Accordingly, a hedge should be
structured with a term greater than six months. There should also be other
assets available to satisfy any obligation at maturity since the individual
would have to wait six months after the maturity of the hedging transaction
before selling shares in order to avoid short swing profit issues.

This educational presentation is intended for discussion among professionals only and is not intended for and should not be
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Finally, if the shareholder is considered an insider or affiliate, the
counterparty will need to confirm that the company does not have any
prohibitions against the proposed transaction under the general insider
trading rule (Rule 10b-5), or otherwise. The transaction will also need to
be executed during a "window period."”

6. Market Constraints. The ability to offer most hedging strategies will
depend a great deal on the market characteristics of the underlying stock.

For example, puts, collars, and advance forward contracts are over-the-
counter (OTC) strategies where the counterparty hedges its risk associated
with the transaction dynamically. Initially, some portion of the shares to
be hedged are borrowed and sold short in the market. Then, as the
probability of the options being exercised at maturity changes over time,
the counterpart will either buy back some of the shares or sell short
additional shares.

Therefore, the counterparty must be comfortable that there are sufficient
shares to borrow and that the shares will not be called away during the
term of the transaction. It also needs to be comfortable that the daily
average trading volume in the stock is great enough to allow it to trade
without puiting undue pressure on the stock price. One other important
consideration is the volatility of the stock since it is a key component in
pricing the hedging transaction.

All of these factors, the depth of the stock lending market, the hquidity of
the stock, and the stock's volatility are difficult to judge until the stock has
been trading for some period of time. Realistically, these constraints may
limit the ability to obtain hedging strategies for several months following
an [PO.

7. Proxy Hedges. When faced with the various restrictions mentioned
above, many investors investigate some sort of "proxy hedge" to lower
the risk in their concentrated stock position. The basic 1dea is that if you
can find an index, a basket of other stocks, or perhaps another single
stock that "looks" like your stock, you may be able to hedge using this
proxy to lessen the economic exposure associated with holding the single
stock until you can execute a hedge using the shares in that company.
Typically, this situation anses when a company goes public. While it is
possible to structure a proxy hedge, it is extremely difficult to be
confident in the amount of true protection that a proxy hedge will
ultimately provide.

The volatility of holding a single stock can be broken down into its
component parts: general market risk, industry risk, and company specific
risk. The best a proxy hedge can do is reduce the risk of holding a single
stock to its company specific risk. For most single stock, company specific
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risk represents over two thirds of the risk of holding the stock and, for a
newly public company, may represent an even greater portion of the nisk.
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Agenda

|. Decision tree for corporate insiders
Il. Overview of rules and regulations pertaining to restricted stock

lll. Pure diversification strategies
Qutright sales

10b5-1 plans

- CRTs

Exchange funds

IV. Hedging and monetization strategies
- OTC put option
- Collar & loan
- Prepaid variable forward

V. Wealth transfer strategies
- Taxable gift
- Estate freeze - exchange fund
- Sale to IDGT
- GRAT

VI. Planning for post-death & administration
- Fiduciary selection
- Drafting considerations
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Corporate insiders face many wealth management decisions
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To understand the securities law framework, it is useful to keep in
mind the following definitions

|
}

Restricted Securities

« Shares not acquired in a public offering or in the public market. These securities are
unregistered, and widely known as "legend stock” because they often bear a legend on the
certificate stating that they are subject to selling restrictions. They are sometimes referred to as
"letter stock” if issued in private transactions where the purchaser has provided an investment
representation letter [Rule 144(a)(3)]

Affiliate

« An affiliate (often called a "control person”) is any person or entity that directly or indirectly
controls the management and/or activities of the issuing company. Affiliates usually include a
company’s senior management, directors, and certain large shareholders. A company's legal
counsel usually determines whether a control relationship exists [Rule 144(a)(1)]

Control Securities

« Control securities are securities acquired by an affiliate in any manner, including open market
purchases.

Insider

+ An insider is any person with access to material, nonpublic information. This term extends
trading rules beyond the affiliates mentioned above to include the families and close associates
of affiliates. While all affiliates are considered to be insiders as well, all insiders are not
necessarily affiliates.
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Securities law framework

1933 Act "The Securities Act"”

* Rule 144: Imposes conditions both on sales of unregistered stock by anyone and sales of any
stock by an affiliate

* Rule 145; Imposes conditions on the sale of acquiror securities received in connection with
certain types of corporate reorganization such as a merger, consolidation or reorganization by
affiliates of target

1934 Act “The Securities Exchange Act”

+ Section 13: Imposes reporting requirements on shareholders with more than 5% of a class of
voting publicly traded stock

« Section 16: Imposes reparting requirements and potential short swing profit liabilities on
senior officers, directors and shareholders with more than 10% of a class of voting publicly
traded stock

+ Rule 10b-5, Rule 10b5-17: Prohibit insider trading on material non-public information, but offer
an affirmative defanse

State Securities Laws
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Rule 144 [17 C.F.R. § 230.144]

CONFIDEMNTRAL

» 1-year fully-paid holding requirement for restricted securities, including while "private” (i.e,
pre-IPO). (Does not apply to control stock)

« Company must be public and have satisfied SEC reporting requirements for 90 days before a
Rule 144 sale

+ Volume limits (during any 3 months, greater of 1% of outstanding shares or average weekly
trading volume of previous 4 weeks)

« Aggregation rules
+ Manner of sale restrictions

+ Current day reporting -- Form 144 filing with SEC on or before date of sale indicating
number and market value of shares to be sold

« Rule 144(k) - restricted stock, not held by an affiliate now or in the last 3 months, which has
been owned for two years can be sold without volume restrictions
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Section 13(d) reporting [15 U.S.C.§ 78m(d); 17 C.F.R. § 240.13d]

 Greater than 5% shareholders of a class of voting publicly traded stock
| Upon acquisition (10 days), file Schedule 13D/G
» Schedule 13G can be filed by "passive holders” of <20%

When holding changes by 1%, amend Schedule 13D for most; 13G filers can generally wait
until year end

e s o ———
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Section 16(a)-(c)[15 U.S.C. § 78p(a)-(b); 17 C.F.R. § 240.16]

« Form 4 two-day reporting for senior officers, directors and >10% shareholders for most
changes

+ Form 5 annual filing for other changes
+ Short-swing profits recapture (six-month matching)

» No "naked"” short sales
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Rule 10b-5 and Rule 10b5-1 [17 C.F.R. § 240.10b5-1]

« "Awareness” + trade = liability

« Affirmative defenses (October 2000): contract, instruction or plan

+ Rule 10b5-1 plans may allow sales outside trading windows, reduce litigation risk and have less

market impact
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Pure Diversification Strategies

Outright sales

10b5-1 plans

CRTs

* Exchange funds

O pmorgan Private Bank

EFTA01091861



COMNFIDENT 1AL

Outright sales

+ Investor may decide to sell shares outright to eliminate exposure to the stock

* Rule 144 holding periods apply to restricted securities. Volume limitations and manner of sale

apply for both control and restricted stock

+ Section 13(d) and (g) reporting requirements apply to shareholders with more than 5%
» Section 16(a) reporting and (b) profit-forfeiture rule may apply

+ Rule 10b-5 and Rule 10b5-1 apply

« Company restrictions may apply

+ Underwriter lock-ups may apply

10
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Rule 10b5-1 addresses challenges associated with Rule 144
requirements by offering flexibility in restricted stock sales

* October 2000 rule reflects SEC's long-held broad "awareness” standards prohibiting insider
trades on the basis of material nonpublic information if hefshe is aware of the information at
the time trade is made

« But also establishes new "affirmative defense” - no liability if, before becoming aware of the
material nonpublic information, insider:

- entered into a binding eontract to buy or sell, or
- gave instructions to another person to buy or sell for the insider’s account, or
- adopted a written plan for selling securities

« The contract, instructions, or plan must meet certain additional requirements

1
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10b5-1 Selling Program enables insiders to take advantage of this
expanded flexibility

Transfer all or a portion of company
stock into brokerage account with a

gualified financial institution

Develop, perhaps with dedicated "10b5-
1 Team,” a phased, pre-planned sales
program to be executed at either
market or specified prices in accordance
with Rule 144

Contract generally remains in effect
until the earlier of: specified shares

are sold, or one year from effective date
of contract

m

+ Flexibility: selling in tranches allows
for market adjustrents and meets cash
flow needs

* Protection: a dedicated team may
provide additional distance between
insider and 10b5-1 contract, reducing
appearance of impropriety

+ Efficiency: a dedicated team may
execute and monitor entire process,
including Form 144 compliance

i
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10b5-1 Program: issues to consider

* Rule 10b5-1 only provides an affirmative defense against 10b-5 liability. All the following still
apply, and may limit sales or affect their timing:
- Rule 144
- Section 13
- Section 16 matching and reporting
- state l[aws

» Enter into a plan only when insider is not aware of material nonpublic information
+ Corporation must acknowledge the selling program by signing the sales plan
« Corporation should review its insider trading policy

- atrading program will probably need relief from the blackout period policy
- corporation may want to amend its policies accordingly

|+ The insider has the burden to prove compliance with the rule

+ Company restrictions may apply

13
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Charitable Remainder Trust (CRT): some of the considerations when
funding with restricted stock

' Tax structure

« "Straight” CRTs pose issues because of potential delay in consummating sale

|
|
|
|
|
!
1
i
|
1
i

» Consider structuring CRT with "flip” provisions or NimCRUT

Rule 144 imposes constraints and considerations:

'» Upon donation of restricted securities to the CRT, the CRT can include (or "tack”) the donor's

holding period for Rule 144 purposes [Rule 144(d)(3)(vi)]

'+ No sale of restricted securities by CRT within one year of donor's acquisition date. [Rule 144(d)(1)] If

CRT's holding period (after tacking) is more than one year but less than two years, CRT sales subject
to volume limitations. [Rule 144(e)(1)-(2)] If CRT's holding period (after tacking) is more than two
years, Rule 144(k) applies (no volume limits) unless CRT is an affiliate or CRT stock is attributed to an
affiliate [Rule 144(e)(2);(k)]

|* If securities donated by affiliate are the only asset in CRT, and income interest is held by affiliate or

family member who shares affiliate's residence, then CRT will be deemed same "person” as the
affiliate and will itself be an affiliate.

Section 13 issues:
« Report initial gift to CRT if donor owns more than 5% on Schedule 13D/G [Rule 13d-2(a)-(b)]
« |f the CRT holds more than 5%, it must file its own disclosure reports under Section 13 [Rule 13d-

1(a)] 14
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Charitable Remainder Trust (CRT): some of the considerations when
funding with restricted stock (cont.)

« |f the donor or a relative in donor's household acts as trustee, then donor must continue to
report sales by the CRT even if CRT holds less than 5% of the class of publicly traded voting stock

[Rule 13d-3(c)]

« |f there is an independent trustee and CRT holds less than 5%, generally there should be no
Section 13 reporting required after the initial transfer uniess the donor or a beneficiary holds or
shares voting or investment control

Section 16 issues:

« The donation of restricted securities will be subject to reporting on Form 5 with earlier reporting
on Form 4 permitted [Rule 16a-3(f)(1)(i); (g)(1)]

- If the trustee of the CRT is independent, then generally transactions by the CRT should not be
reportable by the donor, the trustee or any beneficiary unless the donor or a beneficiary has or
shares voting power or investment control [Rule 16a-8(a)(2)]

« Trust transactions may be reportable if the donor, a beneficiary or a trustee (or a member of the
trustee’s immediate family) has a pecuniary interest [Rule 16a-8(a)(2)]

« The donation of the securities to the CRT should be exempt from the short-swing profit
forfeiture provisions of Section 16(b), so long as the donation is a bona fide gift [Rule 16b-5(a)]

« The CRT itself may have Section 16 reporting requirements if the trustee is an affiliate or if the
trust holds more than 10% [Rule 16a-8(a)(1)]

15
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Charitable Remainder Trust (CRT): some of the considerations when
funding with restricted stock (cont.)

1
|
|+ Sale of control securities must be aggregated with the donor’s sales and generally will be subject
i to the donor’s volume limits for at least 1 year [Rule 144(e)(2)]

+ Most CRT sales of restricted securities are not made under Rule 144(k). Restricted securities held
| for at least two years by a "person,” who is not, and has not been within the preceding three
' months, an "affiliate” of the issuer may be sold to the public without restriction.

10% interest, the donor is generally treated as the same "person” as the CRT, and sales by the

|
|
i - But, because the donor (or a relative living in the same household) usually retains greater than
i
: CRT count against the donor's volume limit [Rule 144(a)(2)]

E - If the grantor is not an "affiliate,” the CRT may or may not be viewed as an affiliate itself,
depending on facts and circumstances.

+ Rules 10b-5 and 10b5-1 apply at sale
+ Company restrictions may apply to contribution and sale

« For IRS purposes, if the remainderman is a private foundation and the donor plans to claim an
income tax deduction treating the donated stock as "qualified appreciated stock,” the donor
should limit securities donated to CRT to amount not exceeding volume limitations of Rule 144

- donor should agree in writing (through a side agreement) not to sell securities that, when

aggregated with securities likely to be sold by the CRT, could cause total number sold to exceed
Rule 144 volume limitations

16
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An exchange fund provides another diversification technique

743 Investor contributes large holding of stock,

= typically with low basis. No capital gains tax
incurred upon transfer of securities to the
fund

E} In exchange, investor receives pro rata units
of ownership in the exchange fund

During the life of the fund, it is anticipated
that the investor may receive annual income
distribution to cover tax liabilities

The investment is essentially illiquid for the
term of the fund (currently at least seven
years) subject to certain redemption
requirements

?ié,j Manager selects and manages portfolio

) After seven years, investors may redeem
their units for a diversified pro rata share of
remaining securities in the fund

Under current law, no capital gains tax is
incurred upon redemption from the fund,
only upon subsequent sale

ci.I PMorgan Private Bank

Client

Diversified

portfolio of

marketable
securities
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An exchange fund: special considerations when funding with
restricted or control stock

-

No Rule 144 filing required on contribution
« Section 13 reporting applies
+ Section 16(a) reporting applies

Section 16(b) short-swing profits forfeiture potentially applies; consequently, client should
make his investment decision to contribute to the exchange fund when he is in an open
trading window, and should not enter into any purchase or purchase eguivalent within six
months before or after contributing stock to the fund (which, for Section 16(b) purposes, is
treated as a sale equivalent)

+ Rules 10b-5 and 10b5-1 apply

« Company restrictions may apply

':'J PiMorgan Private Bank
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The estate freeze enables exchange fund investors to transfer

anticipated appreciation to heirs

+ |nvestor contributes stock to the fund and
receives fund units

+ At investor’'s request and with fund
manager's approval, units are divided into
two distinct units:

- preferred unit (fixed): 95% initial value
plus cumulative, non-compounding
coupon

; - common unit (growth):
5% initial value

+ |Investor gifts common unit which is
eligible for valuation discount for gift

tax purposes

+ If investor divides units, hefshe must
divide all units, forfeiting all redemption
| rights until liquidation (15 years)

e morgan Private Bank

Investor

+ $1TMM stock

‘Units of

Retained / pr o _
, / exchange fund
by investor
/ '
/ |
/ | Divide units
e

'] >
i - o
] S

-3 Y
" Preferred unit:
$950,000
plus coupon

Common unit:

$50,000

Gift common units at
discounted value ¥

19

EFTA01091871



CONFILEMNTIAL

i Hedging and Monetization Strategies

* OTC put options
* Collar + loan

* Prepaid variable forward contracts

"'n iPpAArman Privars RAamk
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OTC put options provide protection against a decline in the value of a
single stock

Long puts provide protection against a decline in the value
of a single stock position

Client purchases, for a premium, the right to sell shares ta at

& fixed price (the "put strike price”] on a specified maturity
date

Client has flexibillty in setting put strike price and maturity

date

- putstrike price can be set at-the-money to lock In 100%
of today's stock value or out-of-the money to reduce
cost

Client retains all upside appreciation, dividends and
voting rights

Client may choose to cash settle the option rather than
selling the shares at maturity

= the client receives the difference between the put strike
price over the final share price in cash

Client can borrow against hedged position to ralss liquidity,
as needed

Options are a depreciating assat

If the stock price is at or above the put strike price at
maturity, then the client will lose his entire premium

gJPMorgﬂn Private Bank

Payout profile (il

Payment at maturity

Assuming cash settlement;

+ If the stock price at maturity < put strike price,

price and the stock price at maturity

optlon expires warthless and the client loses their entire
premium

counterparty will pay the difference between the put strike

* If the stock price at maturity > put strike price, the put

21
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Securities law issues and put options (purchase)

|+ Purchase not reportable under Rule 144

* Section 13
- Reportable by Schedule 13D filers [Rule 13d-2]

« Section 16
- Purchase of put option is reportable as a sale at date of purchase [Rule 16a-3(g)]

- Purchase of put option is a sale-equivalent for the purpose of 16(b) profit-forfeiture rule
[Rule 16a-1(h)]

» Rules 10b-5 and 10b5-1 apply

« Company restrictions may apply

“ mlpmrnnn Private Rank
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OTC cashless collars provide the same downside protection but
eliminate upfront premium by foregoing some potential upside
appreciation

Provides downside protection but the client forgoes some
potential appreciation to eliminate the upfront premium

+ Consists of client buying a put and selling a call with sama
maturity
-~ specify level of downside protection needed (e.g.. 10%-
20% below today's price)

= strike on call set to generata premium to pay for the
put option

]
j + At maturity, payoff of the collar depends on market valus
i of stock

»  Client retains all upside appreciation up to the call strike
price, dividends, and voting rights

Payment at maturity R
Aszuming eash settlement: |
® If stock Pri;g at maturitr < put strike pril:u: Eﬂuﬁterp‘art_'f

' pays the difference between the put strike price and the stock
price

« Shares are pledged as collateral for the collar

« Client can borrow against hedged position to raise liguidity,
as needed

« The client is capping the potential return on the stock at the

call strike price and gives up any stock appreciation above .

If stock price at maturity > call strike price: Cliant pays the
the call strike price

difference between the stock price and thea call strike price

+  The collar locks in the amount that can be realized at .

If shara price is in batwean or at the put strike price or
maturity to a range defined by the put and call strike prices

the call strike price: no payments are made by either party
and the contract expires worthless

» Shares are pledged for the duration of the collar

JEMTIAL

CONFI

Qe morgan Private Bank
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Securities law issues and collars

« Rule 144
- Should not be reportable at inception

» Section 13
- Buyer of long put who reports on 13D should amend promptly

« Section 16
- Reportable under Section 16(a)
- Deemed sale for 16(b) purposes. Cash settlement of collar considered “"purchase.” Note:
Rule 16¢-4 requires person entering into hedge which is treated as a sale to be long as many
outright shares as the notional throughout entire term of hedge

24
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Borrowing against a hedged position

+ Proceeds can be reinvested in a diversified portfolio or private investments (or consumed)
+ Terms can be more attractive than those for traditional secured credit:

- less collateral required: non-purpose loan: If a client is not using the proceeds
of the loan to purchase or carry margin stock,
Regulation U would not apply, and a bank might lend
up to 90% of the Put Strike on each share

purpose loan: If the client intends to use the proceeds
to carry marginable stock (i.e., publicly traded
equities), Regulation U requires an initial collateral
value of 2.1

- downside protection: no requirement to provide additional collateral if
stock price falls

- pricing: Often LIBOR plus a spread; generally below unhedged
lending spreads

Q 25
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By combining a hedge and a loan investors can get liquidity and

eliminate downside risk

« Generate proceeds to invest in a diversified portfolio

- or at various times during the life of the hedge

- Eliminate margin calls by hedging downside risk - avoids death spiral

upfront

« Retain some upside exposure

« Defer capital gains tax

» |ssues to consider

advance rate
drawdowns

interest rate

interest deductibility

+ Section 16(b) matching is a hazard for insiders

“:‘JFMnman Private Bank
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A prepaid variable forward contract (PVFC) is an alternative to
borrowing

A PVF contract allows a client to receive
attractive upfront liquidity (typically 80-90% of
the stock value) and allows for flexibility in
their investment of the proceeds

Client defers taxes on underlying shares until
thmaturlt}r of the transaction (assuming
deMery of shares at maturity)

The client protects his/her position below the
hedged value and retains all participation in
the upside appreciation up to a predetermined
upside limit

Client may retain all dividends and voting
rights during the term of the PVFC

While economically similar to collar plus a
loan, no interim cash payments are required

QJPmorgnn Private Banik

Settlement formula

At maturity, client pays, in cash or shares, an

amount that varies with the stock price:

- if stock price at maturity < hedged
value, market value of the shares

- if hedged value < stock price at
maturity < upside limit, hedged value of
sharas

= if the stock price at maturity > upside
limit, hedged value of shares plus
appreciation above upside limit

Stock appreciation is capped at the upside
limit

Shares are pledged for the duration of the
PVFC
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Securities law issues and PVFCs for affiliates/insiders

Rule 144

1 year holding period of Rule 144(d)(1) for restricted securities applies

Subject to volume limitations

Form 144 must be mailed to SEC no later than trade date

Form 144 becomes public record when received by SEC

Manner of sale restrictions apply

Non-restricted control or 145 stock can be hedged immediately by the counterparty

Section 13

May be reportable at entry if material
Reportable if physically settled and material

Section 16

-

Reportable at entry [Rule 16a-3(g)]

Entry likely constitutes a sale-equivalent [Rule 16a-1(h)] and is matchable for Section 16(b)
profit-forfeiture rule

Physical settlement probably should not constitute a purchase-equivalent

Cash settlement less clear for Section 16(b) matching purposes

Rules 10b-5 and 10b5-1 apply

Company restrictions may apply

G IBMAraan Brivors Renb
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' Wealth Transfer Strategies

* Taxable gifts

Estate freeze - exchange fund

Sale to IDGT

* GRAT

oJPMﬂrganPrmm
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Taxable Gifts: overview

In the past, taxable gifts were frequently recommended due to tax efficiencies

Ongoing hope of permanent repeal spurred on by four attempts in the last 17 months by
House to permanently repeal

Soaring Federal and State deficits begin to call into question viability of repeal

In September 2004 the CBO revised its budget estimates. The new 10-year deficit estimated at
$2.3 trillion (before Bush asked for $87 billion to rebuild Iraq)

-
""JFMarnnn Private Bank
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Securities law issues for gifts

QJPMumun Private Bank

+ Rule 144

Bona fide gifts do not have to be reported [Rule 144(h)]

Donee's holding period tacked with donor's holding period for Rule 144 purposes [Rule
144(d)(3)(v)-(vi)]

Donee’s sales aggregated with donor's sales for Rule 144 volume limitations for at least one
year [Rule 144(e)(3)(iii)]

Donee’s sales count against donor’s volume limit, and vice versa, until the sooner of: (i) one

year after the donation, and (ii) the donee's deemed holding period (after tacking) equals
two years

« Section 13

Gift must be reported by Schedule 13D filers

« Section 16

If donor is an insider, gift must be reported on Form 4 or Form 5
Gift is not "matchable” for Section 16(b) purposes

Subsequent transfers by relatives of the donor living in same household must be reported
[Rule 16a-1(a)(2)(A)]
Subsequent sale by donee relatives living in same household ismatchable for Section 16(b)

purposes

n
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Valuation discounts for restricted or control stock

1

+ \alue of unvested, restricted or control stock for transfer tax purposes has been a source of
, some controversy.

- Blockage discount

- What is the effect of an employer’s restriction (whether continued employment or
satisfaction of performance targets) that had not lapsed immediately before the employee’s
death?

- Ninth Circuit recognized that restrictions reduce the value for transfer tax purposes even
though they may lapse as a result of the employee's death. Estate of McClatchy v.
Commissioner, 147 F.3d 1089 (9th Cir, 1998)

- 32
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Estate freeze - exchange fund

+ Exchange fund interests usually exempt from registration with SEC (though contribution of
restricted or control stock raises SEC issues)

* Retention of preferred interests and gift of common interests freeze value of common
interests to donor

» Preferred and common interests not subject to Rule 144, Section 13, Section 16

O pMorgan Private Bank
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Securities law issues and sales to intentionally defective grantor

trusts

+ Rule 144

- Rule 144 applicable. Subsequent sale by trustee may be aggregated for at least 1 year

+» Section 13

- Applicable
+ Section 16
- Reportable under 16(a). Subsequent sale by IDGT reportable if: (i) trust is an affiliate, (ii)

trustee is affiliate and immediate family member has benefidl interest or (iii) beneficiary is
affiliate and has voting or investment control

- 16(b) applies

| 34
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Securities law issues and GRATs

* Rule 144
- Initial transfer not reportable
- GRAT holding period tacked with donor's holding period [Rule 144(d)(3)(vi)]
- Aggregation
« Donee’s sales count against donor's volume limit, and vice versa, until the sooner of: (i)
one year after the donation, and (ii) the donee's deemed holding period (after tacking)
equals two years
+ If donor or affiliate is trustee, all sales by GRAT aggregated during annuity period [Rule
144(e)(3)]

+ If remainderman is an affiliate, aggregation rules continue to apply [Rule 144(e)(3)]

+ If trustee of the remainder trust is an affiliate, sale may be aggregated depending on
facts and circumstances
- Payment in-kind of annuity obligation probably should not start new holding period for the
donor’s 144 purposes

+ Section 13

- If GRAT funded by 13-D filer, initial contribution and payment in-kind of annuity obligation
may require amendment of 13-D

- Any new purchase of stock by GRAT may require amendment to Schedule 13-D
- Transfer to GRAT remaindermen at termination may require amendment to Schedule 13-D

35
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Securities law issues & GRATs (cont.)

» Section 16

- May be applicable. Funding of GRAT probably should not be reportable under 16(a) or
subject to profit disgorgement under 16(b). [Rule 16a-13] Payment of annuity may be
subject to profit disgorgement under 16(b) if there is any kind of control, including control
exercised by the grantor over the number of shares used to make the annuity payment.

Kight SEC No-Action letter: payment in-kind to satisfy annuity obligation not reportable
under 16. Facts in Kight did not present an opportunity to abuse inside information.
Grantor did not control investment decisions and did not have power to substitute.

Morales: grantor’s substitution of promissory note for stock in GRAT constituted
purchase for 16(b) profit disgorgement.

- If donor exercises a power to substitute assets, section 16(a) reporting and 16(b) profit-
forfeiture rules likely apply

- Distribution at trust termination may be reportable, depending on facts and circumstances

36
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-

s

Planning for post-death administration

* Fiduciary selection

* Drafting considerations

a.le Private Bank
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Fiduciary selection
|

|

I
- Selecting an affiliate trustee may require reporting for control stock or perpetuate reporting

for restricted stock

+ Selecting an affiliate trustee may cause adherence to volurine limitations beyond second year
and preclude application of Rule 144(k)

+ Trustee's holdings and trust holdings may be aggregated for Rule 144 volume limits if
considered acting in concert under Rule 144(g)(3)(v)

« Section 13 - Trust stock may be aggregated with trustor's own to determine reporting
obligation, depending on facts and circumstances

« Section 16 - Trustee who has (or whose immediate family member has) a pecuniary interest
must include trust stock in determining volume limits and sales by the trust will be subject to
the reporting and profit-forfeiture rules [Rule 16a-8(a)(2); (b)]

- Section 16 consequences can be virtually eliminated by use of independent, non-affiliate
trustee who has complete control (not shared with the grantor) over the trust's investments

« Consider a special trustee
- Avoid affiliate status
- Direct voting

- Direct pledging, hedging and sale

38
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Drafting considerations
}

« Waive duty to diversify and authorize retention
« Modify conflict of interest rule
+ Allocate decision-making to special trustee

* Provide broad power to sell, borrow and hedge
' - company redemption
- non-public block sale
- sale through related entities
- hedge risk with a put or collar through related entities
- arrange loans through related entities
- hedge to support loan through related entities
- forward sale through related entities
+ Authorize to engage tax and securities law experts
« Valuation difficulties for funding marital, charitable, and pecuniary gifts

« Distribution complexity - restricted or control stock may be worth more to one beneficiary
than another

a9
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Appendix

Q‘JP Maoragan Private Bank
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Related securities law issues

Rule 10(b)(5)-1 [17 C.F.R. § 240.10b5-1]

Awareness + trade = liability (October 2000)

Affirmative defenses: contract, instruction or
plan

Rule 10b5-1 Plans may allow sales outside
trading windows, reduce risk and have less

market impact

{ « 90-day "public” company

| * Volume limits (during any three months,

Rule 144 [17 C.F.R. § 230.144]

+ One-year holding period (including
while "private”)

greater of 1% outstanding or average weekly
trading volume for prior four weeks)

+ Aggregation rules (side agreements)

* Current day reporting

Section 16(a) & (b)

[15 U.S.C. § 78p(a)-(b); 17 C.F.R. § 240.16]

Form 4 two-day reporting for officers, directors
and 10% shareholders

Form 5§ annual filing

Short-swing profits recapture (six-month
matching)

Mo "naked"” short sales

| *+ 5% shareholders

Section 13(d) reporting

[15 U.S.C. § 78m(d); 17 C.F.R. § 240.13d]

« Upon acquisition (10 days), Schedule 13D/G
+ When holding changes by 1%, Schedule 13D/G
Annual filing on Schedule 136G

QJPMMW Private Banic
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Summary of strategies to manage a concentrated position

Defer Reduce
capital single Create Minimize Keep dividends/
gains stock risk liguidity transfer tax voting rights
] Hold X x ]
{ Sell 4 X
Charitable Remainder Trust X x X
Hedge
Buy put x x X
Collar b X X
Monetize
Secured unhedged loan X x
Collar + loan x X X x
PPVFC X X X x
Personal exchange fund A ® X x
Transfer
Exchange fund w/estate freeze X X x

‘:' 42
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Securities law considerations related to restricted or control stock

I
|
!
:r

Charitabls
rarmElndar trust

("ERT™)

10651

Tranafar to CAT need not comply with Rule 144, In
genoral, CAT can “tack™ donoc's bolding perlad for
Rule 144 purposs, If securities donated By afflliste,
and gniy psset of CAT, and income interest hald by
affiliste or family mamber whao shares affillate's
rasidence, then CRT will be desmed same “person”
&1 tha sffillsts {soies by CRT are deamed to be salas
by the affifiste and vice versa) and wiil itseif be an
affllate, If securithes donated by effillate, put
eonditions abave do not spply, the CRT will fallow
Rule 144 untii haldifg peflod [aftar tasking) equaly
D years.

Rule 144 must be campllad with for sales by
afflilates and nolders of restricted stock.

Sactiam 1 3{d)

If domar retaing right to vote or dispors of
shares after the tramfar probably no
reied 10 Bmend Scheduls 136, but
probably shauld amend Sehedule 130 In
any event IT ower 5% of an cutstanding
voting class of publicly waded securitie
ware berneflslally awned by the CRT, the
CRT would besoms subject to the
reporting regquiremants of Section 13(d),

Applies (§gg Outright Sale).

Soction 16(b)

R e g
! ";Ele %l‘ltltl'l'l.bld againg kb
2% . {onzanempt plrehasels) made
"8 montAs before or after 18ie.

P L ._-r--

Section 16]3)

If danmer had ar 1Rares
pontral over tha 1tock in
thva CRT, donar will oe
uBject te the reporting
requirements of Sectlan
16(a] with respect to
wransaction In sguity
securities of the lssuer,

Sales oy tve CRT will be
oonsidered sales by donos for
16(o} purposes if donor Ras to
report under 16{a).

Sk &

; ad .

o ranster, Snould
toelyter safes by the:”

Saley must be repoted,
Form 4 dua within 2
business days after
notification by the broker
3 long as within three
businass days of sctusl
evecution whers affiliate
does not select the date of
axecution

Applies | jee Outright Sata)

These matarials have been

for the use of participants In the Professional Advisors Frogram and are for educational purposes only,
They are not intended for distribution outside of this seminar.
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Securities law considerations related to restricted or control
stock (cont.)

Section 16(k)

Callar + laan It strustured properly shewld not be reportakle st Halder of lang put who reports on 130 Reportable under Section Desmed a sale for 16(8)

Incaption. should emand promptly. 16(s). purposes. Cash setblemant of
coliar considered " purehaie.”
Hote: Ruls 18c-4 requires
perian entering Into Padge
which I3 trestesd a1 & 3ale to
b long s mary shares as the
neslonal throughoul entine

T

These materlals have been prepared for the use of participants in the Professional Advisors Program and are for educational purposes only.
They are not intended for distribution outside of this saminar,
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Securities law considerations related to restricted or control

stock (cont.)

Type af tramfor stratogy  Rube 144

GRAT Trensfer to GRAT need nat comply with Rule 144,
HMowawar, if grantor scts 8 trustes (oftan the cass)
than GRAT will be sfflllate and sublect to 144
voluma limitations and holding periods, Paymant
In=kind of annuity obligation should not start new
holding period for 144 purposed.

Soction 13[(d)

W GRAT funded by 130 filer, the inival
contrbution ang EayTent Inking of

anmlty obllgation may reguire

amandmant to Seheduls 130, Transfer 1o
GRAT remalindarman at tarmination lkely
reguiret amendmsnt bo Schaduls 130

Section 16(a)

Funding of GRAT i
proanly not reportabls
under 16[s). & grantor i
truites, Urades by the GRAT
wowld then ta repartatie
us tradad by the Grantor,

Soction 16{b)

Payment af annuity payment
may be wulject to profit
disgorgement under 16{o) if
there 1 any kind of contral,
Ingluding tant ol auercized by
tFR QERRTET ovar LhE AU ber
of shares wsed Lo make the
annuity payment, hMoraies v.
Quinties. 25 F. Supp. 20 359
(5.0.M.Y, 1988), 1998 US

Dist. LEXIZ 1177 4; Patar ),
Kight SEC Mo-Actian Letter,
1637 S5EC No-Act, LEXIS 946
(Qetaner 16, 1997); Dreiling v.
Hatlear, US.D.C.. ‘West. Dint.
Wiash., Case Na. C01.1528P,
Oirdar on Cross Motlang for
Summary Judgement (May
14, 2003),

They are not imended for distribution outside of this seminar,

ﬁJF Morgan Private Bank

These materials have been prepared for the use of participants in the Professions| Adviscrs Program and are for ecucational purposes only.
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Please keep in mind

These materials have been prepared for the use of participants in the

Professional Advisars Program and are for educational purpeses only.

They are not intended for distribution outside of this seminar.

~JPhiorgan Private Bank" s the marketing name for the private
banking business conducted by 1P, Morgan Chase & Co. and its
subsidiaries worldwide. JPMargan Chase Bank and J.P. Morgan Trust
Company. N.A. are members of the FDIC. 1P, Morgan Securities Inc.
{JPBASI) is a mamber of the New York Stock Exchange and other
national and reglonal exchanges. JPMSI (the "broker-dealer”) is a

broker-dealer with The National Association of Securities Dealers, Inc.

and is a member of SIPC. In addition, J.P Morgan Chase & Co. may
operate various other broker-dealers or investment advisory entities,

Investment management services are provided through JPMorgan
Chasa Bank, J.P. Morgan Trust Company, N.A. and their affiliates.
Brokerage services are provided through 1P, Morgan Securities Inc.
and its brokerage affiliates.

This material is not intended as an offer or solicitation for the
purchase or sale of any financial instrument. Any of the broker-
dealers may hold a position or act as market maker in the financial
instruments of any Issuer discussed herein or act as an undarariter,
placement agent, advisor or lender to such issuer,

The issues discussed are complex and demand careful legal and tax
consideration, as well as financial analysis. You should consider your
strategy carefully with your legal and tax advisors. JFlorgan
specialists would be pleased to work with you and your advisors to
devise and implement a plan that makes sense for you.

In discussion of optlons and other strategles, rasuits and risks are
based solely on the hypothetical examples cited; actual results and
risks will vary depending on specific circumstances. Investors are
urged to consider carefully whaether option or option-related
products in general, as well as the products or strategies di seussed in
this material, are sultable to thelr needs. In actual transactions, the
client's counterparty for OTC derivatives applications is JPMorgan
Chase Bank, London Branch. For a copy of the "Characteristics and

a 1D RAmers e Drivunkes 2ol

Risks of Standardized Options” booklet, please contact a J.P. Maorgan
private banker. We belleve the infarmation contained in this
material to be reliable but do not warrant its accuracy or
completeness, The opinions, estimatas, and Investment strategias and
views expressed in this document constitute the judgment of our
investrment strategists dedicated to private clients, based on current
market conditions and are subject to change without notice. The
investment strategles and views stated here may differ from those
expressad for other nurposes o in other contexts by other JEMorgan
market stratagists. Past performance Is not indicative of comparable
future results, The investrments discussad may fluctuate in price or
value. Investors may get back less than thay invested. Changes in
rates of exchange may have an adverse effect on the value of
imvestments,

If reference is made to a product or service offered by the broker-
dealers, the abligations and the securities sold, offered or
recommended are not deposits and are not insured by the FDIC, the
Federal Reserve Board or any other governmental agency. The
broker-dealers are not banks and are separate legal entities from
thair bank affiliates. The obligations of the broker-dealers are not
obligations of their bank or thrift affiliates (unless explicitly statad
atherwisa), and thess affiliatas are not responsible for securitles sold,
offered or recommended by the broker-dealers. The foregoing also
applies 1o our other non-bank. non-thrift affiliates. FOIC insurance
and domestic deposit preference are not applicable o deposits or
ether obligations of our bank branches or banking affiliates cutside
the Unitad States.

The views and strategies described herein may not be suitable for all
investors, This rmatarial is distributed with the understanding that it
is not rendering accounting, legal or tax advice. Please consult your
legal or tax advisor concerning such matters.

Additignal information is available upon reguest.
© 2004 J.P. Morgan Chase & Cao.
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