
Concentrated Equity Risk Management:  
Hedging Recent IPO Exposure

There are times when institutional investors find themselves with a concentrated 
exposure to single-name equities. The source of this concentration is often an 
allocation to venture capital (VC) and private equity (PE). The frequency of this 
“problem of the riches” has grown in recent years due to the following factors:

>	 Institutional investors have increased their allocations to PE and VC.
>	 Similar to public-equity markets, PE and VC have exhibited robust 

performance in recent years, with many portfolio companies evolving  
into publicly listed stocks.

>	 Managers have been extending their holding period of fund investments  
relative to historical averages. This includes holding investments in the fund  
well past the restricted date post-IPO, when positions were typically  
distributed to the end investor.

Thanks to these factors, investors have found themselves with outsized 
exposure to a highly appreciated, concentrated equity position. The positions 
are often large enough to create a significant amount of idiosyncratic risk in  
the broader fund. Examples of this occurrence include companies such as 
Airbnb, Meituan, and Robinhood. 
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Mitigating risks
The most straightforward way to control risk in these positions is to sell and realize a sizable gain. 
However, the end investor frequently doesn’t control the shares directly (for example, as an LP in 
a fund) and is therefore unable to sell. In these instances, the investor may seek alternative ways 
to mitigate the risk of the concentrated position until it can be reduced. 

There are three primary strategies investors consider when seeking to reduce concentrated 
position risk:

>	 Direct hedging: achieved by directly shorting the name physically or via swap

>	 Proxy or basket hedges: achieved by shorting or buying puts on a representative index 
or basket of economically similar names

>	 Options strategies: achieved by using a combination of puts and calls on the company 
to create a desired payoff profile

Investors must evaluate a series of trade-offs and considerations to determine which solution  
may be the most appropriate for their circumstances. 

Direct hedging
Directly hedging the exposure by either shorting shares via a swap or physically shorting shares  
is an effective tool for managing the overall exposure. This approach is most commonly used when 
investors would like to reduce the single-name risk and rebalance exposures within the portfolio  
(for example, short single-name exposure and buy exposure to an underweight allocation such as 
value equities). Drawbacks to this approach include the elimination of any future upside participation  
in the concentrated position, uncertain costs to borrow shares, and the margin requirements of 
the hedge position. It should also be noted that the investor will need an ISDA agreement with a 
counterparty to enter into a swap or a prime brokerage account to short individual equity shares.

Proxy hedges
Using a proxy hedge on a representative index or custom basket of similar names appeals to 
investors initially—protection usually costs less since the implied volatility assumption tends to  
be greater for single-name stocks than either the index or the basket. However, this approach  
has two major drawbacks. First, determining the appropriate benchmark and its efficacy is difficult  
as there’s often not a long enough price history—particularly for recent IPOs—to perform a robust 
quantitative correlation analysis. Second, the primary concern is the idiosyncratic risk of the 
company (rather than market or sector beta risk), which a proxy hedge does not eliminate. 
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Options strategies
While most investors prefer not to “bet against” their managers by reducing exposure to large 
positions, rightsizing exposures at the total portfolio level is a critical element of prudent risk 
management. As such, structuring a solution with options allows investors to tailor upside and 
downside participation based on their unique needs and objectives. For this reason, and the 
difficulties with direct hedges and proxy hedges, options hedges are the most popular approach  
to managing concentrated equity positions.

There are a variety of strategies that can be created with options, but three structures are 
commonly employed—outright puts, collars, and put-spread collars. 

Structuring considerations

When constructing an options strategy, it’s important to understand and evaluate the objectives, 
constraints, and risk tolerances. These include:

>	 Expected timing of distribution or sale of the underlying asset to be hedged

>	 Budget or amount of premium willing to be spent

>	 Desired payoff profile and the willingness to cap upside or accept less downside protection  
to minimize premium outlay

>	 Understanding the margin and liquidity needs associated with selling calls when the underlying 
positions isn’t directly held by the investor

>	 Availability and liquidity of exchange-listed options desired by an investor given market 
constraints immediately following an IPO 

>	 If the company recently went public, it often exhibits a significant amount of volatility compared 
with more mature companies or broad indexes, which can create both headwinds and 
opportunities in structuring a solution.

Outright put

The most direct options solution is to simply purchase put options to protect the downside. However, 
if the volatility of the equity shares is high, outright puts can be expensive. Investors that use outright 
puts commonly set a predefined spending budget to purchase out-of-the-money (OTM) options. 
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Put market mechanics

>	 Purchasing a put option provides 
the opportunity to sell the 
underlying security at the strike 
price at the time of expiry.

>	 Provides the purest form 
of downside protection as 
it neutralizes the long-stock 
exposure below the strike price.

>	 Typically requires the largest 
outlay of premium since there’s 
no offsetting option sale to 
defray the premium.

Collar

With the elevated volatility in recent IPOs and the dynamics of how they trade, a collar—purchasing 
an OTM put and selling an OTM call—can often create a compelling risk/reward scenario compared 
with other hedge solutions. 

Most mature companies or index exposures exhibit more volatility to the downside than to the 
upside. By consequence, OTM puts are generally priced at higher implied volatilities compared 
with OTM calls, known as skew. For certain IPOs, the opposite is true—they tend to exhibit equal 
or higher volatility to the upside than to the downside during the price-discovery period. In 
addition, there’s often significantly more demand from end investors to buy calls rather than puts. 
Due to these factors, call options are frequently more expensive than puts with similar term and 
moneyness. The investor can capitalize on this phenomenon by allowing for increased upside 
participation by moving the call strike further out of the money relative to the put strike. 

Collar market mechanics

 

>	 A collar includes purchasing 
an OTM put option and selling 
an OTM call option.

>	 The addition of the short-call 
option generates income to 
defray some or all of the  
put-option purchase.

>	 In exchange for selling the call, 
the investor forgoes the potential 
upside in the underlying stock 
above the call-strike price

Source: Parametric, 2021. For illustrative purposes only to show the market mechanics of an options collar and the general 
relationship to market movement. No representation is being made that an underlying will move negatively or positively.
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Source: Parametric, 2021. For illustrative purposes only to show the market mechanics of put options and the general 
relationship to market movement. No representation is being made that an underlying will move negatively or positively.
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Alternatively, another structure investors can implement to take advantage of this pricing and 
skew dynamic is a ratio collar. Instead of purchasing one put and selling one call in a standard 
collar, a larger number of puts are purchased relative to the calls sold. For example, an investor 
looking to hedge 100 shares of a company can purchase 100 units of puts, which could be 
financed by selling fewer than 100 units of OTM calls. This leaves a portion of the exposure 
without a short-call position, which retains the full upside participation. 

Put-spread collar 

A collar strategy can be further adjusted by selling a further OTM put to create a put-spread collar. 
While this structure limits the total downside protection, it may allow for a higher initial level  
of protection from the long put, a higher call strike to allow for more upside participation, or  
a reduction of the required premium spend. 

Put-spread collar market mechanics

>	 Put-spread collars build on the 
standard collar structure but 
include a put that’s sold further 
OTM than the purchased put.

>	 This structure is used to help 
further fund the cost of the long 
put and is used when downside 
protection is desired within a 
defined range.

 

Results
As allocations to VC and PE managers remain elevated, and markets remain bullish, investors 
may increasingly face outsized exposures to highly appreciated single-equity names. There 
are a variety of risk mitigation solutions to prudently manage the exposure effectively. Options 
structures are the most common approach, offering many structures to investors. Investment 
professionals at Parametric partner with investors to understand their concentrated equity-risk 
exposure and develop a solution that achieves their long-term objectives.

Source: Parametric, 2021. For illustrative purposes only to show the market mechanics of put spread options collar  
and the general relationship to market movement. No representation is being made that an underlying will move 
negatively or positively.
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About
Parametric Portfolio Associates® LLC (“Parametric”), 
headquartered in Seattle, is registered as an 
investment advisor with the US Securities and 
Exchange Commission under the Investment 
Advisers Act of 1940. Parametric is a leading global 
asset management firm, providing investment 
strategies and customized exposure management 
directly to institutional investors and indirectly to 
individual investors through financial intermediaries. 
Parametric offers a variety of rules-based 
investment strategies, including alpha-seeking equity, 
fixed income, alternative, and options strategies. 
Parametric also offers implement,ation services, 
including customized equity, traditional overlay, and 
centralized portfolio management. Parametric is 
part of Morgan Stanley Investment Management, the 
asset management division of Morgan Stanley, and 
offers these capabilities through offices located in 
Seattle, Boston, Minneapolis, New York, and Westport, 
Connecticut. This material may not be forwarded or 
reproduced, in whole or in part, without the written 
consent of Parametric. Parametric and its affiliates 
are not responsible for its use by other parties.

 
Disclosures
This information is intended solely to report on 
investment strategies and opportunities identified by 
Parametric. Opinions and estimates offered constitute 
our judgment and are subject to change without 
notice, as are statements of financial market trends, 
which are based on current market conditions. We 
believe the information provided here is reliable but 
do not warrant its accuracy or completeness. This 
material is not intended as an offer or solicitation 

for the purchase or sale of any financial instrument. 
Past performance is not indicative of future results. 
The views and strategies described may not be 
suitable for all investors. Investing entails risk, and 
there can be no assurance that Parametric will 
achieve profits or avoid incurring losses. Parametric 
does not provide legal, tax, or accounting advice or 
services. Clients should consult with their own tax or 
legal advisor prior to entering into any transaction or 
strategy described herein. 

No discipline or process can be profitable at all times.

Charts, graphs, and other visual presentations 
and text information were derived from internal, 
proprietary, or service vendor technology sources or 
may have been extracted from other firm databases. 
As a result, the tabulation of certain reports may not 
precisely match other published data. Data may 
have originated from various sources, including, but 
not limited to, Bloomberg, MSCI/Barra, FactSet, or 
other systems and programs. Parametric makes 
no representation or endorsement concerning the 
accuracy or proprietary of information received 
from any third party.

Futures require the posting of initial and variation 
margin. Therefore, a portion of risk capital must 
be preserved for this purpose rather than being 
allocated to a manager. Liquid futures may not 
exist for published benchmarks, which may result 
in tracking error. Also, some intraperiod mispricing 
may occur. Swaps require periodic payments, 
may be less liquid than futures, and may have 
counterparty or credit risk. Some investment 
strategies require a cash investment equal to the 
desired amount of exposure.

The effectiveness of the option strategy depends 
on a general imbalance of natural buyers over 
natural sellers of index options. This imbalance 
could decrease or be eliminated, which could have 
an adverse effect. A decision as to whether, when, 
and how to use options involves the exercise of skill 
and judgment, and even a well-conceived and well-
executed options programs may be adversely affected 
by market behavior or unexpected events. Successful 
options strategies may require the anticipation of 
future movements in securities prices, interest rates, 
and other economic factors. No assurances can be 
given that the judgment of Parametric in this respect 
will be correct. 

Options are not suitable for all investors and carry 
additional risks. Investors must ensure that they 
have read and understood the current options 
risk disclosure document before entering into any 
options transactions. In addition, investors should 
consult with a tax, legal, or financial advisor prior 
to contemplating any derivative transactions. The 
options risk disclosure document can be accessed at 
http://www.optionsclearing.com/about/publications/
character-risks.jsp .
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Parametric is headquartered at 800 Fifth Avenue, 
Suite 2800, Seattle, WA 98104. For more information 
regarding Parametric and its investment strategies, 
or to request a copy of Parametric’s Form ADV or 
a list of composites, please contact us at 206 694 
5500 or visit www.parametricportfolio.com.
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