
    

One of the golden rules of investing is that diversification is a 
foundation for any smart investment strategy—regardless of 
goal, time horizon, or risk tolerance. 

That said, substantial wealth can be created by building a large holding 
in an equity position that appreciates significantly, which is why achieving 
diversification can be difficult for some successful investors. For these 
concentrated investors, a large part of their wealth is tied to the fortunes of 
a single equity position, which can jeopardize wealth preservation. 

Whether this imbalance is the result of savvy investing or a career spent 
building or working for a successful public company or business, loyalty 
can make selling difficult. However, periods of market volatility highlight 
how these concentrated positions can adversely impact a lifetime of 
wealth building.

The answer may seem simple—sell the position and invest the proceeds 
in a diversified portfolio. However, since these positions are often highly 
appreciated, selling them could result in substantial capital gain tax.

Exchange funds offer a potential way for investors to achieve 
diversification while deferring capital gain tax.

Details to Consider

• Equity positions are contributed 
in-kind not sold, so investors do not 
incur any capital gain realization at 
the time of contribution.

• In order to redeem for a diversified 
basket of securities on a tax-
deferred basis, investors must 
remain in the partnership for at 
least 7 years.

• To invest in this type of fund, 
investors must typically be both 
accredited investors and qualified 
purchasers.

• Exchange funds generally need to 
invest at least 20% of fund assets in 
non-security investments—usually 
satisfied by purchasing real estate.

• The real estate portfolio allocation 
may impact performance and 
exposes the fund to interest rate 
movements.

Exploring Exchange Funds
Diversification for investors with concentrated positions

Choosing the right manager for your exchange fund is important. The manager is responsible for ensuring the 
portfolio is diversified and is not too concentrated in a single company, sector, or industry—selling any of the holdings 
contributed by investors during the life of the fund could result in the loss of tax deferral. The best funds will have 
a clearly-stated investment objective—generally around broad indexes like the S&P 500 or NASDAQ 100—and use 
sophisticated portfolio construction techniques to determine an appropriate universe of equities for the fund. 

Find the Right Investment Manager

Diversification does not ensure a profit nor protect against loss in a declining market.
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How Exchange Funds Operate

Exchange funds are a type of pooled investment vehicle where multiple investors contribute different equities to the 
fund—without realizing capital gain tax as a result of the contribution. In exchange, each investor receives shares of 
the exchange fund. 

The fund’s manager carefully chooses which investors' equity positions, and how much of each position, to include 
in the fund to create a diversified portfolio, usually attempting to mimic risk exposures within a broad index (e.g., 
S&P 500).

After 7 years, investors have the option to redeem these shares for a basket of diversified securities—rather than 
the single company stocks they contributed. The exact distribution process will vary by fund but, generally, an 
investor will receive a basket of securities, with a minimum number of securities across industries, so it’s important 
to understand an exchange fund’s redemption policy.

This gives investors the potential to diversify their holdings—or a portion of their concentrated position—without 
incurring immediate capital gains taxes.

Investors receive $1M of 

fund shares with a  

$300K cost basis

OPTION TO RECEIVE  
a diversified basket of 
equities after 7 years

An investor wants to 

contribute appreciated 

equities to an Exchange Fund

CONTRIBUTE 
$1M of Equity Y  

with $300K cost basis

Exchange 
 Fund
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This hypothetical illustration assumes a California resident 
(20% federal long term capital gains rate, 3.8% net 
investment income, 13.3% California state tax) investing 
$5M with a cost basis of $2 million in the hypothetical 
securities. All tax calculations are estimates and are not 
meant as tax planning or investment advise. Consult your 
tax advisor about your individual situation. The growth 
rate of 7% is hypothetical, gross of fees and used to 
illustrate the benefits of potential tax deferral. It does 
not represent the past or future performance of any 
investment. State taxes can vary and will impact indivdual 
outcomes. This simulated performance data is provided 
for discussion purposes only and should be viewed 
as merely representative of a broad range of possible 
outcomes. An investor who contributed their stock to 
the fund would have a lower tax basis (and potentially 
higher future tax liability) than an investor who sold their 
stock and reinvested the proceeds. Such data should not 
be construed as providing any assurance or guarantee 
as to returns or market values that may be realized 
from investments in an exchange fund. Investment 
management, servicing and other fees and expenses 
incurred with respect to an investment in an exchange 
fund would reduce returns.

The Benefits of an Exchange Fund 

Since investors don’t pay capital gains taxes when contributing a security to the fund, they are able to invest the full value 
of the security in the diversified portfolio. This gives the entire amount the potential to grow over time. 

As demonstrated in the example, the difference gained through tax-deferred diversification can be significant.

In this case, an investor who put $5 million into an exchange fund would immediately defer over $1 million in tax liability 
based on the assumption noted—meaning the entire $5 million could be put to work. After 7 years, this could result 
in approximately $2 million in additional return and even more over time assuming an average annual 7% growth rate. 
Performance of an actual investment will vary and unit holders could have a gain or loss when they redeem their shares.

An added benefit for some investors, is that in general their contributed stock won’t be sold in the public markets 
eliminating their concerns around impacting the price of a stock by selling out of a significant position.

Exchange funds may also have estate planning benefits under certain circumstances.

VALUE OF TAX DEFERRAL
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It is important to remember that capital gain taxes must be paid whenever appreciated investments are sold in a taxable account.
Generally, capital gains are based on the original cost (cost basis) of a security versus the ultimate sale price of that security. 
With an exchange fund taxes are deferred, which allows investors to invest in a more diversified portfolio without paying an 
immediate tax bill. When an investor subsequently sells securities, capital gain tax will still be owed based on any appreciation in 
value over the tax basis of such securities, although in some situations an investor may be able to eliminate their liability for 
capital gain tax by transferring ownership directly to heirs.

Impact of Capital Gain Tax
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Risks of an Exchange Fund 

No investment is risk free. For exchange funds, some of the potential risks include: 

• Performance isn’t guaranteed. It’s possible that the positions an investor contributed will outperform the fund. The 
fund may not have the same tracking as an index fund with the same objective (e.g., S&P 500).

• Liquidity is restricted. To achieve the tax advantages of participating in an exchange fund, there are often limitations 
on liquidity. Funds have varying lock-up periods and withdrawals before 7 years may only receive the originally 
contributed securities (up to the value of the NAV of their interest in the fund). Some funds impose additional rules 
around early redemptions.

• Tax Laws could always change. Although any change to the favorable treatment exchange funds receive would most 
likely be grandfathered in for current investors, retroactive treatment cannot be ruled out.

• Fees can impact returns. Some, but not all, funds have a front load and yearly management and other fees, which can 
have a material impact on performance.

• Non-security assets are included. Exchange funds generally need to invest at least 20% of fund assets in certain 
non-security investments—usually satisfied by purchasing real estate. These assets are usually acquired with leverage. 
These assets, and the leverage used to acquire them, may adversely impact performance, increase risk and expose the 
fund to interest rate movements.

Continue the Conversation

No investment is appropriate for every investor. But for long-term investors looking for diversification and 
tax-deferred investing as well as attractive estate planning features, an exchange fund may provide a solution for 
concentrated investors.

Talk to your Fidelity representative to review 
all your diversification options.



Information provided in this document is for informational and educational purposes only. To the extent any investment information in this material is deemed to be a 
recommendation, it is not meant to be impartial investment advice or advice in a fiduciary capacity and is not intended to be used as a primary basis for you or your 
client’s investment decisions. Fidelity and its representatives may have a conflict of interest in the products or services mentioned in this material because they have a 
financial interest in them, and receive compensation, directly or indirectly, in connection with the management, distribution, and/or servicing of these products or services, 
including Fidelity funds, certain third-party funds and products, and certain investment services. 
Information presented herein is for discussion and illustrative purposes only and is not a recommendation or an offer or solicitation to buy or sell any securities. Past 
performance is no guarantee of future results.

The value of the an exchange fund will fluctuate. As exchange funds tend to invest in stocks of large capitalization companies, they are subject to general stock market 
risks as well as risks specific to the contributed securities held in the Fund. The future performance of a given security contributed to the Fund might substantially exceed 
that of the Fund over the same time period. There can be no assurance that the performance of the Fund will match that of any specific security, any other fund, the S&P 
500, any other benchmark or the market as a whole. Although an exchange fund, through its securities portfolio, seeks to create a diversified portfolio that has risk 
characteristics that correspond to a stated benchmark, the performance of an exchange fund versus that of a stated benchmark may vary significantly over the short and 
long-term. 

Third-party trademarks and service marks are the property of their respective owners. All other trademarks and service marks are the property of FMR LLC or its affiliated 
companies. 
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