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Realigning a client’s taxable portfolio to a new investment strategy can be cumbersome and
often generates taxes. This is particularly the case when repositioning an equity portfolio with
appreciated shares and the corresponding embedded gains. Here we discuss two tax efficient
approaches to transition an equity portfolio populated with low basis shares to a new strategy:
1. The Timeline approach which moves the existing portfolio to the new strategy over a set

number of years.
2. The Tax-Budget approach which moves the existing portfolio to a new strategy while
limiting taxes or capital gains per year.

While these taxable events can impact equity portfolios comprised of individual stocks, mutual funds, or both; for
the purpose of this paper, we are focusing on the transition of portfolios holding individual securities (separate
accounts) and not mutual funds.

Introduction
Common reasons clients need a tax effective transition solution:
•

Concentrated stock position
An investor has too much risk tied up in a single holding, such as company stock, creating
a desire to transition to a diversified portfolio.

•

Insufficient diversification
The investor has built their own portfolio and it lacks diversification across industries and
sectors.

•

Waning conviction in the existing strategy
The investor (and/or the advisor) have little conviction in the forward-looking active
performance of the investor’s current equity portfolio.

•

Large unrealized gains
The investor has significant unrealized gains and desires a gains deferral strategy.
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Assessing potential taxes from strategy realignment
Before implementing decisions to reposition a portfolio, it’s important to assess the tax
implications. Consider the case of an advisor taking over an active equity portfolio, where there
is little conviction in the inherited strategy. Perhaps the client built the portfolio, or it was put
together by a former advisor. Moreover, consider that the client is seeking S&P 500® Indexlike performance with a priority placed on tax efficiency. Exhibit 1 illustrates this situation where
the hypothetical portfolio consists of 40 securities, with a total portfolio value of $999,952 and
cost basis of $732,363. Most of its securities are classified as long-term holdings from a capital
gains tax perspective; however, 18% of the portfolio by market cap1 represents short-term
holdings. Exhibit 1 illustrates the embedded gains and losses of each security in the portfolio.

Exhibit 1: Hypothetical portfolio with embedded gain and losses
Percentage Gain

LYONDELLBASELL INDUSTRIES N
ANTHEM INC
EXELON CORP
THE ADT CORPORATION
AT&T INC
ROYAL CARIBBEAN CRUISES LTD
LEGG MASON INC
PG&E CORP
HUNTINGTON BANCSHARES INC
TYSON FOODS INC
NRG ENERGY INC
KOHLS CORP
JPMORGAN CHASE & CO
METLIFE INC
BANK AMER CORP
XEROX CORP
RYDER SYS INC
DENBURY RES INC
GILEAD SCIENCES INC
ABBVIE INC
EASTMAN CHEM CO
CITIGROUP INC
GENERAL MTRS CO
INTEL CORP
APPLE INC
MORGAN STANLEY
VALERO ENERGY CORP NEW
QUEST DIAGNOSTICS INC
CMS ENERGY CORP
VERIZON COMMUNICATIONS INC
TESORO CORP
UNUM GROUP
PNC FINL SVCS GROUP INC
DUKE ENERGY CORP NEW
CENTURYLINK INC
NABORS INDUSTRIES LTD
FRONTIER COMMUNICATIONS INC
ENSCO PLC
DOW CHEM CO
FIFTH THIRD BANCORP
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Hypothetical portfolio for illustrative purposes only.

Since the client’s goal is S&P 500 like performance, we need to examine how closely the
portfolio tracks the S&P 500 Index. Tracking error2 is a useful measure to assess potential
performance deviation. The portfolio in Exhibit 1 has a tracking error of 5%, which is quite high
given the objective of S&P 500 like performance. It needs to be repositioned to a lower
tracking error target, while considering potential tax consequences.

1
2

Or alternatively, 8 of 40 names (20%).
As an example, a tracking error of 1% means that there is a 95% chance that the return of the current portfolio will be within +/- 2% of the target or benchmark portfolio.
The tracking error of the current portfolio is 5%, which means that there is a 95% chance that the portfolio will have a return within +/- 10% of the S&P 500 Index (the
target or benchmark portfolio). This level of tracking error implies that the target portfolio will perform quite differently from the S&P 500 Index.
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A naïve option is to fully liquidate the portfolio and buy an exchange-traded fund (ETF) or index
fund that will track the S&P 500 with little tracking error. However, pursuing this option would
generate a $96,443 tax bill3, which is almost 10% of the portfolio’s value. While this transition
approach would accomplish the performance target, it would fall short of the tax management
goal.
A more tax-efficient approach involves making security-level purchases and sales to reduce
the portfolio’s tracking error to the S&P 500. Mechanically, this involves buying and selling
securities that align the factor, industry, and sector exposures to the S&P 500, while at the
same time, weighing the tax implications of each decision. This can be a challenging task, one
that can significantly benefit from quantitative tools such as a tax minimization algorithm.
Exhibit 2 shows the results of running such a tax minimization algorithm to reposition the
hypothetical portfolio to perform more like the S&P 500. Each point on the curve shows the
lowest tax cost solution for each tracking error level.

Exhibit 2: Tax cost to reach different levels of tracking error to the S&P 500
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For illustrative purposes only.

The pattern in Exhibit 2 is typical of an appreciated portfolio: The cost to move the portfolio
closer to the target (in this case, the S&P 500 Index) increases inversely with tracking error.
Without tax considerations, we might strive for a tracking error of around 25bps, which means
there is a 95% chance the portfolio will have a return that is within +/- 50 bps of the S&P 500.
However, the tax cost to achieve this level of performance is $70,000.
Given the tax implications shown above, a natural question is: How should taxes and tracking
error be selected? Our view is that a tracking error of 50bps to 100bps strikes a reasonable
balance between consistent S&P 500 performance and taxes. However, we can see that
moving to this range immediately generates a tax bill for the client in the range of $40,000 to
$60,000. While more tolerable than the full liquidation cost of $96,443, it’s still a rather large
tax bill to pay in a single year.

To mitigate a
large upfront tax
bill, clients may
want to consider
a transition plan
that spreads the
tax bill out.

To mitigate this large upfront tax bill, clients can consider a transition plan that spreads the tax
bill out, with the potential to decrease it. We consider two transition approaches below to
accomplish this. Each approach can be automated.

3

Using a long-term capital gain tax rate of 23.8% and short-term capital gain tax rate of 43.4%.
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Personalizing the transition: The Timeline transition
versus the Tax-Budget transition
The first approach, the Timeline transition allows an investor to control the length of time over
which the transition occurs, while the second approach, the Tax-Budget transition allows the
investor to control the amount of taxes paid each year.
In the Timeline approach, the tax-sensitivity of the transition will be dictated by the number of
years allotted for the transition. A transition that occurs all on day 1 is likely the most taxinsensitive transition for a portfolio with embedded gains. Tax efficiency can meaningfully
improve as the number of years allotted for the transition is increased. Here we will explore
transition horizons that span immediate transition to a period of five years.
The second approach, the Tax-Budget transition, allows an investor to provide an annual tax
budget for capital gains tax that must not be exceeded. With this approach, the timeline is not
specified. Instead, the timeline of the transition will depend on the size of the tax budget and
the embedded gains in the portfolio. Lower embedded gain amounts with larger tax budgets
will have shorter transition horizons. Portfolios with higher embedded gains and low annual tax
budgets typically require longer horizons.

The choice
between using a
Timeline
transition or
Tax-Budget
transition should
depend on the
client’s
preference.

When should an investor lean towards controlling the timeline versus controlling the annual
taxes generated during a transition? Consider an investor who hypothetically holds a large
position in Amazon stock. If the stock value makes up a significant percentage of the investor’s
wealth, with the investor also perhaps working at Amazon, concentration risk would be a
primary concern. In this case, an investor might prefer to control the length of time they are
exposed to such significant concentration risk using the Timeline transition. If the client’s initial
portfolio is an active separately managed account (SMA) strategy with 40 or more securities,
such as the portfolio in Exhibit 1, where there is a reasonable level of diversification, then the
investor might place greater importance on controlling taxes with the Tax-Budget transition.
To illustrate the tax implications of each approach, we start with the baseline portfolio
presented in Exhibit 1 and then vary assumptions. Exhibit 3 shows the hypothetical tax costs
and tracking error to the S&P 500 through time for 4 different Timeline transitions over the 5year period ending December 31, 2020.
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Exhibit 3: Cumulative taxes and tracking error associated with different
timelines (Jan 1, 2016-Dec 31, 2020)
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For illustrative purposes only.
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In looking at Exhibit 3, we can see that lengthening the timeline reduces the taxes paid per
year, and cumulatively across all five years. Both the three-year and the five-year Timeline
transitions have reduced the tracking error to 60bps by year 5. In comparing the cumulative
amount of taxes paid, we can see that the three- and five-year transitions result in similar
amounts of taxes paid, but the five-year transition spreads out this tax bill over more years.
Both approaches would have generated significantly lower cumulative tax than an immediate
liquidation, which results in $96,443. Although Exhibit 3 reveals attractive benefits, it’s possible
that a Timeline transition can lead to a larger tax bill than immediate transition if markets
substantially increase.
When comparing Timeline options in Exhibit 3, we can see that a longer transition (5 years)
horizon means higher portfolio tracking error in the initial years compared to the 3-year
transition. The higher tracking error can lead to more extreme performance—in both
directions—relative to the benchmark. Investors who prioritize performance that is close to the
target (the S&P 500 Index, in this case) should choose shorter timelines. If the investor can
accept performance deviation from the target portfolio, spreading taxes out over more years
might be attractive.

If the client
prefers to
control the time
it takes to reach
the target
strategy, then
the Timeline
transition
approach should
be used.

While the Timeline transition controls the amount of time the transition takes, it is not as
precise as the Tax-Budget transition approach in controlling taxes, which allows the client to
target an annual maximum budget for tax. The budget can be specified either in terms of
capital gains to be realized (for example, $10,000 in capital gains per year) or an estimated tax
from capital gains (for example, $2,500 in taxes from capital gains per year).
Exhibit 4 shows cumulative taxes and tracking error through time for different tax budgets
using the Tax-Budget transition approach.

Exhibit 4: Cumulative taxes and tracking error over time associated with
different tax budget selections (Jan 1, 2016-Dec 31, 2020)
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For illustrative purposes only.
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We can see in Exhibit 4 that the taxes paid each year align with the client’s target budgets,
barring a few modest discrepancies. Similar to the Timeline transition approach, all the tax
budgets lead to a decrease in tracking error over time. Indeed, larger tax budgets lead to faster
decreases in tracking error. For example, the $20,000 tax budget, equivalent to approximately
2% of the portfolio’s starting value, led to an effective transition over the course of three years.
However, the total tax cost is relatively high. The 0% tax budget lowers tracking error from 5%
to 2.3% over five years without generating any capital gains tax.
For the example portfolio in Exhibit 1, both the Timeline and Tax-Budget transitions effectively
transition the portfolio towards the target. Under both methods, more tax is paid when the
transition happens over a shorter time horizon. The choice between using a Timeline transition
or Tax-Budget transition should depend on the client’s preference: If the client has a stronger
preference for controlling the amount of taxes generated each year, then they should consider
a Tax-Budget transition; If the client prefers to control the time it takes to reach the target
strategy, then the Timeline transition approach should be used.

If the client has
a stronger
preference for
controlling the
amount of taxes
generated each
year, then they
should consider
a Tax-Budget
transition.

Understanding the impact of embedded gains and
different market environments
The initial portfolio in Exhibit 1 had about 30% embedded gains, measured as a percent of the
market value. Next, we vary the ratio of net embedded gains to market value of the initial
portfolio to see how the level of embedded gains affects the transition using the Tax-Budget
approach with a $10,000 tax budget. Recall the initial portfolio has 5% tracking error to the
S&P 500 Index.

Exhibit 5: Tracking error reduction through time for different levels of
embedded gains (Jan 1, 2016--Dec 31, 2020)
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For illustrative purposes only.

A couple of expected patterns emerge in Exhibit 5. First, tracking error of portfolios with higher
embedded gains remains elevated relative to lower embedded gains portfolios when using a
$10,000 tax budget. Second, when the embedded gains are significant, such as 90% of market
value, the tracking error is reduced to only 2.8% after five years. Compare this to a reduction to
1% tracking error when the initial embedded gains are 30% of the market value. Not surprising,
large embedded gains work against tax and tracking error objectives.
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Thus far, we have used a consistent historical period beginning January of 2016 through
December 2020 to illustrate results. To give a sense of how the results change based on
different market environments, we present results for a five-year Timeline transition for three
historical time periods: 2001 to 2010; 2005 to 2014; and 2009 to 2018. These time periods
reflect different experiences of market drawdowns during the transition: early in the transition,
late in the transition, and a transition with no market drawdowns, respectively. In addition,
these markets have varied levels of growth (the annualized S&P 500 Index returns for those
periods were 1.4%, 7.7%, 13.1%, respectively. After the five-year transition period, we
continue to run the strategy for 5 additional years where the portfolio is managed with
approximately 50 bps of tracking error to the S&P 500 Index.

Exhibit 6: Influence of market environment on taxes
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Comparing the cumulative taxes due from capital gains (right hand axis) we can see that
different market environments lead to very different tax outcomes. The period from 2001
through 2010 generated the least amount of taxes due (about $17K after 10 years), due to low
growth and two drawdown events. The period from 2009 through 2018 generated the most
taxes ($97K), due to high market growth and no large drawdowns. While the results are as
expected, they underscore that taxes generated using a Timeline transition are market
dependent.
The target portfolio being transitioned to also has an impact on the tax cost of the transition. In
this analysis, we have focused on transitioning an existing portfolio to a passive S&P 500
Index strategy. Transitioning to an active strategy carries two additional considerations. First,
because active strategies typically have meaningful turnover, they are a moving target. For
example, in a 40% turnover strategy we might expect that 40% of what is purchased in one
year will not be in the strategy a year later. This means we need to transition the existing
portfolio rather quickly (three years or less), or we may never actually converge on the active
strategy. When repositioning to an active target, we recommend setting a timeline to transition
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the portfolio to guarantee that the full portfolio eventually reaches the target strategy. Second,
we must assess whether the potential stream of alpha looking forward will overcome the taxes
generated from repositioning the portfolio. In some instances, it will be more efficient to simply
defer gains rather than reposition to an active strategy. In these cases, investors might
consider adopting a passive target and prioritizing gains deferral (using the tax-budget
approach) while trying to capture broad market performance rather than seeking alpha.

Conclusion
We discussed two approaches to help clients tax efficiently reorient their portfolios to new
strategies. The Timeline approach moves the existing portfolio to the new strategy over a set
number of years. The Tax-Budget approach moves the existing portfolio to a new strategy
while limiting taxes or capital gains per year. Using a hypothetical initial portfolio, we
historically simulated each approach under different Timeline and Tax-Budget choices and
then observed tax and tracking error consequences. Each approach successfully transitions
the initial portfolio to the new strategy, but the results depend on the starting portfolio and the
market environment during the transition.
Portfolios with more unrealized gains will take longer to transition or lead to more taxes during
the transition. A low growth market with cyclical pullbacks is more favorable for transitioning.
While this result is perhaps anticipated, the actual tax consequences and tracking error values
derived can help guide investors towards a choice that aligns with their personal preferences.
The journey towards the target destination should be driven by personal preferences regarding
risk and tax implications. Advisors will play a valuable role in guiding investors in these
decisions.

About Russell Investments
Russell Investments is a leading global investment partner providing tailored solutions and services to institutions and individuals
through financial intermediaries. Russell Investments is dedicated to improving people’s financial security, leveraging an 83-year
client-centric heritage rooted in investment innovation. Since 1985, with the launch of our first tax-exempt bond fund, we’ve been
helping investors grow after-tax wealth. Our approach incorporates in-depth manager research to select some of the world’s leading
institutional investment managers and strategies, offering the best ideas of each manager within well-diversified separately managed
accounts and mutual funds.
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Important information
The S&P 500® Index: A free-float capitalization-weighted index published since 1957 of the prices of 500 large-cap common stocks
actively traded in the United States. The stocks included in the S&P 500® are those of large publicly held companies that trade on
either of the two largest American stock market exchanges: the New York Stock Exchange and the NASDAQ.
Indexes and/or benchmarks are unmanaged and cannot be invested in directly. Returns represent past performance, are not a
guarantee of future performance, and are not indicative of any specific investment.
These views are subject to change at any time based upon market or other conditions and are current as of the date at the top of the
page. The information, analysis, and opinions expressed herein are for general information only and are not intended to provide
specific advice or recommendations for any individual or entity.
This material is not an offer, solicitation or recommendation to purchase any security.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It is not representative of
a projection of the stock market, or of any specific investment.
Nothing contained in this material is intended to constitute legal, tax, securities or investment advice, nor an opinion regarding the
appropriateness of any investment. The general information contained in this publication should not be acted upon without obtaining
specific legal, tax and investment advice from a licensed professional.
Please remember that all investments carry some level of risk, including the potential loss of principal invested. They do not typically
grow at an even rate of return and may experience negative growth. As with any type of portfolio structuring, attempting to reduce risk
and increase return could, at certain times, unintentionally reduce returns.
The illustrations contained in this article are hypothetical and not mean to represent an actual investment strategy. The analysis does
not reflect fees or other expenses. Tax scenarios will change based on your current tax situation and rates applicable at the time of
investment. Tax drag can reduce the potential investment returns.
Investments that are allocated across multiple types of securities may be exposed to a variety of risks based on the asset classes,
investment styles, market sectors, and size of companies preferred by the investment managers. Investors should consider how the
combined risks impact their total investment portfolio and understand that different risks can lead to varying financial consequences,
including loss of principal.
Diversification and strategic asset allocation do not assure a profit or guarantee against loss in declining markets. Please remember
that all investments carry some level of risk. There are no assurances that the objectives stated in this material will be met.
The information, analysis and opinions expressed herein are for general information only and are not intended to provide specific
advice or recommendations for any individual entity.
Russell Investments Financial Services, LLC, member FINRA, 1301 Second Avenue 18th Floor, Seattle, WA 98101, and part
of Russell Investments.
Russell Investments’ ownership is comprised of a majority stake held by funds managed by TA Associates with minority stakes held
by funds managed by Reverence Capital Partners and Russell Investments’ management.
Frank Russell Company is the owner of the Russell trademarks contained in this material and all trademark rights related to the
Russell trademarks, which the members of the Russell Investments group of companies are permitted to use under license from
Frank Russell Company. The members of the Russell Investments group of companies are not affiliated in any manner with Frank
Russell Company or any entity operating under the “FTSE RUSSELL” brand.
Copyright © Russell Investments 2021. All rights reserved. This material is proprietary and may not be reproduced, transferred, or
distributed in any form without prior written permission from Russell Investments. It is delivered on an "as is" basis without warranty.
First used: March 2021. RIFIS-23692
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