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Best practice for fixed income restructures

Evaluating four portfolio transition strategies

Over the long run, excess performance over benchmark is difficult to achieve in fixed income
markets. Squandering alpha with unmanaged transition events can erode hard-earned excess

performance and may prevent investors from reaching their investment goals.

A comprehensive transition management approach that seeks to minimize performance
slippage during these events helps investors to reach their long-term risk and return goals.

The scenario

A pension fund would like to terminate an existing U.S. Core manager and hire a different
manager. The investment committee does not want to give back years of hard-earned alpha
during the transition. They are also concerned that the portfolio structure and transaction
costs associated with manager changes could erode the excess performance over the
benchmark they have accumulated in previous years. The investment staff has been tasked
with finding the best solution for making this manager change while preserving alpha.

The challenge

Typically, investment officers, consultants, and other delegated fiduciaries of the board are
tasked with identifying the best approach to minimize the performance impact of
restructuring the portfolio. Some choose to let the outgoing/incoming asset managers
manage components of the restructure without accountability for performance during the
change. This is effectively leaving performance to chance and hoping that the unmanaged
portfolio structure will not cost the pension too much, which is, basically, a coin flip.

Others take a more proactive approach. They want to understand the critical drivers of
performance during this period of significant change and want to control and manage these
drivers. The key drivers are the same as ongoing investment management mandates.
Acknowledging these key drivers allows investors to evaluate different implementation
options, and to choose a solution that best manages the key drivers of performance.

Key drivers of benchmark relative performance during a transition

Fiduciary oversight
Alignment of interest

Oversight

Tracking error vs. benchmark

Asset allocation : i ; .
Time required to shift allocation

A transition is not
a trading
exercise; it is a
risk management
exercise. An
investment
adviser
specializing in
asset restructures
and agency-only
trading is the
ideal entity to
facilitate both
simple and
complex
restructures.
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Oversight

Maintain an investment advisor fiduciary standard of care and a duty of loyalty for
assets in transition. Select a restructuring model that discloses all revenues and
aligns the transition provider’s interests with the interests of the investor
(performance).

Why this matters

Without the fiduciary standard applied to the account, (a broker dealer does not have a fiduciary requirement),
the plan’s board inherits all risks associated with the re-allocation and could be responsible if fiduciary
obligations are breached. As Peter Drucker once said, “What gets measured, gets managed.” Performance
accountability is essential to ensure that the provider manages the event to meet the investor’s primary goals.
Plainly, the provider must minimize the performance impact during all aspects of the restructure.

Asset allocation

Minimizing tracking error to the benchmark (or the active target portfolio)
throughout the transition is a key to success. Minimizing the amount of time that
the portfolio is in a transitional phase also reduces opportunity costs.

Why this matters

Opportunity costs associated with an unmanaged transition event can be the most costly aspect of the event,
and can erode years of alpha in just a few hours.

Transaction costs

Prudently trade all assets associated with the restructure by utilizing an
implementation partner experienced in portfolio restructures. Use one that avoids
conflicts of interest and one that seeks to provide the best execution for the client.

Why this matters

One cannot evaluate the cost of a restructure without an estimate of costs ahead of a transition. Furthermore,
if a transition is not evaluated using a consistent performance measure (T Standard implementation shortfall),
it is impossible to objectively evaluate the cost of the restructure.

The options

There are several options for conducting portfolio restructures; however, this paper focuses
on the four portfolio restructures that are most commonly considered, although only one
option represents the optimal solution for the investor. For each transition strategy, a timeline
is provided along with a graphical representation of the changes that occur within the
portfolio over the course of the proposed transition. Daily changes in tracking error to the
benchmark, daily changes in portfolio structure/composition, and performance holidays are
noted for each option to illustrate the key risks being taken with each strategy.

...this paper
focuses on the
four portfolio
restructures
that are most
commonly
considered...
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Strategy option A: Terminated manager liquidates portfolio to cash
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Strategy option B: New manager restructures to target portfolio
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Strategy option C: Fiduciary TM restructures to treasury basket
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Strategy option D: Fiduciary TM restructures to target portfolio
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Evaluation

When a fiduciary is evaluating each of these options, they are often weighing competing priorities and information from different
sources involved in the process. For each option, we have scored components of the three drivers of performance: fiduciary
oversight, asset allocation and transaction costs. A higher score for each component reflects a higher likelihood that benchmark-
relative returns will be managed throughout the transition. The maximum evaluated score reflects the weighted priority of the

component to achieve benchmark performance.

Evaluation of strategy option A: Terminated manager liquidates portfolio to cash

This is the easiest option logistically; however, it is the least aligned with the interests of plan participants.

Oversight: Fiduciary oversight is owned by the
plan once the terminated manager is instructed to
liguidate. Poor alignment of interest as a
terminated manager is usually not incentivized to
maximize performance for the plan, but rather to
benefit other client accounts (e.g., by trading with
the terminated manager'’s preferred
counterparties).

Asset allocation: In this option, poor risk
management occurs as the plan takes
uncompensated risk versus benchmark wearing
cash exposure during the portfolio liquidation. The
plan is taking uncompensated risk; the opportunity
cost of not being in the benchmark could outweigh
the expected future benefits (alpha) of the manager
change.

QY

Transaction costs: In this option, there is potential
loss of in-kind securities to the new manager, thus
full spread costs are unnecessarily paid. There are
no explicit fees for managing the transition.

Probability of matching benchmark return 22
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Evaluation of strategy option B: New manager restructures to target portfolio

Having the new manager sell the legacy portfolio has more properly aligned interest; however, the new manager is not accountable for
performance until the target portfolio is complete.

Oversight: The new manager is likely a fiduciary;
however, new managers will typically require a
performance holiday during the transition period.

Asset allocation: The impact of portfolio structure
and asset allocation on total return performance is
difficult to assess during a transition without also
measuring total return and implementation
shortfall.

Transaction costs: Without an estimate of costs
and a measurement of performance, it is
impossible to assess whether or not transaction
costs were minimized. The new manager may be
less familiar with the nuances of trading the legacy
portfolio (most notably, where the legacy portfolio
contains illiquid or esoteric assets). There are no
explicit fees for managing the transition.

Praobahility of matching benchmark return 54
100

Max probabilitwsoore
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Evaluation of strategy option C: Fiduciary TM restructures to treasury basket

A transition manager will provide performance accountability during the legacy portfolio liquidation; however, purchasing a duration-neutral
basket is not ideal (see next option). Although broad market exposure will be maintained (interest rate sensitivity only), there are transaction
costs that will be incurred by the new manager as they sell the treasury basket and purchase their target portfolio.

Oversight: The transition manager must be
contracted as a fiduciary and trade on an agency-
only basis to eliminate conflicts of interest.

Asset allocation: The interest rate sensitivity is
maintained; however, the tracking error to
benchmark will increase as legacy assets are sold
(and treasuries are purchased).

Transaction costs: An explicit fee is paid to the
transition manager. Treasury trades will incur
roundtrip costs. The new manager will still be
required to pay spread costs when they purchase
their target portfolio.

Probability of matching benchmark return 78
100
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Evaluation of strategy option D: Fiduciary TM restructures to target portfolio

Of the methods discussed, this method allows for the best, risk-managed and most cost-effective transition of assets into a new allocation.
An agency-only transition manager hired as a fiduciary provides transparency into the costs of a restructure and a risk-managed approach to

transitioning into a new allocation.

Oversight: The transition manager must be
contracted as a fiduciary and trade on an agency-
only basis to eliminate conflicts of interest. This is
the only option with full performance
accountability from the termination of the legacy
manager until the hire of the new manager.

Asset allocation: Experienced transition managers
are skilled at identifying short-term risks to a
portfolio and minimizing them through risk-
managed trading designed to minimize
performance volatility over the course of the
transition. This is done by minimizing large factor
differences between the legacy portfolio and the
new target portfolio (e.g., asset class differences,
duration differences, sector differences, etc.)

Transaction costs: An explicit fee is paid to the
transition manager for the restructure. An agency-
only transition manager will look to reduce spreads
via a competitive multi-venue trading approach to
achieve best execution for the client.

Probability of ratching benchimark return 88
100
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Summary

Plan fiduciaries must regularly evaluate the best approach for portfolio restructures. The merits
of strategy option D (Fiduciary TM restructures to target portfolio) clearly highlight the fact
that this should be the default for fixed income restructuring; however, we continue to see the
other options used, which ultimately subject investors to significant and uncompensated
opportunity costs and sometimes transaction costs as well. Alpha is difficult to achieve, and
wasting hard-earned alpha with unmanaged transition costs is completely unnecessary and is
generally not a prudent approach. Russell Investments believes that incentives matter and that
it is critical to engage a firm that specializes in managing the unique challenges presented by a
transition.

We believe strategy option D provides the best governance, risk management, and
management of costs for plans looking to restructure their fixed income assets. A transition is
not a trading exercise; it is a risk management exercise. An investment adviser (as defined by
the Investment Adviser’s Act) specializing in asset restructures and agency-only trading is the
ideal entity to facilitate both simple and complex restructures.

Russell Investments has specifically built the implementation services business with the goal to
best meet the needs of a multi-manager fund complex, which is a skillset that is uniquely
applicable and aligned to those same challenges faced by institutional asset owners around the
world.
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Contact Russell Investments to learn more about
our unique approach, experience, and unrivaled

transparency for asset transitions.

QUESTIONS?

Call Russell Investments at

visit russellinvestments.com/implementation

ABOUT RUSSELL INVESTMENTS

Russell
1. Investments

Russell Investments is a leading global investment solutions partner providing a wide range of
investment capabilities to institutional investors, financial intermediaries, and individual investors
around the world. Since 1936, Russell Investments has been building a legacy of continuous
innovation to deliver exceptional value to clients, working every day to improve people’s financial
security. Headquartered in Seattle, Washington, Russell Investments has offices worldwide,

including: Dubai, London, New York, Paris, Shanghai, Sydney, Tokyo, and Toronto.

IMPORTANT INFORMATION

Nothing contained in this material is intended to constitute legal, tax,
securities, or investment advice, nor an opinion regarding the
appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted
upon without obtaining specific legal, tax, and investment advice from a
licensed professional.

Securities products and services offered through Russell Investments
Implementation Services, LLC, part of Russell Investments, a SEC

Registered investment adviser and broker-dealer, member FINRA, SIPC.

Russell Investments Implementation Services, LLC is a wholly owned
subsidiary of Russell Investments US Institutional HoldCo.

Russell Investments' ownership is composed of a majority stake held by
funds managed by TA Associates Management, L.P., with a significant
minority stake held by funds managed by Reverence Capital Partners,

L.P. Certain of Russell Investments' employees and Hamilton Lane
Advisors, LLC also hold minority, non-controlling, ownership stakes.

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 © 2025. Russell Investments Group, LLC. 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.
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