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et’s talk about transitions and your

approach to them. To begin, they are

not as complex as you may have been

led to believe. To put this into per-
spective, I like to think of how managers nor-
mally trade. With large institutional orders,
managers are armed with several usable facts
as they approach a trade, such as percent of
average daily volume (ADV) and volatility.
These factors help determine a position’s
overall hquidity, and comprise the core of good
pre-trade analytics. For example, a manager
about to trade a one-million-share order in a
very liquid stock with high volatility may opt
do 1t very quickly, because the market can
absorb his trade and because by moving
quickly, he minimizes the risk associated with
the stock’s volatlity. Faced with the same
number of shares in an illiquid stock, the man-
ager 1s torced to take a different approach
because the market does not allow him to
move quickly. Large orders in thinly traded
stocks can take days to complete. Such deci-
stons are the norm for institutional traders.
And since most keep their cash position to a
minimum by mandate, most sell, and buy, in
equal dollar amounts when they trade. So, how
15 1t, when 1t comes to transitions, transition
managers now present their prospects with
pages and pages of documentation explaining
the issues they will face during your transi-
tion? These sales documents are full of graphs
and charts that tell you how much you can

expect the transition to cost, within a very
wide band, based on Wall Street’s method of
calculating pre-trade costs. One would think
that a firm that can produce all of this infor-
mation must know what it 1s doing. With our
markets in disarray, you already know how
smart the Street 1s. So, in this forest of sales
material, the real issue often gets lost. Just how
difficult 1s vour portfolio to trade?

Managers of mstitutional assets trade
alike, tor the most part. That 1s because they
have found, over years of collective experi-
ence, that trading against the Street can be
costly 1f they are not careful. Most managers
measure their trading costs, which are usually
much lower than the costs transition managers
will tell you to expect on their portfolios.

Therefore, it is in your interest to under-
stand what you are being sold. You will have
decisions to make as you approach your tran-
sition, and some of them will impact your ulti-
mate costs. If your transition is really not a
transition, but rather a one-sided liquidation or
buy-in, you should expect costs from strike to
be more random than you would incur with
a two-sided hist. That is because your costs from
strike will depend largely on the market’s direc-
tion on trade date. So, if your list 1s one-sided,
pick the right day. Good luck. But you can
eliminate some of this risk by knowing the
basics: How liquid is my listz How volatile are
these stocks? Armed with this knowledge,
vou'll be able to make better decisions.
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[ encourage all sponsors to plan appropriately. We are
in the business of safeguarding “other people’s money.”
Plans, endowments, and foundations have goals that do not
depend on what happens over the next day, week, or month.
So, if you are firing one manager to hire another, get all the
paperwork for both done so that vou can transition from
one to the other at the same tme. That, all by itself, can be
the best way to reduce the costs of transitioning.

| also encourage all sponsors to get more than two or
three bids. That will enable vou to negotiate the best com-
mission, and to learn more about how cach transition man-
ager would approach the hst. If yvou don't clearly. and
honestly, understand the logic of the sale, eliminate that
bidder. If you are not stafted to review all the volumes of
data that they will supply, ask them to put a description of
the transition, their commussion, and their recommended
approach on a cover letter not to exceed more than a page
and a half in length. If you don’t understand the cover letter,
move on to the next proposal. You can narrow the search
to the best two or three and then have a conversation with
cach, armed with the things you like about the other final-
ists. By asking the right questions you will become more
knowledgeable, and you will be more comfortable with
vour final selection. However, when selecting bidders, vou
should be mindful of providing explicit details of a pending
trade to a broker with the capacity to protit from this
knowledge.

[ have heard some reasons for picking a transition
manager that make no sense. For example, a custodian
should not have the inside track because they “hold” your
securities and, theretore, “know them™ better. The way
transitions really work has nothing to do with that. The
idea of using an outside transition manager requires your
custodian to send a couple of emails to transmit infor-
mation that they would have to compile anyway.

Some providers sell the fact that they are in a better
position to “cross” vour names, cither internally or through
proprietary crossing products. This can be a good thing,
but it can also hurt your executions. One issue to be wary
of 1s that if your transition manager is passive in his
approach to crossing, while your stocks sit “awaiting™ a pos-
sible cross, vou could be disadvantaged from a price per-
spective. It makes no sense to save a 1.5-cent commission
differenual if a stock 1s moving and you could have sold
it more quickly 50 cents higher.

Some other thoughts: Although all portfolios are
unique—and you will be told exactly why—vou may want
to remember some facts about equity trading. Only
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71 of nearly 11,000 U.S. stocks represent 50% of all dol-
lars that trade each day. By the nume you reach the 324th-
most-liquid stock, ranked by dollars traded per day, you
find that they represent 75% of all dollars traded. There-
fore, there 1s a good chance that vour porttolios hold many
ot these names. [t goes back to the basics: Are vour port-
folios liquid? On most occasions, they will be. When they
are less liquid, that will change the implementation strategy.

Over the last two or three vears we have been asked
if the T Standard is a part of our post-trade analysis. It can
be. But most of the cost that this “test™ picks up has
nothing to do with things that vou can control. Depending
on how the analysis 1s presented, it can cover up things
that mavbe should have been controlled. At its core 1s the
old concept of paper porttolio versus reality. Does it add
color and more volume to your transition analysis? Yes.
Does 1t tell you whether or not the transition manager
actually did a good job? That is another issue.

Post-trade reporting should answer the following ques-
tnon: Did my transition manager accomplish the goals that
vou and he agreed to in the planning stages of the transi-
tion? Knowing clearly, up front, what those goals were arms
you with the information that you need to measure the
outcome. If it was decided to try to get a liquid list done
quickly. for example. then you can use the opening price
as a benchmark. Last night’s closing prices were used in the
past, but closing price, with the gap openings that we have
observed for the past few months, now often distort your
outcome. It the trade doesn't start at open, you can mea-
sure the cost of that and pmpoint responsibility. To deter-
nune the transittion manager’s success, measure from when
the list was ready to trade (typically called a strike or arrival
price). There are many ways to measure, and most transi-
tion managers have tools to do it. The important thing is
that vou understand the approach going in. If vou do, the
process will become simpler. The market may wreak havoc
on vour plans, but that should be demonstrable, If the tran-
sition manager presents a post-trade analysis that is dithicult
to understand, or confusing, be wary.

Transitions can be more complex operationally. But
for the most part, the basics of the trading function remain
the same. How liquid and how volatile are vour portfolios?
Armed with this information, vou can make a more
mformed decision and better preserve your plan’s asset value.

1o order reprimts of this article, please contact Dewey Palmieri at
dpalmicri@iijournals.com or 212-224-36735,
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