TIME TO TRANSITION:
Is There a “Right” Time to
Transition Asset Portfolios?

As the well-known adage goes, “timing is everything.”
That’s no less true when it comes to asset transitions,
but determining the “right” time to implement
investment decisions has always been a daunting
task. Because transition management is an approach
to risk management typically offered over a very short-
term horizon, implementation shortfall' numbers for
given transitions are married to the specific market
climate in which the transition takes place. If a given
transition requires only a single trading session to
complete, that does not grant the transition manager
much time to allow an underperforming target portfolio
to mean-revert. The movement of the market on the
day selected for the transition can significantly color
the transition results; in other words, timing does
seem to matter.

Active managers, hedge funds, and traders may
speculate on second-by-second fluctuations in asset
prices, but long-term investors (most of the rest of us!)
prefer to allocate capital across a diversified pool of
investments and let compounding work its magic. Such
patience has paid off handsomely in most markets across
most decades. Nevertheless, for even the most patient
investor, the temptation exists to try to time the market.
The recent renewed focus on behavioral economics
reminds us how powerful this inclination can be.

Like its cousin index management, transition

management has, primarily due to its quantitative
nature, evolved within a generally passive framework.
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Transition managers, in fact, as short-term risk managers,
may be considered in some respects even more passive
than conventional indexers. This is because, unlike the
index manager, most transition managers do not directly
manage on-going investment strategies and many do

not take positions in securities. Consequently, transition
managers have generally been agnostic when it comes to
questions surrounding the timing of a transition trade.
If pressed, transition managers have implicitly embraced
the oft-cited Brinson, Hood, Beebower principle? that the
asset allocation decision is the critical decision that the
investor makes. If this is so, then the obligation of the
transition manager is simply to implement that decision
as quickly and cost-effectively as possible.

This is a rather artificial framework when the investor
In question is an asset owner with a formal investment
decision making process like a defined benefit plan. For
such investors, there may be a significant lag between
when a pension consultant makes a recommendation,
to when the board approves the change, to when the
Investment manager is selected, to the point where the
mandate 1s ready to be funded. Unlike the rapid-fire
manner of some hedge fund managers who may flip
positions in seconds, many long horizon institutional
investors may take months before they are ready to
trade. At least one US public fund went so far as

to designate “Tuesdays” as the day when it would

take care of any necessary trading.

'See In Transition Summer 2005 for more details on this methodology for
calculating the investment performance of an asset transition.

2Gary P. Brinson, L. Randolph Hood, and Gilbert L. Beebower, “Determinants
of Portfolio Performance,” Financial Analysts Journal, July/August 1986
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A complex optimization problem lies at the heart of the
question: “when is the right time to make a change in
an asset portfolio?” This question may be framed in
terms of the investor’s rebalance policy. Whether a
short-term trader or long-term investor, a change
should be made to a portfolio when the benefits of
holding A exceed the benefits of B net of all implementation
costs. This is notoriously difficult to gauge because

it involves not only calculating transactions costs

(a relatively mundane task) but also correctly
forecasting numerous stochastic variables including
future volatility and the investor’s utility function

Source: Lehman Brothers 2006

consider taking off on Holy Thursday (the day preceding
the market holiday) as well. As expected, according to
one study cited above, on average liquidity drops by 5%
to 10% immediately prior to the holiday. This weakness
persists through the trading session immediately
following the holiday before mean-reverting for the
remainder of the week. Interestingly, large capitalization
stocks seem to suffer more from this trading vacuum
than small capitalization stocks.

This effect can be seen in particular portfolios as
spreads are observed to widen and market impact is
felt more acutely in transitions taking place in the
periods immediately preceding or following market
holidays. Market volatility during such sessions may
be particularly unpredictable as charted below for
two transition portfolios examined this past July.
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markets. Some of these observations may seem self-
evident. On the afternoon before a market holiday, it
seems reasonable to expect that more and more
trading participants will be heading to the sidelines
as the trading session goes on. But how can a client
quantify this effect, and how long does it persist?

For example, consider the Easter/Passover period which
varies from late March to mid-April. Good Friday is a
New York Stock Exchange holiday. Even the casual
investor can guess that many market participants will

Source: MTMS 2006

In the above instance, realized tracking error between
a target and legacy portfolio fluctuated wildly beyond
ex-ante forecasts requiring the transition management
team to make adjustments to the trading strategy.

2 See In Transition Spring 2006

“ There often, however, are performance measurement advantages to striking a
transition at the end of a month, quarter, or year. Clearly, the tasks of attribution
and comparison are much easier when a discrete period of time exists to
be measured.
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¢ Russell rebalances its eponymous indices annually to
adjust for changes in the marketplace. This reconstitution
is generally accompanied by increased volumes (and
often volatilities) for the companies that are being
re-weighted in the indices as investment managers
scramble to reposition their portfolios.
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While there are clearly no mechanical rules that
investors can adopt when consider the timing of their
next asset transition, the issue is worth examining.
While there may not be a single “right” time to
transition, there do seem to be particular periods on
the calendar — particularly around market holidays —
where transition managers should consider calibrating
their analytical models to account for possible
aberrations in market activity.

MTMS offers global transition management
services designed to assist clients rebalance
asset allocations, enter new investment
strategies, or liquidate existing portfolios.
Mellon has provided transition services

to clients since 1983. Headquartered in

San Francisco and with a global presence,
MTMS offers a proven process designed to
mitigate operational risks, lower transaction
costs and reduce the administrative burden

for client sponsors.

Please feel free to contact us should
you have any questions or desire

additional information.
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