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PARTNER'S MESSAGE

Transaction Cost Management

The best investment process is only as strong as its
weakest link. Managing transaction costs is often that weak
link.

Our approach to investment management identifies
three critical components to our process:

¢ Alpha prediction process

+ Risk management process

¢ Transaction cost management

The best investment
process is only as
strong as its weakest
link. Managing
transaction costs is
often that weak link.

These components are part of all
active management process, and each is
an important cog in delivering value. A
recent study by Zen Alpha Group
estimated that the average domestic equity
fund incurs an all-in transaction cost,
including commissions and execution costs,
of 58bpst. That is a significant cost,
particularly in relation to the search for “scarce’” alpha, a
quest that has proved difficult for the average manager.

As that study points out, there are several costs
included in transactions cost. The easiest to measure is
commission costs, the cost usually expressed in cents per
share (in the US) payable directly to the broker. The other
cost, which is difficult to measure precisely, but which is
generally far more significant, is execution cost — the cost
of your trading moving the market away from its prior
equilibrium price. To make this even more complicated,
there may well be additional costs to investors — tax
payments on realized gains for taxable investors, as well
as opportunity cost, to the extent a stock trade is not
made because of adverse price move or liquidity constraints,
for example.

All these costs should be managed, and that is certainly
something First Quadrant takes very seriously. In 2004 our
average commission cost to trade US equities was 2.0 cents
per share; the average equity manager incurred a cost of
3.3 cents per share.? In our tax-advantaged strategies we
carefully manage tax costs, by minimizing dividends and
eliminating as much as possible the realization of capital
gains. We carefully balance opportunity cost against
realized cost. Finally, we strive to minimize the execution

By Christopher G. Luck, CFA

cost. We do that by single-mindedly focusing on quality of
execution. We use alternative pools of liquidity, rather than
traditional investment bank brokerage houses. We utilize
crossing networks where possible, to manage market impact.
We utilize basket trades, in cases where the brokerage
houses offer lower bids than our estimated costs to trade
stocks individually.

Very importantly we do not utilize soft
dollars, at all. That is clearly the primary
reason we trade for lower commissions — we
pay directly for all our own research and
data. There are absolutely no hidden fees.
Even more importantly, by eliminating soft
dollars our trading desk focuses completely
on cost-effective execution. By not having to
fulfill soft dollar commitments, we can parcel
out liquidity across multiple channels, we can
utilize a significantly larger pool of brokers,
and we can utilize crossing networks. In short, we can far
more effectively manage our transaction costs.

In relation to our domestic equity peer group, the data
clearly indicates that we are trading very effectively. Institutional
Investor publishes a report annually on manager transaction
costs, measuring total execution costs. The most recent ranking,
published in the November 2004> (See table on next page)
issue, covering a universe of more than 200 of the largest
equity managers, shows that First Quadrant was the lowest
cost trader of NASDAQ stocks, the 8 lowest for NYSE stocks,
and the 10th lowest for global trading. We had been ranked
consistently high in the past - this was our best ranking ever.

Careful management of transaction costs is, of course, no
guarantee of outperformance. But to be successful in the pursuit
of active management each component — stock selection, risk
management, and transaction cost management — must be
carefully managed and integrated. Without that focus it is close
to impossible to sustain a competitive advantage, in such a
competitive marketplace.

The management of transaction costs, often overlooked,
often the weakest link in the investment process, is critically
important at First Quadrant, and is one of the reasons that
we have been able to sustain our investment success over
time.
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Endnotes

1 Source: Forbes Magazine, “Hidden Expenses,” January 31, 2005.
2 Source: Elkins — McSherry data for 2004

3 Institutional Investor, ““Stealth Alpha,” November 2004
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