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Irrespective of the benchmark used there is no question that the financial markets witnessed a period of 
extreme market turmoil and volatility during the summer of 2011. Learning from this experience, in this 
article we try to quantify the risk, the costs and the actions that transition managers and asset owners 
should consider in times of unpredictable market conditions. Our findings are based on performance 
analysis of static investment portfolios during three different market environments, and a comparison  
of the performance differential of daily returns on a close-to-close basis.

The results of the analysis can help us understand how to manage transition events more efficiently during 
times of acute market instability.

The static portfolios used were S&P U.S. large 
cap with a 6% tracking error, U.S. small cap 
and a U.K. large cap – all with similar tracking 
errors. We analyzed the portfolios on ten of 
the largest market ‘up’ days and ten of the 
largest ‘down’ days over the past two years, 
as well as on all of the trading days within a 
one half percent change on a close-to-close 
basis. The results are very revealing in both 
performance and volume terms. The inverse 
performance of the U.S. portfolios on the ten 
most up and down days was nearly identical 
for the index with an average performance 
of +4.41% and -4.56% respectively. However, 
the actual performance of the U.S. portfolios 
was very different. The ten largest down days 
yielded an average difference in return of 
21bps while on the ten largest up days the 
portfolios varied on average by 54bp. This 
difference is significant, given that on a  
calm day in the market, the difference was  
a mere 2.2bps.

“The question of whether or not 
to trade after a shock in volatility 
therefore comes down to the 
expectation of the volatility level 
in subsequent trading days.”

The U.K. market analysis produced similar 
results. The market moves were close to 
symmetric, up +3.9% and down -3.65%, 
however the return differential varied widely. 
On large down days the average difference 
on a close-to-close basis was 21bps, while  
the differential on the up days was 32bps. 
The standard deviation was nearly identical. 
Why was there such a large difference in 
returns between comparable portfolios with 
the same relative market deviation? The 
answer may well lie in correlations. The old 
adage, “the only thing that rises in a down 
market is correlation” certainly rings true  
in this analysis.

This naturally leads us to the frequently 
asked question: should I delay my transition 
until the market calms down? To answer this 
question, we will use the VIX as a proxy for 
measuring market turmoil. The distribution 
of its daily returns presents a positive 
skewness, meaning that large positive 
increases in the VIX occur more often than 
large negative movements, due to the mean-
reverting nature of the index. Since 2009, 
VIX moves in excess of 20% represented 
about 2.5% of occurrences, with an average 
value of 26.7% daily increase. The largest 
decreases represented 2.5% of occurrences 
and also had an average value of -14.6%.

The question of whether to trade or not to 
trade after a shock in volatility therefore 
comes down to the expectation of the 
volatility level in subsequent trading days.  
As we have noted, volatility tends to be a 
mean-reverting factor, but the speed of 
reversion depends on the overall market 
volatility prior to the shock. In the first 
part of 2009, when the +20% daily jumps 
occurred, the previous ten-day VIX average 
was greater than 40 (which is significantly 
above the long term VIX average of 21.7 over 
the last 10 years) and the reversion to the 
previous ten-day value took on average  
6 days. However, when the shocks happened 
following a period of relative calm the 
reversion period was longer. After the first 
half of 2009, the +20% shocks that happened 
followed an average ten-day value of 23.7 
(roughly in line with the long term average), 
and it took an average of 35 days for the VIX 
to revert to previous levels. These results 
point us towards the impact of the magnitude 
of the surprise when a shock happens; less 
expected volatility jumps are more likely to 
last for a longer period of time. 
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TO TRADE OR NOT TO TRADE – TRADING IN A VOLATILE MARKET

Before we continue, it might be useful to get 
an historical perspective on the exponential 
increase in daily trading over the past 50 
years; in 1961 the average trading volume 
on the NYSE was 4 million shares per day; 
by 1982 daily volumes had hit 100 million; 
by 1992 this had grown to 200 million and 
by October 1997 daily trading on the NYSE 
topped 1 billion. During this summer’s 
volatility, as the VIX was topping 45, daily 
trading peaked at 9.4 billion shares – 
representing nearly a three-fold increase 
from where exchange volumes had been two 
weeks earlier. While markets have changed 
dramatically over our lifetime, at times they 
change dramatically over a very short period 
– driven by extreme market movements.

The question remains: what should a 
transition manager be thinking about when 
executing in extreme market conditions? 
One thing seems very clear – when volatility 
picks up there is a coincident pick up in 
market trading volumes. When we analyzed 
the trading volume on the days with the 
largest market movements we saw an 
increase of 32.5% in up days and 32.2% in 
down days, when compared to the average 
trading volume in the previous 20 days. This 
increased trading activity allows a transition 
manager to shorten the duration of the 
transition albeit without a correlated increase 
in market impact. Therefore, in periods of 
high volatility, the trade-off between risk and 
market impact should be studied in light of 
their respective sensitivity to this volatility.

As evidenced in the academic literature and 
in J.P. Morgan’s proprietary market impact 
model, volatility is one of the key drivers  
of predicting market impact, along with 
relative trade size. All else being equal,  
a more volatile stock will incur larger risk 
of market impact for a similar trade size. 
However, as market volatility rises, so too 
do trading volumes. This translates into a 
smaller relative order size (compared to the 
overall market), thus exerting less liquidity 
pressure and mitigating market impact.  
Risk, on the other hand, increases 
proportionately to volatility. Therefore, 
in a heightened risk environment, the 
opportunity cost of delaying trading 
activity outweighs the incremental market 

impact that would be incurred by trading 
in a ‘choppier’ market. So while certain 
conditions of market volatility may point to 
increased risk for transitioning assets – this  
is partially offset by shortening the duration 
of the transition as a result of the availability 
of larger volumes. 

“When volatility picks up there 
is a coincident pick up in market 
trading volumes.”

A transition implementation plan should be 
able to adjust and adapt to the prevailing 
market environment. Utilising this research 
we see that not all volatility conditions are 
equal when applied to transitions. With each 
spike in volatility the transition provider 
should consider recent market sentiment 
and direction to assess the likely affects on 
the pending transition. The research also 
shows that in down markets, correlations 
generally increase, effectively increasing the 
self-hedged nature of a two-sided trading 
event and thus reducing opportunity cost 
expectations compared to more normal 
market conditions. Therefore, the increase 
in volatility will also likely bring an increase 
in market volume that allows for a decrease 
of market impact expectations. On the other 
side of the equation correlations decrease 

with peak upward moves actually increasing 
opportunity cost expectations. Increased 
volumes are still expected, giving some 
relief to market impact, but in a volatile 
environment speed of execution and diligent, 
real time risk management are paramount to 
a successful outcome. 

Your transition manager should remain 
focused on closely monitoring market 
conditions and be able to quickly adapt  
their trading strategies to take advantage  
of increased liquidity, actively seeking to 
reduce the tracking error as quickly as 
possible throughout the trading day.
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jpmorgan.com/transitionmanagement 
or contact:

Patrick Fanning, Australia/New Zealand,  
patrick.s.fanning@jpmorgan.com  
or +61 2 9220 1349

Duncan Klein, Asia Pacific,  
duncan.klein@jpmorgan.com  
or +65 6882 1127

Robert Calder, Europe, Middle East & Africa,  
robert.a.calder@jpmorgan.com  
or +44 207 742 0257

Michael Young, The Americas,  
michael.j.young@jpmorgan.com  
or +1 212 552 9320


