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Institutional investors today account for a large part of international stock holdings and equity trading. For example, in 2001 they owned more than 50% of total US equities. Furthermore, Schwartz and Shapiro (1992) estimated that institutional investors and their member firms accounted for about 70% of total trading volume on the New York Stock Exchange (NYSE)

in 1989. Since institutional investors occupy such a predominant position in the equity trading process, the literature has paid much attention to the impact of institutional trading on stock

prices. For a survey, see Keim and Madhavan (1998). The upshot of their survey is that institutional trades cause substantial price pressure.

The existence of substantial price effects has important consequences for institutional investors, since they may cause additional trading costs (“market impact costs”). Trading costs occur when price effects cause execution prices to be less favorable than benchmark prices. Usually the decision to buy or sell a particular asset is based on expectations about the future performance of this asset. Buying a stock with high expected returns might result in worse performance than expected if trading costs for this particular stock are high. In such a case a stock with lower expected returns may perform better if its trading costs are lower. Therefore, knowing the trading costs on each stock up front might change the optimal portfolio holdings of an institutional investor. This makes trading costs an important factor to consider when trading decisions have to be taken, since ignoring them reduces the performance of the portfolio substantially.

Trading costs are also of interest from the perspective of regulators such as the U.S. Securities and Exchange Commission. Financial markets must have proper rules to ensure efficient

execution of market transactions. Regulators have coined the concept of “best execution” as a way to provide an assessment of the reasonableness of the prices of market transactions; see

Wagner and Edwards (1993) and Macey and O'Hara (1997). Although the distinction between intentional failure and poor performance is hard to make, poor performance can be assessed by means of statistical methods.

Central banks are also interested in the costs of institutional equity trading, since one of their concerns is the existence of a well-functioning financial system in which large institutional

investors can find sufficient liquidity to control the risk profile of their portfolios. Institutional trades are not only motivated by investment strategies or sound risk management, but

may also stem from regulatory rules. Therefore, it is important for a central bank - in charge of financial stability and possibly also of pension fund supervision - to assess that the eventual procyclical effects of regulation are very limited.

This article analyzes the market impact of the equity trades of the largest Dutch pension fund. The “Algemeen Burgerlijk Pensioenfonds” (ABP) has 2.6 million clients and an invested

capital of about 170 billion Euro. Its assets constitute about one third of total Dutch pension fund assets. Furthermore, ABP is not merely the largest pension fund of the Netherlands, it is also among the five largest pension funds in the world. A unique data set, containing detailed information on all worldwide equity trades of ten different funds at ABP during the first quarter of 2002, is used to identify the trade-, exchange- and stock-specific characteristics that determine the expected price impact of trading. Moreover, in order to gain more insight into the cost-risk relation, this article extends the existing literature by assessing the determinants of the volatility of the price effects as well. Since the data provide a wide set of trade, exchange, and stock-specific characteristics including investment style and trade timing, they allow for a comprehensive analysis of the determinants of the price impact of ABP trades. In particular, the detailed information on the timing of each trade is used to address an issue that has not yet been considered in the literature, namely the relation between market impact costs and trade timing.

We find that, on average, market impact and execution costs of the pension fund's trades are small in terms of market disruption, but substantial in terms of costs for the pension fund. Average market impact costs equal 20 basis points for buys and 30 basis points for sells; average execution costs equal 27 basis points and 38 basis points, respectively. Furthermore, we show that volatility and momentum have considerable influence on market impact costs. Other important determinants of these costs are trade type (agency, single or principal), trade size, trading strategy, trading venue, and industry sector. In line with previous literature, we establish considerable differences between buy and sell trades. Additionally, we find that the timing of trades plays a substantial role in explaining trading costs. The time of the day, the day of the week, the period of the month, and the month of the year significantly affect the costs of trading. Moreover, we also establish a cost-risk trade-off: the longer it takes to execute a trade, the lower the expected market impact costs but the higher the volatility of these costs.

References

Keim, D.B., Madhavan, A., 1998. The Cost of Institutional Equity Trades. Financial Analysts Journal 54, 50-69.

Macey, J.R., O'Hara, M., 1997. The Law and Economics of Best Execution. Journal of Financial Intermediation 6, 188-223.

Schwartz, R., Shapiro, J., 1992. The Challenge of Institutionalization for Equity Markets. In: Saunders, A. (Eds.). Recent Developments in Finance. Business One Irwin, Homewood, Illinois, USA.

Wagner, W.H., Edwards, M., 1993. Best Execution. Financial Analysts Journal 49,  65-71.

