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T
he C

om
ponents of T

rading C
osts

B
rokerage C

ost: T
his is the m

ost explicit of the costs that any investor
pays but it is by far the sm

allest com
ponent.

B
id-A

sk Spread: T
he spread betw

een the price at w
hich you can buy

an asset (the dealer’s ask price) and the price at w
hich you can sell the

sam
e asset at the sam

e point in tim
e (the dealer’s bid price).

P
rice Im

pact: T
he price im

pact that an investor can create by trading
on an asset, pushing the price up w

hen buying the asset and pushing it
dow

n w
hile selling.

O
pportunity 

C
ost: 

T
here 

is 
the 

opportunity 
cost 

associated 
w

ith
w

aiting to trade. W
hile being a patient trader m

ay reduce the previous
tw

o com
ponents of trading cost, the w

aiting can cost profits both on
trades that are m

ade and in term
s of trades that w

ould have been
profitable if m

ade instantaneously but w
hich becam

e unprofitable as a
result of the w

aiting.
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S
im

ple E
vidence of a T

rading C
ost D

rag

A
ctive m

oney m
anagers trade because they believe that there is profit

in trading, and the return to any active m
oney m

anager has three
ingredients to it:
R

eturn on active m
oney m

anager =
 E

xpected R
eturn

R
isk  +

 R
eturn from

 active
trading - T

rading costs

T
he average active m

oney m
anager m

akes about 1%
 less than the

m
arket. If w

e assum
e that the return to active trading is zero across all

active m
oney m

anagers, the trading costs have to be roughly 1%
. If w

e
believe that there is a payoff to active trading, the trading costs m

ust
be m

uch higher.
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W
hy is there a bid-ask spread?

In m
ost m

arkets, there is a dealer or m
arket m

aker w
ho sets the bid-ask

spread, and there are three types of costs that the dealer faces that the
spread is designed to cover.
•

T
he first is the risk cost of holding inventory;

•
the second is the cost of processing orders and

•
the final cost is the cost of trading w

ith m
ore inform

ed investors.

 T
he spread has to be large enough to cover these costs and yield a

reasonable profit to the m
arket m

aker on his or her investm
ent in the

profession.
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T
he M

agnitude of the S
pread

F
igure 5.2: P

rices and Spreads by M
arket C

ap
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M
ore E

vidence of B
id-A

sk S
preads

T
he spreads in U

.S
. governm

ent securities are m
uch low

er than the
spreads on traded stocks in the U

nited S
tates. F

or instance, the typical
bid-ask spread on a T

reasury bill is less than 0.1%
 of the price.

T
he spreads on corporate bonds tend to be larger than the spreads on

governm
ent bonds, w

ith safer (higher rated)  and m
ore liquid corporate

bonds having low
er spreads than riskier (low

er rated) and less liquid
corporate bonds.

T
he spreads in non-U

.S
. equity m

arkets are generally m
uch higher

than the spreads on U
.S

. m
arkets, reflecting the low

er liquidity in those
m

arkets and the sm
aller m

arket capitalization of the traded firm
s.

W
hile the spreads in the traded com

m
odity m

arkets are sim
ilar to those

in the financial asset m
arkets, the spreads in other real asset m

arkets
(real estate, art...) tend to be m

uch larger.
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T
he D

eterm
inants of the B

id-A
sk S

pread

Studies by T
inic and W

est (1972), Stoll (1978) and Jegadeesh and
S

ubrahm
anyam

 (1993) find that spreads as a percentage of the price
are correlated negatively w

ith the price level, volum
e and the num

ber
of m

arket m
akers, and positively w

ith volatility. E
ach of these findings

is consistent w
ith the theory on the bid-ask spread.

A
 study by K

othare and L
aux, that looked at average spreads on the

N
A

SD
A

Q
 also looked at differences in bid-ask spreads across stocks

on the N
A

S
D

A
Q

. In addition to noting sim
ilar correlations betw

een
the bid-ask spreads, price level and trading volum

e, they uncovered an
interesting new

 variable. T
hey found that stocks w

here institutional
activity increased significantly had the biggest increase in bid-ask
spreads. It m

ight also reflect the perception on the part of m
arket

m
akers that institutional investors tend to be inform

ed investors w
ith

m
ore or better inform

ation.
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R
ole of S

pread in Investm
ent S

trategies

Strategies that involve investing in sm
all-cap stocks or low

-prices
stocks w

ill be affected disproportionately by the costs created by bid-
ask spreads.

A
s an exam

ple, consider the strategy of buying “losers”. D
eB

ondt and
T

haler(1985) present evidence that a strategy of buying the stocks
w

hich have the m
ost negative returns over the previous year and

holding for a five-year period earns significant excess returns. A
follow

-up study, how
ever, noted that m

any of these “losers” w
ere low

-
priced stocks, and that putting in a constraint that the prices be greater
than $10 on this strategy resulted in a significant drop in the excess
returns.
•

D
oes the Stock M

arket O
verreact? by F.M

 D
eB

ondt and R
. T

haler in
Journal of F

inance (July 1985)
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W
hy is there a price im

pact?

T
he first is that m

arkets are not com
pletely liquid. A

 large trade can
create an im

balance betw
een buy and sell orders, and the only w

ay in
w

hich this im
balance can be resolved is w

ith a price change. T
his price

change, that arises from
 lack of liquidity, w

ill generally be tem
porary

and w
ill be reversed as liquidity returns to the m

arket.

T
he second reason for the price im

pact is inform
ational. A

 large trade
attracts the attention of other investors in that asset m

arket because if
m

ight be m
otivated by new

 inform
ation that the trader possesses. T

his
price effect w

ill generally not be tem
porary, especially w

hen w
e look

at a large num
ber of stocks w

here such large trades are m
ade. W

hile
investors are likely to be w

rong a fair proportion of the tim
e on the

inform
ational value of large block trades, there is reason to believe that

they w
ill be right alm

ost as often.
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H
ow

 large is the price im
pact? E

vidence from
S

tudies of B
lock T

rades

F
igure 5.3: A

nnualized R
eturns from

 buying after block trades
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Lim
itations of the B

lock T
rade S

tudies

T
hese and sim

ilar studies suffer from
 a sam

pling bias - they tend to
look at large block trades in liquid stocks on the exchange floor – they
also suffer from

 another selection bias, insofar as they look only at
actual executions.

T
he true cost of m

arket im
pact arises from

 those trades that w
ould

have been done in the absence of a m
arket im

pact but w
ere not

because of the perception that it w
ould be large.
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R
ound-T

rip C
osts (including P

rice Im
pact) as a

F
unction of M

arket C
ap and T

rade S
ize

D
ollar V

alue of B
lock ($ thoustands)

Sector
5
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250

500
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S
m

allest
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27.30%
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2
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12.00%
23.80%

33.40%
3

5.00%
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30.00%
4

4.30%
5.80%

9.60%
16.90%

25.40%
31.50%

5
2.80%

3.90%
5.90%

8.10%
11.50%

15.70%
25.70%

6
1.80%

2.10%
3.20%

4.40%
5.60%

7.90%
11.00%

16.20%
7

1.90%
2.00%

3.10%
4.00%

5.60%
7.70%

10.40%
14.30%

20.00%

8
1.90%

1.90%
2.70%

3.30%
4.60%

6.20%
8.90%

13.60%
18.10%

L
argest

1.10%
1.20%

1.30%
1.71%

2.10%
2.80%

4.10%
5.90%

8.00%



A
sw

ath D
am

odaran
13

S
om

e C
onflicting E

vidence: T
rading C

ost as a
F

unction of T
rade S

ize
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T
rading C

osts as a P
ercent and T

rade S
ize
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D
eterm

inants of P
rice Im

pact

L
ooking at the evidence, the variables that determ

ine that price im
pact

of trading seem
 to be the sam

e variables that drive the bid-ask spread.
T

hat should not be surprising. T
he price im

pact and the bid-ask spread
are both a function of the liquidity of the m

arket. T
he inventory costs

and adverse selection problem
s are likely to be largest for stocks w

here
sm

all trades can m
ove the m

arket significantly.

In m
any real asset m

arkets, the difference betw
een the price at w

hich
one can buy the asset and the price at w

hich one can sell, at the sam
e

point in tim
e,  is a reflection of both the bid-ask spread and the

expected price im
pact of the trade on the asset. N

ot surprisingly, this
difference can be very large in m

arkets w
here trading is infrequent; in

the collectibles m
arket, this cost can am

ount to m
ore than 20%

 of the
value of the asset.
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Im
pact on Investm

ent S
trategy

T
he fact that assets w

hich have high bid-ask spreads also tend to be
assets w

here trading can have a significant price im
pact m

akes it even
m

ore critical that w
e exam

ine investm
ent strategies that focus

disproportionately in these assets w
ith skepticism

.

W
ith the price im

pact, the effect of the size of the portfolio becom
es

m
uch m

ore critical, since large portfolios beget large trading blocks,
w

hich, in turn, have the biggest price im
pact. T

hus, a strategy of
investing in low

-priced stocks w
hich are not follow

ed by analysts m
ay

yield excess returns, even after the bid-ask spread is considered, for a
portfolio of $ 25 m

illion but cease to be profitable if that sam
e

portfolio becom
es $ 500 m

illion.
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T
he C

ost of W
aiting

If there w
as no cost to w

aiting, even a large investor could break up
trades into sm

all lots and buy or sell large quantities w
ithout affecting

the price or the spread significantly.

T
here is, how

ever, a cost to w
aiting. In particular, the price of an asset

that an investor w
ants to buy because he or she believes that it is

undervalued m
ay rise w

hile the investor w
aits to trade, and this, in

turn, can lead to one of tw
o consequences.

•
O

ne is that the investor does eventually buy, but at a m
uch higher price,

reducing expected profits from
 the investm

ent.

•
T

he other is that the price rises so m
uch that the asset is no longer under

valued and the investor does not trade at all. A
 sim

ilar calculus applies
w

hen an investor w
ants to sell an asset that he or she thinks is overvalued.
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D
eterm

inants of the C
ost of W

aiting

Is the valuation assessm
ent based upon private inform

ation or is based
upon public inform

ation? Private inform
ation tends to have a short

shelf life in financial m
arkets, and the risks of sitting on private

inform
ation are m

uch greater than the risks of w
aiting w

hen the
valuation assessm

ent is based upon public inform
ation. T

hus, the cost
of w

aiting is m
uch larger w

hen the strategy is to buy on the rum
ors (or

inform
ation) of a possible takeover than it w

ould be in a strategy of
buying low

 PE
 ratio stocks.
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D
eterm

inants of the C
ost of W

aiting (C
ontd)

H
ow

 active is the m
arket for inform

ation? B
uilding on the first point,

the risks of w
aiting, w

hen one has valuable inform
ation, is m

uch
greater in m

arkets w
here there are other investors actively searching

for 
the 

sam
e 

inform
ation. 

A
gain, 

in 
practical 

term
s, 

the 
costs 

of
w

aiting m
ight be greater w

hen there are dozens of analysts follow
ing

the 
target 

stock 
than 

w
hen 

there 
are 

few
 

other 
investors 

paying
attention to the stock.

H
ow

 
long 

term
 

or 
short 

term
 

is 
the 

strategy? 
 

 
W

hile 
this

generalization does not alw
ays hold, short term

 strategies are m
uch

likely to be affected by the cost of w
aiting than longer term

 strategies.
Som

e of this can be attributed to the fact that short term
 strategies are

m
ore likely to be m

otivated by private inform
ation, w

hereas long term
strategies are m

ore likely to be m
otivated by view

s on value.
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D
eterm

inants of the C
ost of W

aiting (C
ontd)

Is the investm
ent strategy a “

contrarian”
 or “

m
om

entum
”

 strategy?
In a contrarian strategy, w

here investors are investing against the
prevailing tide (buying w

hen others are selling or selling w
hen others

are buying), the cost of w
aiting is likely to be sm

aller precisely
because 

of 
this 

behavior. 
In 

contrast, 
the 

cost 
of 

w
aiting 

in 
a

“m
om

entum
” strategy are likely to be higher since the investor is

buying w
hen other investors are buying and selling w

hen others are
selling.
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T
he O

verall C
ost of T

rading: S
m

all C
ap versus

Large C
ap S

tocks

M
arket

C
apitalization

Im
plicit C

ost
E

xplicit C
ost

T
otal T

rading
C

osts (N
YSE

)
T

otal T
rading

C
osts (N

A
SD

A
Q

)
S

m
allest

2.71%
1.09%

3.80%
5.76%

2
1.62%

0.71%
2.33%

3.25%
3

1.13%
0.54%

1.67%
2.10%

4
0.69%

0.40%
1.09%

1.36%
L

argest
0.28%

0.28%
0.31%

0.40%
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T
he M

anagem
ent of T

rading C
osts

Step 
1: 

D
evelop 

a 
coherent 

investm
ent 

philosophy 
and 

a 
consistent

investm
ent strategy

T
he portfolio m

anagers w
ho pride them

selves on style sw
itching and

m
oving from

 one investm
ent philosophy to another are the ones w

ho
bear the biggest burden in term

s of transactions costs, partly because
style sw

itching increases turnover and partly because it is difficult to
develop a trading strategy w

ithout a consistent investm
ent strategy.
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M
anaging T

rading C
osts: II

Step 2: E
stim

ate the cost of w
aiting given the investm

ent strategy

T
he 

cost 
of 

w
aiting 

is 
likely 

to 
sm

all 
for 

long-term
, 

contrarian
strategies 

and 
greater 

for 
short-term

, 
inform

ation-based 
and

m
om

entum
 strategies.

If the cost of w
aiting is very high, then the objective has to be

m
inim

ize this cost, w
hich essentially translates into trading as quickly

as 
one 

can, 
even 

if 
the 

other 
costs 

of 
trading 

increase 
as 

a
consequence.
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M
anaging T

rading C
osts: III

Step 3: L
ook at the alternatives available to m

inim
ize transactions costs, given the

cost of w
aiting.

•
T

ake advantage of the alternatives to trading on the floor of the exchange.

•
T

rade portfolios rather than individual stocks, w
hen m

ultiple orders have to be
placed. P

ortfolio trades generally result in low
er trading costs and allow

 for better
risk-m

anagem
ent and hedging capabilities.

•
U

se technology to reduce the paperw
ork associated w

ith trading and to keep track
of trades w

hich have already been m
ade.

•
B

e prepared prior to trading on w
ays to control liquidity and splits betw

een m
anual

and electronic trading. T
his “pre-trade” analysis w

ill allow
 traders to identify the

least costly and m
ost efficient w

ay to m
ake a trade.

•
A

fter the trade has been executed, do a post-trade analysis, w
here the details of the

trade are provided in addition to a m
arket im

pact analysis, w
hich lists am

ong other
inform

ation, the benchm
arks that can be used to estim

ate the price im
pact.
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M
anaging T

rading C
osts: IV

Step 4: Stay w
ithin a portfolio size that is consistent w

ith the investm
ent

philosophy and trading strategy that has been chosen
W

hile it is tem
pting to m

ost portfolio m
anagers to view

 portfolio
grow

th as the fruit of past success, there is a danger that arises from
allow

ing portfolios to becom
e too big.

H
ow

 big is too big? It depends upon both the portfolio strategy that
has been chosen, and the trading costs associated w

ith that strategy.
W

hile a long-term
 value investor w

ho focuses w
ell-know

n, large-
capitalization stocks m

ight be able to allow
 his or her portfolio to

increase to alm
ost any size, an investor in sm

all-cap, high grow
th

stocks or em
erging m

arket stocks m
ay not have the sam

e luxury,
because 

of 
the 

trading 
costs 

w
e 

have 
enum

erated 
in 

the 
earlier

sections.
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M
anaging T

rading C
osts: V

Step 5: C
onsider w

hether your investm
ent strategy is yielding returns that

exceed the costs

T
he ultim

ate test of an investm
ent strategy lies in w

hether it earns
excess returns after transactions costs. O

nce an investor has gone
through the first four steps, the m

om
ent of truth alw

ays arrives w
hen

the perform
ance of the portfolio is evaluated.

If a strategy consistently delivers returns that are low
er than the costs

associated w
ith im

plem
enting the strategy, the investor has one of tw

o
choices - he or she can sw

itch to a passive investing approach (such as
an index fund) or to a different active investing strategy, w

ith higher
expected returns or low

er trading costs or both.
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W
hy taxes m

atter?

Investors get to spend after-tax incom
e and not pre-tax incom

e.

Som
e investm

ent strategies expose investors to a m
uch greater tax

liability than other strategies.

T
o m

easure the efficacy of an investm
ent strategy, w

e have to look at
after-tax returns and not pre-tax returns.
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T
he T

ax E
ffect: S

tock R
eturns before and after

taxes

F
igure 5.7: V

alue of $ 100 invested in Stocks: B
efore and A

fter T
axes
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T
he T

ax E
ffect and D

ividend Y
ields

F
igure 5.8: V

alue of $ 100 invested in stocks in 1928 &
 D

ividend Y
ields
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M
utual F

und R
eturns: T

he T
ax E

ffect
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F
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fter-tax R

eturns at U
.S. equity m

utual funds- 1999-2001

Pre-tax R
eturn

A
fter-tax R

eturn



A
sw

ath D
am

odaran
31

T
ax E

ffect and T
urnover R

atios

F
igure 5.11: T

ax E
ffect and T

urnover R
atio: U

.S. M
utual funds- 1999-2001
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H
ow

 to m
anage taxes…

K
eep trading to a m

inim
um

W
hen trading, consider the tax effects of your trades. M

atch losing
stock sales w

ith capital gains.

T
im

e your trading to m
inim

ize taxes

A
void investm

ents driven purely by tax objectives.


