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transition management

Bond markets lack the transparency of equity markets; most fixed income securities still trade in 
dealer-dominated, over-the-counter markets. Without a centralized exchange or transparency in 
pricing, finding the best price can be difficult. Hiring a transition manager like Northern Trust 
can help. 

At Northern Trust, your transition management process starts when we discover the market 
value for each bond in transition. We then identify counterparties with the most interest in each 
particular bond, tapping into our knowledge of the markets and recent trading flows. 

EXPERIENCE VALUING, TRADING BONDS
A transition manager needs bond trading expertise to understand and analyze fundamentals to 
determine a bond’s value; experience soliciting bids and making judgment calls (plus the client’s 
consent) about when and how to trade; and patience working on the bidding process. Because 
no single market-maker or investor will offer the best price for each bond in an entire portfolio, 
managers use many relationships to gather the best prices available. Depending on the security 
characteristics of each bond in your portfolio, Northern Trust will canvass multiple counterparties 
and select the counterparty offering the best price. If pricing diverges from our estimated fair 
market value, we may solicit additional bids. We undertake this time-intensive process for each 
bond regardless of the number or size of holdings in the transition. 

Following are examples of bonds Northern Trust sold during recent transition events, which 
highlight some of the issues in bond trading and ways transition management can add value.

Know the bond’s structure – Health & Education Municipal Bond
Understanding the structure of a bond is critical to evaluating how and where it will trade. This 
state municipal bond featured a 30-day rolling call that permitted the issuing agency to call the 
bond at par once every 30 days. Because this bond was callable at par, we believed a price of 100 
was attainable for the client.

On the first day of trading, we reached out to multiple potential buyers to solicit bids. The 
highest bid received was 99.777 with a cover bid of 99.575. Because these prices fell short of our 
goal of selling at par, we did not accept this bid and our traders decided to try another method. 
The muni-bond was offered out on an electronic offer platform at a price at 100.125. Using this 
approach, we received queries in the following days from five different counterparties at varying 
prices and sold the bond at an average price of 100.083.

Evaluate fundamentals – Commercial Mortgage-Backed Security
Evaluating fundamentals – difficult and time-consuming for many asset-backed bonds – is  
necessary to determine fair value of any security. Our transition client held a commercial mortgage-
backed security (CMBS) issued with a long maturity of 2045. Our analysis of the bond did 
not identify any significant weaknesses or issues in the bond’s collateral. In fact, less than 1% of the 
commercial loans were on a watch list. Furthermore, similar CMBS tranches had outperformed 
other fixed income sectors at the time of the transition. Based upon our analysis, we expected to 
receive bids near the price of 105.48, which the client’s custodian estimated this bond was worth. 
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Initial bids received at the outset of the transition were low, in our opinion. After several 
days of trading, the best bid received was 105.25 with a cover bid of 104.03. Because our traders 
felt this bond should trade at a tighter spread than the bids being received, they contacted several 
investors who currently held positions in the same security. From these buyers, we received 
two additional bids of 106.97 and 106.00 – more in line with our estimate of this bond’s value. 
Because fundamentals were stable, we were able to take more time “working” this bond to find 
higher bids.

Evaluate fundamentals, part 2 – Fixed Rate CMO
Sometimes thorough analysis of fundamentals indicates declining values that are actually worse 
than they first appear. Such was the case with a recent transition portfolio that contained a senior 
class of a collateralized mortgage obligation (CMO) issued in 2006. At the time of transition, the 
bond was rated at CCC (originally rated AAA by Moody’s and Standard & Poor’s). The client’s 
custodian had a price estimate of 60.95. 

Our analysis identified problems with the bond not reflected in this price estimate.  
It had delinquencies in payments of 60-plus days exceeding 42.4%, including 21% of underlying 
loans in some stage of foreclosure, and rising. Nearly 70% of the loans outstanding were non-
conforming sizes, which were particularly difficult to refinance at the time due to credit 
conditions. Some 67% of the borrowers obtained a loan despite providing limited or no docu-
mentation during the application process, a sign that many loans were probably fraudulently 
obtained. Even geographic exposure was disadvantageous: 69% of the remaining mortgages were 
in states facing some of the greatest declines in market values – California, Nevada, Arizona and 
Florida. 

Much of the subordinated tranches had already eroded. During the prior six months, the 
default rate exceeded the voluntary prepayment rate by a nearly five-to-one ratio. Stress testing 
the bond indicated principal losses would likely result from any further defaults. 

We sought and evaluated multiple bids. The best bid was 50, with cover bids at 49.5, 48.75 and 
40.625. Because fundamentals were weak and declining, we consulted with the client and decided to 
sell the bond before fundamentals, and thus the price, would potentially deteriorate further.

Finding the best price takes time – Student Loan Security
Simply receiving multiple bids does not ensure the best bid. When selling an AAA-rated (by 
Moody’s, Fitch and Standard & Poor’s) student loan bond as part of a transition, we received 
multiple bids in the low 90s with a best bid of 94. Buying interest was muted because of the low 
coupon rate of 67 basis points. Because the bond was due to mature in four months, we were 
reluctant to sell much below par because full value would be received shortly. However, the client 
wished to conclude the transition by the end of the month. 

We presented the client with three different options. The first option would take the current 
best bid at 94. The advantage to this strategy is to lock in the sell price and ensure liquidation 
by the client’s stated deadline, but the downside is a certain loss of value. The second option was 
to continue to try to improve the bid. The upside here is that we might improve the price, but 
the downside is continued exposure to the bond and delay in execution. The third option was 
simply to hold the bond until maturity. We recommended, and the client agreed, to continue 
working the bond to find a better bid, but if none was found we would hold the bond until maturity. 
Three days later, we secured and executed a bid at 98.5.
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It’s not always about the name – A Large Corporate Bond
Sometimes the timing of a transition means trading in an unfavorable environment. This 
corporate bond was part of a liquidation right after the company had negative publicity related  
to its business operations. With a single A credit bond (as rated by Moody’s, Fitch and Standard 
& Poor’s) maturing in 2013, trading this bond did not need to result in a fire sale. The best dealer bid 
was 107.95, less than our expectation – primarily because dealers did not want to hold this volatile 
bond in inventory given current company news. So we solicited bids from numerous buy-and-hold 
investors. We identified an end-buyer more interested in taking a position in this security and 
sold the bond at 108.65. 

There’s no such thing as an easy bond trade – Mortgage-Backed Security
Even a simple bond must be carefully traded. This CMO was about as straightforward as they 
come. It was issued by a government-sponsored agency, had quality seasoned underlying collateral 
from 2003 and was based on 15-year mortgages with a short final maturity in 2018. With  
so much historical data for the bond, we could see it was paying down steadily, with a very
predictable average life. A bond like this gives investors better current cash flow than other fixed 
income options. This looked like an easy trade, yet the best bid from dealers was 105.625.

Based upon similar bonds we had traded recently, we thought we could find better pricing  
by searching for the right buyer. This bond’s structure made us think there was value in taking 
the extra time to show it to other investors who could appreciate its value. We eventually sold 
it at 106.125. When a bond like this comes across our desk, our traders are able to identify its value 
and market it to its full potential before accepting a bid. Our hands-on approach means our 
clients can receive the maximum value for their portfolio. 

FOR MORE INFORMATION
To learn more about managing transitions, please contact Northern Trust’s Transition Management 
team at 312-557-5173 or email ntgi_transition_management@ntrs.com.
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LEGAL, INVESTMENT AND TAX NOTICE. Information is not intended to be and should 
not be construed as an offer, solicitation or recommendation with respect to any transaction 
and should not be treated as legal advice, investment advice or tax advice. Clients should 
under no circumstances rely upon this information as a substitute for obtaining specific 
legal or tax advice from their own professional legal or tax advisors.

The information in this report has been obtained from sources believed to be reliable. Any opinions expressed herein are subject to change at any time without notice. Any person 

relying upon this information shall be solely responsible for the consequences of such reliance. Based upon varying considerations, the management of individual accounts by 

Northern Trust Global Investments may differ from the recommendations herein. Past performance is no guarantee of future results.

Products offered through Northern Trust Securities, Inc. are not FDIC insured, not guaranteed by any bank, and are subject to investment risk including loss of principal amount 

invested. This communication is for informational purposes only. It is not intended as an offer or solicitation for the purchase or sale of any financial instrument or as an official 

confirmation of any transaction. All market prices, data and other information are not warranted as to completeness or accuracy and are subject to change without notice. Any 

attached research reports containing the Northern Trust logo or trademark were prepared solely by employees of Northern Trust Investments, Inc., an affiliate of Northern Trust 

Securities, Inc. 

Northern Trust Global Investments (NTGI) comprises Northern Trust Investments, Inc., Northern Trust Global Investments Limited, Northern Trust Global Investments Japan, K.K., 

the Investment adviser division of The Northern Trust Company and Northern Trust Global Advisors, Inc. and its subsidiaries to offer investment products and services to personal 

and institutional markets.

IRS CIRCULAR 230 NOTICE: To the extent that this material or any attachment concerns 
tax matters, it is not intended to be used and cannot be used by a taxpayer for the purpose 
of avoiding penalties that may be imposed by law. For more information about this notice, 
see http://www.northerntrust.com/circular230.

This material is directed to eligible counterparties and professional clients only and should not be relied upon by retail investors. For Asia-Pacific markets, it is directed to accredited 

investors, institutional investors, expert investors and professional investors only and should not be relied upon by retail investors. 

The preceding discussion is general in nature, is intended for informational purposes only, and is not intended to provide specific advice or recommendations for any individual 

or organization. Because the facts and circumstances surrounding each situation differ, you should consult your attorney, tax advisor or other professional advisor for advice on 

your particular situation. There are risks involved with investing, including possible loss of principal. Additional information is available upon request.

Securities products and services are sold by registered representatives of Northern Trust Securities, Inc. (member FINRA, SIPC), a wholly owned subsidiary of Northern Trust Corporation.

Not FDIC Insured May lose value No bank guarantee


