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investors, possibly allowing for tax management
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By understanding a client’s tax circumstances,
ESG beliefs, and professional circumstances
relative to a sector or specific company, the
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Introduction

Advisors often serve as their clients’ educator or coach about how the capital markets

function and how best to navigate available investment options, a role that requires them to

stay on the leading edge of new developments such as smart beta direct indexing. As direct

indexing becomes increasingly available to investors given rapid advances in technology,

advisors are uniquely positioned to assess whether this opportunity fits into their clients’

portfolios, and if so, to maximize its potential.

Smart beta direct indexing can be an important part of the advisor’s toolkit. The advisor

understands a client’s tax situation and can help determine the tax advantages afforded by

smart beta direct indexing. The advisor can also guide clients in aligning their equity

portfolio with personal beliefs, strongly held values, and human capital considerations. For

clients who adopt smart beta direct indexing, the advisor can maximize its potential in

ways that mark the essence of a long-term fiduciary relationship through framing client

conversations, establishing philosophical buy-in, and sharing narratives grounded in

research.

In his 2001 article “Personal Indexes,” Andrew Lo foresaw that advancements in

computing power and artificial intelligence would likely lead to investors having

personalized indices purposed for their unique financial picture. Lo admitted that

such customized asset management sounded like science fiction, but noted the

technology existed and “as with the transformation of all great ideas from theory into

practice, it is only a matter of time.”

According to Dave Nadig of ETF.com, the time for growing mass customization has

come. At the 2019 Research Affiliates Advisor Symposium, Nadig’s “Radical

Disruption: Post-ETF Investing” presentation advanced the premise that direct

indexing —investing in a portfolio of individual stocks instead of a wrapped product

such as an ETF or mutual fund—is emerging as a core building block of equity

portfolios. This “unwrapping” allows for the kind of customization Lo described 18

years ago. While we believe ETFs and mutual funds will remain a staple of

investment alternatives, smart beta direct indexing may increasingly offer advisors an

additional tool for producing better outcomes for some of their clients.

What Is Direct Indexing?

Suppose an advisor invests $250,000 of client assets in one of the four equity ETFs

available on US exchanges that closely track the S&P 500 Index. With this approach,
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the client’s assets are commingled with the assets of others (i.e., everyone owns the same portfolio). The asset management firm that

sponsors the ETF does the trading and administration necessary to track the index.

In contrast, a direct indexing strategy bypasses the fund structure and, using a separate account, purchases the individual securities

associated with a specific index on behalf of the end investor. In this case, the direct index would hold all 500 stocks in the S&P 500

individually according to their respective weights in the index.   Theoretically, the return from buying the individual stocks should

closely match the return of investing in them through an ETF wrapper. Both approaches adjust for corporate actions, such as a merger,

and follow standard reconstitution rules when a company’s stock is added or dropped.

Importantly, the index being tracked does not have to be a headline cap-weighted passive index. A smart beta index, such as the RAFI

Fundamental Index™ or a factor index that targets a specific outcome such as low volatility or dividend income, works just as well.

Of course, mutual funds and ETFs were created because these vehicles make investing easier and more affordable for small investors,

many of whom do not have the asset base or financial resources needed to directly buy a broadly diversified basket of individual

securities.   Until recently, a direct indexing strategy was largely impractical because of high brokerage costs and arcane portfolio

accounting systems. That being said, over the last few years dramatic technological advances  have improved the robustness, speed,

and capacity of systems and lowered the asset levels necessary to make direct indexing accessible to investors.

Smart Beta Direct Indexing in an Advisor’s Toolkit

Smart beta direct indexing can be one of many important tools an advisor has to help them achieve their clients’ financial objectives.

Our belief is founded on the advantages advisors have which result from the strong relationships they build with their clients.

First off, advisors are well positioned to understand their clients’ tax situation and to suggest investment strategies that can minimize

taxes. In particular, positive  tax alpha  (Arnott, 2018) is more easily achieved with direct indexing than with a wrapped vehicle. Tax

management strategies, such as deferring gains and loss harvesting, can increase a portfolio’s after-tax return. Realized losses in one

portfolio can increase after-tax returns by offsetting capital gains in the client’s other investment portfolios. Holdings of potentially

hundreds of individual securities (often having multiple cost-basis lots) offer sizeable opportunities for efficiencies in tax

management, such as lot selection when selling and in wash-sale management.

Stein and Narasimhan (1999), Arnott, Berkin, and Ye (2001), and Berkin and Ye (2003) showed how tax management techniques

applied to cap-weighted indices can substantially improve a portfolio’s after-tax return. In the longest survey, Berkin and Ye

demonstrated that a tax-loss harvesting strategy, using the highest-in-first-out method, in a traditional cap-weighted index appreciably

improved the after-tax return of the index. They found that following this strategy over 25 years added an excess return, relative to the

portfolio without tax management, of 73 basis points (bps) before liquidation and 56 bps after liquidation.

Like cap-weighted portfolios, smart beta indices generally have large breadth in their securities positions on which to apply these tax

management techniques. For instance, the RAFI Fundamental US Index held 478 securities as of December 31, 2018. The RAFI-based

single-factor index portfolios, such as RAFI Value Factor, Quality Factor, and Low Volatility Factor, typically hold over 100 securities

each. Thus, even in calendar years when these indices post positive returns, some securities in each index should have a negative

return that dips below cost basis and could be used in loss harvesting.

Vadlamudi and Bouchey (2014) applied tax management techniques to smart beta strategies and found that from 1993 to 2012 the

average after-tax return of the Fundamental US Index strategy was 69 bps higher than without any tax management and 35 bps higher

post liquidation. This pattern of results is largely consistent with the eight other US smart beta strategies in their study.

Advisors are in a unique position to work with their clients to understand their individual tax situations and suggest how direct

indexing can help. For example, are stock option awards on the horizon? Has a marriage or divorce prompted a review of newly
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combined or divided assets? Would a client like to diversify away from her employer’s stock or sector, particularly one that dominates

broad market indices? In discussing the advantages of tax management, such a strategy should likely be shown in dollar terms so the

client can easily see and value the tax savings from loss harvesting. As a client’s life circumstances change, through the advisor-client

relationship the advisor remains in a position to communicate the tax advantages of smart beta direct indexing and oversee its

implementation.

Along with an understanding of a client’s tax situation, advisors have insight into their clients’ personal circumstances and beliefs,

such as specific and strongly held ESG preferences that may not be addressed by existing ESG indices. For instance, some may choose

to exclude certain market sectors, such as those with a poor ESG score, sometimes known as “sin stocks.” Because the client owns

individual securities rather than a share of a mutual fund or ETF portfolio, direct indexing allows the advisor to offer an unprecedented

level of customization.

According to Research Affiliates’ investment beliefs (Brightman, Treussard, and Masturzo, 2014), investors have preferences beyond

risk and return—for example, investing in companies that follow socially responsible business practices. Increasingly, investors are

interested in aligning their investing beliefs with their personal values and social preferences.  Hartzmark and Sussman (2019) found

that Morningstar’s newly introduced Sustainability Rating had a significant impact on mutual fund flows. Over the 11 months after

sustainability ratings were first published in March 2016, high sustainability-rated funds received more than $24 billion in positive

flows, while funds rated low in sustainability experienced more than $12 billion in outflows. Both social preferences and social

signaling influence investors’ decisions to buy socially responsible mutual funds (Riedl and Smeets, 2017). In turn, a client’s socially
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responsible preferences influence the approach the advisor implements—a stronger or more distinctive preference requires a greater

level of customization.

Seeking to diversify a portfolio by considering a client’s human capital is another critical reason for customization. Ibbotson et al.

(2005) described human capital as “the present value of future wage income.” The source of a client’s future earnings should be

incorporated into their asset allocation just like the income-generating source of stocks and bonds. Perhaps the most salient example

is one of the starkest and harshest in recent memory: employees of Enron and of Worldcom who had invested all of their savings in the

stock of their employer experienced the double whammy of losing their future wages and retirement savings in one cruel swoop.

Because of the close advisor-client relationship, advisors understand the issues important to their clients and can customize an equity

portfolio that appropriately reflects their clients’ preferences. In his presentation at the 2019 Research Affiliates Advisor Symposium,

Dave Nadig suggested an augmented client questionnaire that moves beyond the basics of age, income, assets, and risk tolerance.

The themes he included nicely align with our observations around ESG and human capital customization. Advisors who guide clients

using the types of questions Dave Nadig suggests can deliver a rich client experience, and the resulting portfolio may then align more

closely with the client’s personal beliefs and circumstances. 

Potential Obstacles

While the opportunity for advisors to improve client outcomes via smart beta direct indexing can be compelling, it may also present

some limitations. (Our focus here is on the  approach  of direct indexing and not on a comparison of direct indexing to individual

exchange-traded products, which would require an analysis of fees, custody services, and trading cost differentials.)

https://www.researchaffiliates.com/
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A direct index approach raises the number of individual holdings in a client’s portfolio. Any large increase in line items likely requires

more time, effort, and resources to address and manage client concerns around company-specific risks. In recent months, frequent

headlines have trumpeted problems associated with human error, negligence, or social controversy, engulfing many large firms such

as Facebook, Boeing, Johnson and Johnson, and Goldman Sachs in corporate scandal.   Responding to “line-item” risk, often requiring

higher levels of administration and management activities, can shift time and resources away from higher value-add activities.

Even as technology rapidly evolves and transaction costs sink, making it easier to engage in direct indexing, trading numerous

securities in a portfolio is more complex and time consuming than investing one time in a wrapped product. Greater operational

complexity could also exacerbate errors; for instance, it may be hard to identify and correct a tax-related error in the algorithm widely

applied across a portfolio and thus to reduce the error’s impact on the portfolio and the related tax consequences.

Finally, not every client needs the tax advantages of smart beta direct indexing. As we discussed earlier, one of the benefits of direct

indexing is that it allows for tax-loss harvesting to offset realized taxable gains in a client’s portfolio. Such benefits are muted, however,

if a client’s portfolio is expected to generate limited taxable gains and, of course, are irrelevant in a tax-deferred account such as an IRA.

Wrapped products remain an important part of the advisor’s toolkit. Indeed, we view smart beta direct indexing as a complement to

smart beta ETFs and mutual funds. Advisors can access the same smart beta index exposure across their practice using an ETF or a

direct index, depending on the individual client’s preference for tax management and customization.

Guiding Clients toward Better Outcomes

After assessing best approaches and implementation routes to meet client objectives, the advisor is in a unique position to help clients

realize the full potential of the approach they jointly select in ways that mark the essence of a long-term fiduciary relationship:

establishing philosophical buy-in, framing client conversations, and sharing narratives grounded in research.

Let’s begin with establishing philosophical buy-in and plausibility. Recall that the investment industry has identified a handful of rules-

based approaches or investment styles, such as the Fundamental Index strategy, value, low volatility, and quality, which have produced

meaningful excess returns and/or reductions in risk over the long run. Granted, outside of a select few, the majority of these smart beta

strategies are backtests, involve data mining, and have not delivered live outcomes that come close to backtested results (Arnott et al.,

2019).
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That said, certain academic studies and practitioner papers have provided a framework for determining factor robustness and have

used these frameworks to document a few robust, well-established factors or styles. These studies include, but are not limited to, the

work of Fama and French (1992, 2015), Asness (1994), Asness, Moskowitz, and Pedersen (2013), Ang (2013), Novy-Marx (2013),

and Beck et al. (2016). Accordingly, the investment industry has acquired a deep and rich understanding of the economic plausibility

underlying the reasons why a particular style or factor produces a more efficient outcome over the long run.   More importantly,

practitioners such as Chow et al. (2011) have developed and tested so-called smart beta strategies to capture the expected returns of

the style or factor after considering real-world transaction costs. Applying these smart beta strategies in multiple geographies and

across multiple definitions has improved our understanding of their likely long-term excess returns (the destination) and potential

range of performance results that will be encountered along the way (the journey).

An abundance of academic and practitioner literature in support of smart beta and factor investing is available, but rarely makes its way

into the hands of end investors. People are busy. Many do not have the time for or interest in gaining a deep understanding of the more

theoretical and empirical aspects of investing their money.  Quantitative research and its resulting investment strategies are especially

difficult to translate into understanding or action. Few of us are “wired” to intuitively grasp implications of regression tables, but are

highly receptive to narratives and stories, as Shiller (2017) observed:

The human species, everywhere you go, is engaged in conversation. We are wired for it: the human brain is built around

narratives. We call ourselves Homo sapiens, but that may be something of a misnomer—sapiens means wise. The evolutionary

biologist Stephen Jay Gould said we should be called Homonarrator.
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Many smart beta styles substantially overlap with the techniques of active managers, but can be accessed at far lower cost. The lower-

cost advantage arises from smart beta strategies’ rules-based construction as well as from careful craftsmanship (Israel, Jiang, and

Ross, 2017), which allows for higher capacity, improved liquidity, lower turnover, and a wider universe coverage (Li and Shepherd,

2018). Hence, smart beta strategies have enjoyed widespread adoption as their popularity has grown.

Advisors—especially those willing to synthesize the industry’s large body of research and build effective narratives to educate their

clients—are positioned to gain client buy-in and tap into the potential opportunity of smart beta direct indexing. Using narratives

grounded in research, advisors can build their clients’ trust and educate them on the prudence of adopting a long-term view. By

consistently establishing philosophical buy-in of the factor or style  and  by framing client conversations with an expected range of

returns, advisors give clients the tools they need to stay the course through the inevitable highs and lows of the market cycle. The

regular and customary high-bandwidth in-person conversations advisors engage in with their clients make this possible.  

Conclusion

Legendary coach John Wooden has said that he considers the powerful influence that a leader, particularly a teacher or coach, has on

those he or she leads to be a “sacred trust” (Wooden and Jamison, 1997). Increasingly, we are witnessing advisors becoming their

clients’ teacher or coach in financial markets. At its core, the advisor-client relationship entails the same type of sacred trust. This

relationship undergirds the need for advisors to assess the potential value-add of smart beta direct indexing for their clients.

By understanding a client’s particular tax situation, advisors can oversee the tax advantages afforded by smart beta direct indexing. Just

as important, advisors can guide clients in aligning their equity portfolio with personal beliefs, values, and employment circumstances.

Finally, to help the client stay the course and maximize the potential of any strategy, advisors can establish and reinforce the theoretical

framework that builds philosophical buy-in and long-termism through performance cycles. Accordingly, a careful consideration of

smart beta direct indexing needs to be near the top of an advisor’s to-do list in the years ahead. 

Endnotes

1. The term direct indexing may be new, but the concept of replicating an index by owning the individual securities held in the index is a

long-standing one. For example, Parametric’s Custom Core separately managed account (SMA) has given clients the ability to

flexibly customize tax-managed index-based portfolios since 1992.

2. In addition to buying all 500 securities according to their weights, a process known as replication, a direct index manager could also

use a technique known as sampling, which uses a smaller subset of securities, as a means to achieve index returns.

3. Zweig (1999) explained that before the world’s first open-end mutual fund in 1924, buying an “investment “trust” required that

“you’d shell out a 10% sales charge and fork over up to 12.5% of your profits for the manager’s annual fees. And your ‘trust’ would

probably refuse to tell you what stocks and bonds it held.”

4. Because of newer technological systems, direct indexing providers and software vendors can more economically monitor large

quantities of tax lots and individual positions, even for accounts with low assets.

5. Liquidation in this case means selling the entire portfolio at a single terminal date at which time the gains are realized. In the interim,

because the gains remain unrealized, the taxes are deferred, which allows a larger portion of the portfolio to grow and compound

over time. Thus, the ability to defer capital gains and their associated taxes has been described as an interest-free loan. Berkin and

Ye (2003) used a 35% tax rate, acknowledging that taxpayers with a higher marginal rate should care more about the impact of

taxes than the authors’ results suggest and taxpayers with a lower marginal tax rate should care somewhat less.

6. For interested readers, our colleagues discuss why we believe investors can achieve their dual objectives of social responsibility and

long-horizon outperformance using a thoughtfully designed strategy (Treussard, Li, and Sherrerd 2018).
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7. The total market value of US firms involved in corporate crisis incidents that have become public since 2016 is over $1.5 trillion

(The Economist, 2019).

8. In his Presidential Address to the American Finance Association in 2017, Cam Harvey (a Research Affiliates partner and senior

advisor) asserted that we as an industry must establish the economic plausibility of why a strategy will produce a higher return. For

practitioners, an interesting thought experiment related to economic plausibility is “Who’s on the other side of the trade?”

9. More information is available on the Smart Beta Interactive tool on the Research Affiliates website.

10. John can attest. As a coauthor of the Fundamental Index: A Better Way to Invest (Wiley, 2008), he sees the book proudly displayed

on his retired parents’ bookshelf. They have the time to spend and the interest in learning more about their son’s work, but they

have yet to read the book cover to cover since its publication 11 years ago!  
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,

commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,

a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.

No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have

under- or over- compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have

had on the advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight.

Simulated returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will

perform in the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns

represent back tested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment.

Indexes are not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC

(“RA”) and its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied,

regarding the accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information. 

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The

information contained in this material should not be acted upon without obtaining advice from a registered professional. RA is an investment adviser registered under the Investment

Advisers Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a

broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.

Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information

provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;

however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the

exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including

an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See

applicable US Patents, Patent Publications and protected trademarks located at https://www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which

are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right

to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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