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Direct Indexing: A New Frontier in Personalized Investment Strategies

Executive Summary: Direct indexing is an innovative investment approach with the goal to
allow investors to seek the performance of an index by directly owning individual stocks, that
make up a given index rather than traditional index-based investment vehicles such as mutual
funds or exchange traded funds (ETFs). This white paper explores its benefits, challenges,
potential risks, and future impact on investment management.

Introduction: Direct indexing is emerging as an alternative to mutual funds and ETFs, providing
more control and tax benefits for high-net-worth and retail investors.

Understanding Direct Indexing Definition and Mechanics Direct indexing involves purchasing
individual stocks to provide index-like returns and offering direct ownership in a separately
managed account.

Key Features:
e Customization: Tailor portfolios to specific goals and values.
o Tax Efficiency: Strategic tax-loss harvesting.
e Transparency: Full visibility into holdings.
o Flexibility: Include or exclude specific stocks or sectors.

Examples of Direct Indexing:

1. Tax-Loss Harvesting: Selling underperforming stocks during a downturn to offset gains
elsewhere.

2. ESG Customization: Excluding companies that don't meet ESG standards.

3. Sector Overweighting: Overweighting technology stocks while replicating broader index
performance.

Benefits of Direct Indexing:

e Enhanced Tax Management: Harvest tax losses, control capital gains timing, and
manage tax lots strategically.

¢ Portfolio Customization: Align investments with personal values, exclude specific
companies, and manage concentrated positions.

o Potential for Outperformance: Opportunities through tax-loss harvesting, factor tilts,
and strategic rebalancing.



Challenges and Considerations:
¢ Complexity and Management: Requires active management and regular rebalancing.

e Minimum Investment Requirements: Historically for high-net-worth investors, now
more accessible due to technology and fractional shares.

e Costs: Potentially higher management fees compared to low-cost index ETFs.
Potential Risks of Direct Indexing:

o Tracking Error: Risk of returns differing from the benchmark index.

e Concentration Risk: Potential over-reliance on a few stocks or sectors.

e Complexity and Management Burden: Time-consuming and complex, requiring
sophisticated tools and expertise.

The Future of Direct Indexing:
¢ Increased Accessibility: Technology and fractional shares make it more available.
¢ Al and Machine Learning: Enhancing efficiency and effectiveness.
o Expansion of Customization Options: More factors and preferences to tailor portfolios.
e Hybrid Models: Combining direct indexing with other strategies.

Conclusion: Direct indexing offers a blend of index-like exposure with individual stock ownership
benefits. Despite its complexity, the potential for tax efficiency, customization, and improved
performance makes it an attractive option for many investors. As the investment landscape
evolves, direct indexing is likely to play a significant role in portfolio construction and wealth
management strategies.

If you would like to learn more and see if direct indexing fits into your investment/tax strategy,
please reach out to one of the members on our team.

Vic Philleo: Senior Vice President — Investments victor.philleo@raymondjames.com
Chris Holladay: Vice President — Investments chris.holladay@raymondjames.com
Kate Philleo: Financial Advisor — kate.philleo@raymondjames.com

Bobby Gillenwater: Financial Advisor — bobby.gillenwater@raymondjames.com
Phone: 844.629.1955
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