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Should I Pursue a Tax-Managed Indexing Strategy? 
Passive indexing is estimated to be a roughly $13.3T industry, just modestly surpassing the $13.2T in actively 
managed investment strategies in 20231. The ability to lower fees and the challenges associated with successful 
manager selection in certain asset classes has largely driven this trend towards passive management for good 
reason. However, taxable investors must also grapple with the impact of capital gains taxes, which are levied anytime 
a profitable investment is sold. Further complicating matters, capital gains taxes can be long-term, short-term and 
the IRS permits investors to offset realized capital gains with realized losses to lessen the tax burden. Then, there are 
the IRS Wash Sale rules that must be factored in. What was once a relatively simple investment decision to index can 
quickly evolve into mind-numbing tax exercise… 

Enter Tax-Managed Indexing, which is the investment management industry’s solution to address this very issue. 
Instead of just purchasing an ETF or a Mutual Fund to gain index exposure, Tax-Managed Indexing offers a portfolio 
of individual securities that are designed to mimic the performance of an index selected by the client. Further, Tax-
Managed Indexing managers seek to minimize a portfolio’s capital gains tax by actively selling securities trading at a 
loss for tax purposes. So is Tax-Managed Indexing right for every taxable investor? Like most things in the investment 
business, the devil is in the details. 

Tracking Error = Standard Deviation of (Portfolio Return – Benchmark Return) 

Simply put, Tracking Error quantifies the degree to which the performance of a managed portfolio deviates from its 
benchmark. For indexing mandates, investors seek very low Tracking Error since the intent is to track a benchmark. 
When tax management is introduced to an indexed portfolio, Tracking Error will naturally increase as the indexing 
manager trades the account to reduce capital gains taxes. Thus, Tax-Managed Indexing involves striking the 
appropriate balance between minimizing capital gains taxes and lowering Tracking Error. Investors considering Tax-
Managed Indexing should be prepared to advise the indexing manager as to their unique tolerance for capital gains 
tax versus their preference for Tracking Error. 

Fees are always an important consideration when evaluating any new investment, and Tax-Managed Indexing is no 
exception. While fees for passive ETFs/ mutual funds generally range from 0.02% - 0.70%, fees for Tax-Managed 
Indexing generally start around 0.25% assuming no fee negotiation with the manager. Thus, an important 
consideration for investors considering Tax-Managed Indexing is whether the reduction in capital gains taxes is likely 
to adequately compensate for the higher fees and higher Tracking Error. It is important to note that tax loss 
harvesting is generally most successful in the early years of a Tax-Managed Indexing portfolio’s life, and at a certain 
point, all of the losses will be exhausted unless fresh cash is added to the account. Of course, the timing of this 
condition and magnitude of losses to harvest is dependent upon whether a Tax-Managed Indexing portfolio is 
funded during a bull or bear market. Depending upon how successful an investor is in negotiating a preferential fee 
with the Tax-Managed Indexing manager, an inexpensive ETF may make more sense in many cases. 

A common issue with taxable equity portfolios is the existence of multiple low-cost basis stocks, which are difficult 
to manage around without triggering significant capital gains. Tax-Managed Indexing can prove to be an effective 
solution for this problem when the Tax-Managed Indexing account is initially funded with such low-basis stock 
holdings. This allows the manager to purchase other stocks around the low-cost basis holdings to realize capital gains 
over multiple tax years and gradually mimic a specified benchmark like the S&P 500 index. This strategy is particularly 
effective if the Tax-Managed Indexing portfolio is expected to receive cash inflows over time, resulting in more 
opportunities for the manager to harvest losses and reduce Tracking Error. 

So does a Tax-Managed Indexing strategy make sense for you? Below is a decision tree for you to consider in 
determining the appropriate indexing approach. 
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Past performance is not indicative of future results.  Index performance returns do not reflect any management fees, transaction 
costs, or expenses. Indices are unmanaged and cannot be invested in directly.  This document was prepared without regard to the 
specific objectives, financial situation, or needs of any particular person or entity who may receive it.   

This analysis is for informational purposes only and is not intended to be an offer, solicitation, or recommendation with respect to 
the purchase or sale of any security, nor a recommendation of services supplied by any investment organization and does not 
include all factors that should be considered when choosing an investment advisor or strategy.   

This presentation is not investment, legal, tax, or accounting advice.  Investors should consult with their own professional advisors 
for advice on any investment, legal, tax, or accounting issue(s).  While the information contained herein highlights important data, 
it does not purport to highlight all dimensions of risk.  The information provided herein is based on matters as they exist as of the 
date of preparation, or otherwise indicated throughout the presentation, and not as of any future date, and will not be updated 
or otherwise revised to reflect information that subsequently becomes available, or circumstances existing or changes occurring 
after the date hereof.   

No representations are made as to the accuracy or completeness of the information set forth in these materials.  LCG reserves the 
right at any time and without notice to change, amend, or cease publishing the information.  

Standard deviation is a measure of return volatility over a given time period. Standard deviation is computed using the trailing 
quarterly total returns for the appropriate number of quarters. Standard deviations for periods greater than 1 year are annualized 
by multiplying the quarterly standard deviation by the square root of 4 as there are 4 quarters per year. 

The S&P 500 Index is an unmanaged capitalization-weighted index of 500 stocks designated to measure performance of the broad 
domestic economy through changes in the aggregate market value of 500 stocks representing all major industries. The S&P 500 
Index is for comparison purposes only. It may or may not hold similar securities to those held by LCG’s clients, and therefore, little 
correlation may exist. 

Indices referenced are unmanaged and cannot be invested in directly.  Index returns do not reflect any investment management 
fees or transaction expenses.   


