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extrapolate these technology-based 
trends into the future. A simple example 
is the cost (commission) of a single 
stock trade for retail investors (see 
figure 1). Costs marched steadily down-
ward until Robinhood jumped the line 
and brought them to zero. The other 
major brokerage platforms then had to 
follow suit. 

An advisory firm starts by building a set 
of custom-index strategy templates that 
reflects the firm’s investing views (see 
table 1). These templates are like the set 
of basic blueprints a homebuilder uses 
repeatedly before tweaking each home 
to the needs of each individual home-
buyer. Each firm’s templates are differ-
ent, highlighting the power of a fully 
customizable platform. After building 
strategy templates, firms further tailor 
strategy rules at the individual account 
level, based on specific client circum-
stances and preferences. 

Figure 2 shows a generic picture of how 
new technology gets adopted within a 

(i.e., beta) and then account for each 
investor’s needs in areas such as taxes 
and tax treatment, desired returns, 
income, risk exposures, environmental, 
social, and governance (ESG), and more. 

Custom indexing will win significant 
share from simple index funds and ETFs 
as well as basic index proxies imple-
mented through separately managed 
accounts (direct indexes) because it will 
continue to offer the benefits of its prede-
cessors (low cost and tax friendliness) 
and also layer in significant new benefits. 

AN INEVITABLE FUTURE
Custom indexing is a great example of  
a new product that sits on what venture 
capitalist Josh Wolfe calls an “arrow  
of progress.” In technology, we can 
observe trend lines—arrows of progress—
that show improvement in key product 
dimensions that matter to customers 
(e.g., cost, speed, convenience, selec-
tion, and personalization). Because  
technology tends to advance consis-
tently (and exponentially), it’s safe to 

Custom indexing is a technology, 
and technology often removes 
barriers. Co-mingled funds 

and exchange-traded funds (ETFs) 
sit between investors and the stocks 
they own. Funds and ETFs are wonder-
ful technologies that have been good 
to investors. However, in the future, 
because of custom-indexing software, 
zero-commission trading, and fractional 
share trading, more investors will own 
their shares directly rather than through 
mutual funds and ETFs. 

By 2025, most financial advisors will  
use web-based software to create and 
manage custom indexes for clients. 
Standard indexes have a single method-
ology; one set of rules dictates what they 
own and how they rebalance. Standard 
indexes are one-size-fits-all. Like stan-
dard indexes, custom indexes also invest 
and rebalance according to a defined 
methodology. The methodology, 
however, is personalized to an investor’s 
circumstances and preferences, and it 
can be adjusted easily as an investor’s 
circumstances change. This flexibility  
is possible because custom indexes are 
implemented through separate accounts, 
where investors can directly own a 
custom mix of individual stocks rather 
than indirectly owning positions through 
a collection of funds and ETFs. This is 
also possible because technology allows 
advisors to build custom models that meet 
their capital-market assumptions at scale.

If the past year is any indication of the 
future, custom indexes will be built 
using dynamic software. They typically 
will start with broad market exposure 
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Figure
1 COMMISSION COST TREND, 1989−2019 ($) 

Source: Charles Schwab. Fall Business Update
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population. Today, we are in the “early 
market” phase of custom indexing.  
Some registered investment advisors 
(RIAs) have started to consider and 
adopt custom-indexing solutions; they 
are the “innovators” in figure 2. Soon, 
custom indexing will gain “early adopt-
ers.” Before long, more advisors will 
adopt this new technology, because the 
ability to build a customized strategy 
will become table stakes for winning 
new clients and continuing to improve  
relationships with existing clients. 

But rather than focusing on the next year 
or two, let’s look five to 10 years into the 
future. This makes certain things easier 
to predict. Looking five to 10 years out, 

EXAMPLE STRATEGY TEMPLATES
Allocation Advisor A Advisor B Advisor C Advisor D

Equity

U.S.

U.S. Large Cap

Passive 100% 37.5% 28.0% 35.0%

Factor (Value) 12.5% 2.3% 8.3%

Factor (momentum) 2.3% 8.3%

Factor (Shareholder Value) 2.3% 8.3%

Factor (Dividend/Stability) 25.0%

U.S. SmID

Passive 7.5% 2.3%

Factor (Value) 2.5% 3.4%

Factor (momentum) 3.4%

Factor (Dividend/Stability)

U.S. micro

Passive

Factor (Value)

Factor (momentum)

Int’l Int’l All Cap

Passive 30.0% 21.6% 15.0%

Factor (Value) 10.0% 7.2%

Factor (momentum) 7.2%

Factor (Dividend/Stability)

ESG Thematic Strategies 
(tilt toward/screen out)

Environmental/Pollution/
Climate Change

Tilt Toward + 
Screen Out

Human Rights Violations Tilt Toward + 
Screen Out

Wage & Workplace Equality Tilt Toward + 
Screen Out

Lack of Gun Control Laws Screen Out Only

Women Empowerment Tilt Toward + 
Screen Out

moral/Ethical/Family Decline Tilt Toward + 
Screen Out

Fixed 
Income Fixed Income Short Duration/

medium Credit Risk 20.0%

Total  100% 100% 100% 100%

Table
1

Figure
2 TECHNOLOGY ADOPTION LIFE CYCLE

Source: YouTube. J. Scott Christianson. “Technology Adoption Life Cycle”
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THE HISTORY OF INDEXING

THE EVOLUTION OF INDEXING

Source: Charles Schwab. Fall Business Update

Source: Charles Schwab. Fall Business Update

The history of indexing could be oversimplified to:

To which we will now be adding a fourth chapter:

Costs matter
(Simple Indexing)

Taxes matter
(Direct Indexing)

Factors matter
(Smart Beta)

Investors are not homogeneous,
and they matter
(Custom Indexing)

it’s hard to imagine a world where custom 
indexing doesn’t dominate, because most 
of the frictions that would have stopped 
custom indexing—mostly in the form of 
dollar costs and manual workflows—will 
have disappeared. Therefore, custom index-
ing appears to be an inevitability, and 
advisors should be thinking about how 
they will embrace this new technology. 

HOW WE GOT HERE
Figures 3 and 4 show that each simple 
step in the indexing progression builds 
upon the previous step. Direct indexing 
carried forward the low-cost benefits of 
simple indexing, and custom indexing 
will carry forward the benefits of low  
costs and tax-loss harvesting. 

Once advisors adopt custom-indexing 
solutions, they will not go back to funds 
because there will be no reason to trade 

down for less overall functionality.  
Even those with clients who want to  
own the S&P 500 with no modifications  
in a non-taxable account will be able  
to accommodate that need using a  
custom-indexing platform. 

WHY NOW?
Why haven’t custom indexes and custom-
indexing platforms appeared until now? 
Because the required software is hard to 
build and industry conditions—including 
zero-commission trading—now are 
evolved enough to make it possible. For 
example, my firm’s platform was built atop 
a decade’s worth of custom-built internal 
software. The inspiration was Amazon 
Web Services’ strategy of offering internal 
tools as external services. It took 10 years 
to build and refine those tools to handle 
trading, performance, daily model genera-
tion and rebalancing, and account 

management. These systems are the  
lifeblood of a separate account asset 
management business. 

LESSONS LEARNED
Customization matters
At my firm, 70 percent of accounts  
on our custom indexing platform have 
unique settings. That percentage is 
expected to grow as advisors continue  
to get comfor  table with this new way of 
man  aging clients’ money. 

Taxes are central
Advisors want more nuanced and useful 
customized tax features. These features 
fall into three categories: ongoing tax 
management, tax-aware transitions, and 
tax-alpha reporting.

Direct indexing improved simple index-
ing for taxable investors by generating 
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error tends to be in the portfolio, but  
for many, that is a fine and a fair 
trade-off. 

Custom indexes require  
custom reporting 
One of the largest barriers to making 
custom indexing work for advisors is 
ongoing client reporting. After all, if 
investors have unique strategies, each 
will have a unique performance.1 
Traditionally, most advisors have all 
their clients in the same few strategies, 
so reporting becomes a one-size-fits-all 
exercise. Custom indexing changes that.

Quantitative research and software 
development are the competitive 
battlefields in custom indexing 
Building a custom-indexing platform 
requires two research and development 
teams: a quantitative investment research 
team and a software development team. 
Together, they need to provide advisors 
with one web-based place to build, track, 
and report on clients’ custom-index strat-
egies. Advisors need to be able to easily 
create investment templates that address 

Optimizing transitions and ongoing tax 
management are important, but so are 
some other details such as the following:

Factor exposures are a means,  
not an end 
Investors often are seeking something 
other than returns. Risk, income, down-
side protection, or exposure to inno vative 
companies are also key outcomes that 
people want to achieve, and they want to 
use factor-based strategies to achieve 
those outcomes. Factors are simply tools 
to improve the probabilities of certain 
outcomes that investors care about.

ESG is personal 
More investors want some consideration 
of ESG factors in their portfolios, but 
ESG means different things to different 
investors. Some care exclusively about 
eliminating fossil fuels, others seek to 
avoid unhealthful consumer products, 
and many want to adjust their portfolios 
to accommodate a range of issues they 
deem important. Many are unhappy 
with ETF-based ESG offerings that 
often do too many things or don’t solve 
the investor’s specific issues. The stricter 
the ESG settings, the higher the tracking 

useful tax losses while sticking close 
(enough) to the performance of the 
simple index. Tax losses are important, 
but so is customization of tax strategy. 

Investors and advisors want to custom-
ize the following: 

 A The maximum amount of taxable 
gains realized while trading, in both 
dollar and percentage terms

 A The tax budget when transitioning 
from an old portfolio to a new custom 
index

 A The tracking error allowed to gener-
ate tax losses (e.g., move it higher in 
years with lots of gains to offset)

Each requires a large software build, but 
they are well-used features that help 
advisors with complex tax planning for 
clients. Such features can help plan for 
the cost associated with the transition 
from an existing portfolio to a custom-
index portfolio. An optimization tool 
takes in the existing portfolio’s cost 
basis, the client’s specific tax rates, and 
the desired custom index to generate a 
transition plan that attempts to mini-
mize the tax impact of the transition. Continued on page 21 

CUSTOM INDEXING VERSUS DIRECT INDEXING

Custom indexing differs from direct 
indexing in the following three key 
areas:

Flexible investment allocations 
set by you versus pre-packaged 
products set by them
Custom indexes are customizable. 
When building an allocation, invest-
ment levers can be pulled according to 
investor objectives. This can be as 
simple as weighting into passive for 
tax-management and cost-control or as 
complex as weighting into any combina-
tion of proprietary factors focused on 
alpha, downside protection, and income. 
Investors can set these levers as well as 
asset-allocation, market-cap, and 

geography inputs with exposure levels 
ranging from 0 percent to 100 percent, 
then further customize the portfolio for 
ESG values. With a custom-indexing 
platform, investors are not constrained 
to a pre-determined, off-the-shelf  
allocation or the watered-down factor 
definitions ubiquitous in today’s direct 
indexing. See table 1 for examples of 
strategy templates created by advisors.

Intuitive software interfaces versus 
brochureware 
Custom indexes are built using advisor-
driven software that seamlessly connects 
the workflows of advisors, custodians, 
and the trading team. The user interface 
needs to be expertly designed with a 

focus on ease of use and firm scale.  
A well-constructed custom-indexing 
platform means no more clunky, uncon-
nected processes patched together  
by email threads, paper, and hidden 
Excel files.

A partnership model where 
ideas go from theoretical to 
implementable
Custom indexing is about creating 
strong partnerships, new opportunities, 
and solutions for advisors and investors. 
Creating a custom-indexing platform 
requires listening to the platform’s 
users, delivering a more-robust toolset, 
and maintaining an ever-evolving plat-
form for the benefit of all clients.
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 3.  Fixed rolling schedule refers to rolling over 
futures contracts to switch from the front 
month contract that is close to expiration 
to another contract in a further-out month 
with a fixed maturity difference. 

 4.  Contango is a situation where the futures 
price of a commodity is higher than the 
spot price.

 5.  Futures contracts with shorter maturities, 
located at the front-end of futures curves.

 6.  From December 20, 1999, to January 31, 2021. 

All references to tax matters or information provided in this 
material are for illustrative purposes only and should not be 
considered tax advice and cannot be used for the purpose of 
avoiding tax penalties. Investors seeking tax advice should consult 
an independent tax advisor.

Jeremy Schwartz and Jianing Wu are registered representatives 
of Foreside Fund Services, LLC. Florian Ginez is an employee 
of WisdomTree Europe Limited, a European subsidiary of 
WisdomTree Asset Management Inc.’s parent company WisdomTree 
Investments, Inc.

C O N T I N U I N G  E D U C A T I O N
To take the CE quiz online, go to  

www.investmentsandwealth.org/IWmquiz

the SEC, where he is also a portfolio manager. 
He earned a BA in philosophy from the 
University of Notre Dame.. Contact him at  
patrick.oshaughnessy@osam.com. 

ENDNOTE
 1. Although customization does alter 

performance, we’ve found most advisors 
adopt a firm-level baseline. 

Please remember that past performance may not be indicative 
of future results. Different types of investments involve varying 
degrees of risk, and there can be no assurance that the future 
performance of any specific investment, investment strategy,  
or product (including the investments and/or investment strategies 
recommended or undertaken by OSAM), or any non-investment 
related content, made reference to directly or indirectly in this 
newsletter will be profitable, equal any corresponding indicated 
historical performance level(s), be suitable for your portfolio or 
individual situation, or prove successful. Due to various factors, 
including changing market conditions and/or applicable laws,  
the content may no longer be reflective of current opinions  
or positions. Moreover, you should not assume that any discussion  
or information contained in this piece serves as the receipt of,  
or as a substitute for, personalized investment advice from OSAM. 
To the extent that a reader has any questions regarding the 
applicability of any specific issue discussed above to his/her  
individual situation, he/she is encouraged to consult with the 
professional advisor of his/her choosing. OSAM is neither a law 
firm nor a certified public accounting firm and no portion of the 
newsletter content should be construed as legal or accounting 
advice. A copy of the OSAM’s current written disclosure statement 
discussing our advisory services and fees is available upon request. 
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was to buy all listed stocks, weighted by 
their float-adjusted market cap. Today, 
thousands of strategies based on quanti-
tative formulas give investors exposure 
to themes, factors, or other categories, 
made available through funds, ETFs, and 
sometimes separate accounts. But in the 
future, investors no longer will buy into 
someone else’s formula; each investor 
will buy into a custom formula. 

Patrick O’Shaughnessy, CFA®, is chief executive 
officer of O’Shaughnessy Asset Management 
(OSAM), a registered investment adviser with 

their firm’s philosophy, then address  
each of their clients’ unique objectives 
(with scale in mind). This means that 
custom-index providers need to be expe-
rienced asset management firms that 
have technology at their core. 

WHERE WE GO FROM HERE
Custom indexing may be inevitable 
within the next five to 10 years, but we 
all live in the here and now. We focus on 
the problems directly in front of us, not 
those around the corner. For RIAs, a 
switch to a new foundational platform is 
a huge and time-intensive choice. But 
those who adopt a custom-indexing 
approach now will have a significant 
competitive advantage with clients and 
prospects. Custom indexing comes with 
software tools for reporting and other 
tasks that now require manual work. 
These software platforms free up time 
for advisors to focus on what matters 
most—meeting new clients and doing 
more for existing clients. 

Index investing always has been formu-
laic. The formula for the first index fund 

CUSTOm INDEXING
Continued from page 15

program. As investors balance between 
risk and return in this environment, we 
believe commodities should be consid-
ered as an essential allocation in portfo-
lios to combat low interest rates, hedge 
inflation, diversify market risk, and posi-
tion for a weakening USD.

For investors seeking to incorporate 
commodities into their portfolios, 
broad-based commodity funds are the 
best vehicles for gaining exposure. 
When selecting the suitable commodity 
fund, investors need to pay attention to 
its fund structure, sector exposure, and 
rolling mechanism. Understanding the 
differences could help investors find  
the right strategy to strengthen their 
economic outlook and achieve their 
investment goals. 

Jeremy Schwartz, CFA®, is global head of 
research at WisdomTree Asset Management. 
He earned a BS in economics from The 
Wharton School of the University of 
Pennsylvania. Contact him at jschwartz@
wisdomtree.com.

Florian Ginez, CFA®, is associate director, 
quantitative research at WisdomTree Asset  
Management. He earned an MSc in internat–
ional management from NEOMA Business 
School. Contact him at fginez@wisdomtree.com.

Jianing Wu is a senior analyst, research at 
WisdomTree Asset Management. She earned 
a BA in mathematics and philosophy from 
Boston College and a master of finance from 
the Massachusetts Institute of Technology. 
Contact her at jwu@wisdomtree.com.

ENDNOTES
 1.  From December 31, 2021, to may 7, 2021.
 2.  Including JP morgan, Goldman Sachs, and 

morgan Stanley. 

Today, thousands of strate-
gies based on quantitative 
formulas give investors  
exposure to themes, factors, 
or other categories, made  
available through funds, 
ETFs, and sometimes  
separate accounts.

© 2021 Investments & Wealth Institute. Reprinted with permission. All rights reserved.© 2021 Investments & Wealth Institute. Reprinted with permission. All rights reserved.



®

© 2021 Investments & Wealth Institute®. Reprinted with permission. All rights reserved.

INVESTMENTS & WEALTH INSTITUTE® is a registered mark of Investment Management Consultants Association Inc. doing business as Investments & Wealth 
Institute. CIMA®, CERTIFIED INVESTMENT MANAGEMENT ANALYST®, CIMC®, CPWA®, CERTIFIED PRIVATE WEALTH ADVISOR®, RMA®, and RETIREMENT MANAGEMENT 
ADVISOR® are registered certification marks of Investment Management Consultants Association Inc. doing business as Investments & Wealth Institute. 

5619 DTC Parkway, Suite 500
Greenwood Village, CO  80111
Phone: +1 303-770-3377
Fax: +1 303-770-1812
www.investmentsandwealth.org


