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Tax Matters

A common misconception in health is that “calories are bad.” Similarly, a misconception in investing is that “tracking error is bad.”

 

Not All Tracking Error Is Created Equal

Calorie counting misses a key point: some foods are better for you than others. A piece of candy and a serving of broccoli may have the
same calories, but their impact on health is different. Good nutrition depends not just on how many calories you consume, but also on
where those calories come from.

Investing has a similar misconception: “tracking error is bad.” This oversimplification may do investors more harm than good. To beat a
benchmark—whether before or after taxes—a strategy must accept some tracking error. And, just as with calories, investors have a choice
about the kind they take on in their portfolios.

Tracking error can be thought of as either “rewarded” or “unrewarded”. Rewarded tracking error comes from seeking alpha, where
investors deliberately take on risk because they expect compensation for it. By contrast, tracking error without the prospect of alpha is
more like “empty calories”—risk with no reward.

 

Direct Indexing Versus Active Management

Direct Indexing and Active Management both have tracking error, but it comes from very different sources. Direct Indexing is designed to
closely mirror a benchmark’s returns before fees, while harvesting tax losses along the way. The trades in these accounts are not made to
predict which securities will win or lose; they are driven by whether a position can be sold at a loss for tax benefits. On a pre-tax basis, this
type of tracking error is risk without the expectation of added return, which makes it sensible for managers to minimize it. Indeed, in
practice, many direct indexing managers successfully keep this uncompensated tracking error low.

On the other hand, active strategies such as tax-aware long-short strategies are built to outperform a benchmark. Here, managers
intentionally take positions by buying securities they believe are attractive and selling those they see as unattractive. In this case, tracking
error is not incidental but essential—it represents the deliberate risk taken in pursuit of alpha. For these strategies, the objective is not to
minimize tracking error, but to take the right amount of it to achieve investment goals. These strategies would take a similar level of
tracking error even if tax efficiency were not a consideration.

The distinction can be compared to nutrition. Just as good health depends not on avoiding calories altogether but on consuming the right
type and amount, investors aiming to outperform should not avoid tracking error. Instead, they should focus on ensuring their portfolios
contain rewarded tracking error, and the right amount, to meet their long-term objectives.
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in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.

This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses.

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein.

This material is intended for informational purposes only and should not be construed as legal or tax advice, nor is it intended to replace the advice of a qualified attorney or tax
advisor. The recipient should conduct his or her own analysis and consult with professional advisors prior to making any investment decisions.

AQR does not run direct indexing strategies and is providing information merely to form a framework to assist in the implementation of an investor’s own analysis and an investor’s
own view on the topic discussed herein.

Broad-based securities indices are unmanaged and are not subject to fees and expenses typically associated with managed accounts or investment funds. Investments cannot be
made directly in an index.

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons.
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