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Research shows that diversified equity portfolios can pursue higher-than-market returns 
by systematically emphasizing stocks with certain characteristics, such as smaller market 
capitalization, lower price-to-book, and higher profitability. The potential for higher 
returns sounds nice, but investors may be wondering what tradeoffs this entails.

If the concern is higher volatility than the market, investors may be comforted by what 
the data tell us. A marketwide US stock index emphasizing small cap, value, and high 
profitability stocks, such as the Dimensional US Adjusted Market 2 Index, had higher 
returns than the Russell 3000 Index but a similar standard deviation from January 1979 to 
June 2024. And pursuing these premiums has not amplified market downturns—the 
worst 12-month and 36-month returns were similar to those of the Russell 3000 Index.

The primary tradeoff is tracking error, or the extent to which short-term returns differ 
from the market. Emphasizing stocks with higher expected returns can lead to 
underperformance relative to the market when premiums associated with these stocks 
are negative. For example, the worst 12-month period for relative return saw the 
adjusted market index lag the Russell 3000 Index by about 13 percentage points (0.52% 
versus 13.54%).

To be clear, potential for deviations from the market is a consideration, but similar 
volatility to the market implies pursuing premiums doesn’t have to widen the range of 
outcomes for investment performance.
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Exhibit 1
Volatility vs. Tracking 
Error
January 1979–June 2024

Past performance is not a guarantee of future results.

In USD. Index data provided by Dimensional and Russell. Returns and standard deviations are annualized. The 
Dimensional indices represent academic concepts that may be used in portfolio construction and are not available for 
direct investment or for use as a benchmark. Index returns are not representative of actual portfolios and do not reflect 
costs and fees associated with an actual investment. See “Index Descriptions” for descriptions of the Dimensional index 
data. See ‘’Appendix’’ for corresponding end dates for return periods represented in the chart. Frank Russell Company is 
the source and owner of the trademarks, service marks, and copyrights related to the Russell Indexes. Indices are not 
available for direct investment; therefore, their performance does not reflect the expenses associated with the management 
of an actual portfolio. 

This article originally appeared in Above the Fray, a weekly newsletter for Dimensional 
clients.

 

GLOSSARY

Absolute return: The rate of return on an investment over a specified time period.

Market capitalization: The total market value of a company’s outstanding shares, 
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computed as price times shares outstanding.

Premium: A return difference between two assets or portfolios.

Price-to-book ratio (P/B): The ratio of a firm’s market value to its book value, where 
market value is computed as price multiplied by shares outstanding, and book value is 
the value of stockholder’s equity as reported on a company’s balance sheet.

Profitability: A company’s operating income before depreciation and amortization minus 
interest expense scaled by book equity.

Relative return: The difference between the rate of return of two investments over a 
specified time period.

Standard deviation: A measure of the variation or dispersion of a set of data points. 
Standard deviations are often used to quantify the historical return volatility of a security 
or portfolio.

Appendix: End Dates 
for Return Periods

INDEX DESCRIPTIONS
The Dimensional indices have been retrospectively calculated by Dimensional Fund Advisors LP and did not exist prior to their index 
inception dates. Accordingly, results shown during the periods prior to each index’s inception date do not represent actual returns of the 
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index. Other periods selected may have different results, including losses. Backtested index performance is hypothetical and is provided 
for informational purposes only to indicate historical performance had the index been calculated over the relevant time periods. 
Backtested performance results assume the reinvestment of dividends and capital gains.

Dimensional US Adjusted Market 2 Index was created by Dimensional in March 2007 and is compiled by Dimensional. June 1927–
December 1974: Targets all the securities in the eligible market with an emphasis on companies with smaller capitalization and lower 
relative price. The eligible market is composed of securities of US companies traded on the NYSE, NYSE MKT (formerly AMEX), and 
Nasdaq Global Market. Exclusions: non-US companies, REITs, UITs, and investment companies. Source: CRSP and Compustat. January 
1975–Present: Targets all the securities in the eligible market with an emphasis on companies with smaller capitalization, lower relative 
price, and higher profitability, excluding those with the lowest profitability and highest relative price within the small cap universe. 
Excludes companies with the highest asset growth within the small cap universe. Profitability is defined as operating income before 
depreciation and amortization minus interest expense divided by book equity. Asset growth is defined as change in total assets from the 
prior fiscal year to current fiscal year. The eligible market is composed of securities of US companies traded on the NYSE, NYSE MKT 
(formerly AMEX), and Nasdaq Global Market. Exclusions: non-US companies, REITs, UITs, and investment companies. Source: CRSP and 
Compustat. The calculation methodology was amended in January 2014 to include profitability as a factor in selecting securities for 
inclusion in the index. The calculation methodology was amended in December 2019 to include asset growth as a factor in selecting 
securities for inclusion in the index.

LEARN MORE

The Big Picture When It Comes to Small Caps

Has the US Market Performed Well Because It’s Business Friendly? 

Expect the Unexpected with Stocks

The information in this material is intended for the recipient’s background information and use only. It is provided in good faith and without 
any warranty or representation as to accuracy or completeness. Information and opinions presented in this material have been obtained or 
derived from sources believed by Dimensional to be reliable, and Dimensional has reasonable grounds to believe that all factual information 
herein is true as at the date of this material. It does not constitute investment advice, a recommendation, or an offer of any services or 
products for sale and is not intended to provide a sufficient basis on which to make an investment decision. Before acting on any information 
in this document, you should consider whether it is appropriate for your particular circumstances and, if appropriate, seek professional 
advice. It is the responsibility of any persons wishing to make a purchase to inform themselves of and observe all applicable laws and 
regulations. Unauthorized reproduction or transmission of this material is strictly prohibited. Dimensional accepts no responsibility for loss 
arising from the use of the information contained herein.

This material is not directed at any person in any jurisdiction where the availability of this material is prohibited or would subject 
Dimensional or its products or services to any registration, licensing, or other such legal requirements within the jurisdiction.

“Dimensional” refers to the Dimensional separate but affiliated entities generally, rather than to one particular entity. These entities are 
Dimensional Fund Advisors LP, Dimensional Fund Advisors Ltd., Dimensional Ireland Limited, DFA Australia Limited, Dimensional Fund 
Advisors Canada ULC, Dimensional Fund Advisors Pte. Ltd., Dimensional Japan Ltd., and Dimensional Hong Kong Limited. Dimensional Hong 
Kong Limited is licensed by the Securities and Futures Commission to conduct Type 1 (dealing in securities) regulated activities only and 
does not provide asset management services.

RISKS
 Investments involve risks. The investment return and principal value of an investment 
may fluctuate so that an investor’s shares, when redeemed, may be worth more or less 
than their original value. Past performance is not a guarantee of future results. There is 
no guarantee strategies will be successful.
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UNITED STATES

Dimensional Fund Advisors LP is an investment advisor registered with the Securities and Exchange Commission.

Investment products: • Not FDIC Insured • Not Bank Guaranteed • May Lose Value
 Dimensional Fund Advisors does not have any bank affiliates.

WHERE ISSUED BY DIMENSIONAL IRELAND LIMITED

Issued by Dimensional Ireland Limited (Dimensional Ireland), with registered office 3 Dublin Landings, North Wall Quay, Dublin 1, Ireland. 
Dimensional Ireland is regulated by the Central Bank of Ireland (Registration No. C185067).

WHERE ISSUED BY DIMENSIONAL FUND ADVISORS LTD.

Issued by Dimensional Fund Advisors Ltd. (Dimensional UK), 20 Triton Street, Regent’s Place, London, NW1 3BF. Dimensional UK is 
authorised and regulated by the Financial Conduct Authority (FCA) - Firm Reference No. 150100.

Dimensional UK and Dimensional Ireland do not give financial advice. You are responsible for deciding whether an investment is suitable for 
your personal circumstances, and we recommend that a financial adviser helps you with that decision.

Dimensional UK and Dimensional Ireland issue information and materials in English and may also issue information and materials in certain 
other languages. The recipient’s continued acceptance of information and materials from Dimensional UK and Dimensional Ireland will 
constitute the recipient’s consent to be provided with such information and materials, where relevant, in more than one language.

NOTICE TO INVESTORS IN SWITZERLAND: This is advertising material.

SINGAPORE

This material is deemed to be issued by Dimensional Fund Advisors Pte. Ltd. (UEN:201210847M), which is regulated by the Monetary 
Authority of Singapore and holds a capital markets services license for fund management.

This advertisement has not been reviewed by the Monetary Authority of Singapore.
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