
David Booth’s Dimensional Stirs Up 
Old Passive-Investing Fears

Wall Street has long thought that one of 
passive investing’s biggest flaws was fading 
away. Not so fast, says Dimensional Fund 
Advisors.

The so-called index effect, where stocks 
joining a major benchmark display abnor-
mal returns in the days leading up to their 
addition before reversing after, is alive and 
well, according to the pioneering quant 
firm. As a result, investors with trillions of 
dollars in passive products are leaving “re-
turns on the table,” Dimensional argues in 
a new study.

It’s all because index funds tend to 
doggedly track their gauges with rigid, 
predictable trades. The effect means they 
aren’t operating efficiently.

“Index funds are systematically buying 
at temporarily high prices when they’re 
adding and selling at temporarily low 
prices, which is the opposite of what 
you’re supposed to do as an investor,” said 
Joel Schneider, deputy head of portfolio 
management at Dimensional. “They’re 
doing the exact opposite because of their 
own mechanics.”

On one level, the conclusions of the 
David Booth-founded firm are no surprise. 
They align with Dimensional’s own found-
ing principles, which see shortcomings in 
both indexing and stock picking (it takes 
a path between the two with systematic, 
rules-based approaches).

Yet for all their popularity, index funds 
remain a divisive topic in the financial 
world. While their many fans point to 
their dirt-cheap fees, track record against 
active managers and general role in 
democratizing investing, critics see price-
insensitive whales that are eating Corpo-
rate America and potentially distorting the 
market.

The research rekindles one of the old-
est worries about passive investing at a 
sensitive time. Dimensional’s study landed 

not long after concerns were raised about 
index funds pushing trading activity to 
the close, and in the same month that 
Vanguard Group warned investors US 
regulators may limit the size of company 
stakes the passive giant can hold.

Using data from 10 US stock indexes 
from 2014 to 2023, Dimensional research-
ers Kaitlin Hendrix, Jerry Liu and Trey 
Roberts looked at the performance of se-
curities in the 20 trading days before and 
after index changes. The method is similar 
to earlier studies, but the trio made crucial 
adjustments.

Ever since the index effect was first 
documented, the companies that run the 
gauges and the issuers of funds following 
them have taken mitigating steps. This 
has included increasing the frequency of 
reconstitution events and having more 
overlap between benchmarks in the same 
family, like between a mid-cap and large-
cap index. Dimensional sought to strip out 
the latter by focusing on “nonmigrating” 
stocks — those which were not moving 
from one gauge to another within the 
same family.

It found that the average cumulative 
excess return of securities added to or 
deleted from an index is 4% over the 20 
trading days before inclusion, which is 
followed by a decline of -5.7% in the 20 
days after.

The well-studied reason behind the 
moves is that most index funds, in order 
to minimize tracking error with their 
respective benchmarks, only buy incom-
ing stocks or sell outgoing ones on the day 
that the changes go into effect. Meantime, 
active investors can buy right after the 
announcement, selling at a higher price 
when the passive products need to buy.

Put another way, by the time index 
funds actually acquire the shares, the 
expectations that billions of dollars will 
need to buy the stock have already been 
priced in.

To some market players, the cost is a 
necessary price paid by index funds to en-
sure ample liquidity when they need to re-
balance en masse. The pros front-running 
the actual reconstitution are effectively 
helping dilute that demand over a few 
days, and stand ready to trade with the 
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funds at the key time. And while passive 
products may buy and sell inefficiently, 
their otherwise low running costs have 
saved investors billions in typical fees.

The results of the research also contra-
dict several studies in recent years that 
claimed the index effect was in structural 
decline. Various causes have been cited 
for its apparent disappearance, from the 
changes made by those designing the 
benchmarks to the front-running trade 
becoming crowded.

Meanwhile, some fund issuers maintain 
discretion to build a position in a stock in 
advance of adding it to a fund, theoreti-
cally blunting the index effect.

Yet trading volumes on reconstitution 
day, and in particular at the close, sug-
gest those are in a minority. Dimensional 
used high-frequency trading data from 
between 2019 and 2023 to show “abnor-
mally high trade volume” on rebalance 
day, concentrated around the close. The 
firm also found a good chunk of the ab-
normal returns it measured occurred at 
this time, matching a similar pattern seen 
in Europe.

Austin, Texas-based Dimensional is the 
largest issuer of actively managed ETFs, 
with roughly $151 billion across its lineup, 

according to data compiled by Bloomberg.
The firm says investors can look to 

mitigate the index effect by trading on 
different dates or spreading trades over a 
few days, but the best option would be “a 
daily process that consistently focuses on 
stocks with higher expected returns and 
spreads turnover across all trading days in 
the year.”

“Such an approach allows investors to 

avoid the cost of demanding immediacy 
from the market,” the researchers wrote. 
“A daily process that uses real-time market 
information can enhance investment 
outcomes by maintaining continuous 
and accurate exposure to securities with 
higher expected returns while also spread-
ing turnover through time.”

— With assistance from Justina Lee



 

     

The opinions expressed herein represent the personal views of the author and 
not necessarily those of Dimensional Fund Advisors LP or its affiliates, and they 
are subject to change continually (including due to changes in the law) and 
without notice of any kind. 

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. 

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. 

CANADA 
These materials have been prepared by Dimensional Fund Advisors Canada ULC. 
The other Dimensional entities referenced herein are not registered resident 
investment fund managers or portfolio managers in Canada. 

This material is not intended for Quebec residents. 

Commissions, trailing commissions, management fees, and 
expenses all may be associated with mutual fund 
investments. Please read the prospectus before investing. 
Unless otherwise noted, any indicated total rates of return 
reflect the historical annual compounded total returns, 
including changes in share or unit value and reinvestment of 
all dividends or other distributions, and do not take into 
account sales, redemption, distribution, or optional charges 
or income taxes payable by any security holder that would 
have reduced returns. Mutual funds are not guaranteed, 
their values change frequently, and past performance may 
not be repeated. 

AUSTRALIA 
This material is issued by DFA Australia Limited (AFS License No. 238093, ABN 
46 065 937 671). This material is provided for information only. No account has 
been taken of the objectives, financial situation or needs of any particular 
person. Accordingly, to the extent this material constitutes general financial 
product advice, investors should, before acting on the advice, consider the 
appropriateness of the advice, having regard to the investor’s objectives, 
financial situation and needs. Investors should also consider the Product 
Disclosure Statement (PDS) and the target market determination (TMD) that has 
been made for each financial product either issued or distributed by DFA 
Australia Limited prior to acquiring or continuing to hold any investment. Go to 
dimensional.com/funds to access a copy of the PDS or the relevant TMD. Any 
opinions expressed in this material reflect our judgement at the date of 
publication and are subject to change. 

NEW ZEALAND 
This material is issued by DFA Australia Limited (incorporated in Australia, AFS 
License No. 238093, ABN 46 065 937 671). This material is provided for 
information only. This material does not give any recommendation or opinion 
to acquire any financial product or any financial advice product, and is not 
financial advice to you or any other person. No account has been taken of the 
objectives, financial situation or needs of any particular person. Accordingly, 
investors should, before acting on the advice, consider the appropriateness of 
the advice, having regard to the investor’s objectives, financial situation and 
needs. Investors should also consider the Product Disclosure Statement (PDS) 
and for the Dimensional Wholesale Trusts the target market determination 
(TMD) that has been made for each financial product or financial advice product 
either issued or distributed by DFA Australia Limited prior to acquiring or 
continuing to hold any investment. Go to dimensional.com/funds to access a 
copy of the PDS or the relevant TMD. Any opinions expressed in this material 
reflect our judgement at the date of publication and are subject to change. 

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., 
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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