
Executive summary
Over the last decade, U.S. large cap growth stocks have been far and away the best performing 
major financial asset in the world. However, as most good contrarians know, the most attractive 
prospective investment opportunities rarely come from past winners, especially when they 
have been of this magnitude. In this piece we consider three notable relative equity market 
underperformers during U.S. growth’s triumphant run: U.S. value, U.S. small, and China. Specifically, 
we share four avenues of analysis we recommend for differentiating between those assets which 
are poised to rebound and those which are in danger of continuing to disappoint:

1.	Valuations – Do these stocks actually look cheap?

2.	Fundamental drivers of returns – Which sources of underperformance are likely to mean-
revert (or not)?

3.	Changes in group characteristics – Have these groups of stocks become “junkier” or less 
profitable, which would justify lower fair value going forward?

4.	And finally, how should investors weigh structural forces that, whether or not they have 
impacted these groups to date, seem important to incorporate for evaluating future return 
potential?

Our analysis leads us to the following investment conclusions:

	■ U.S. large value equities are very attractive today – in fact, they have almost never been 
cheaper relative to the overall market. Their poor trailing returns have primarily been driven 
by falling relative valuations, not by deterioration in their underlying businesses. We believe 
large value stocks are positioned to outperform, especially in long/short portfolios (such as 
our Equity Dislocation Strategy) where it is easier to control stock-specific risk.

	■ U.S. small caps are also unusually inexpensive versus the market, but their falling relative 
valuation is partly deserved due to deteriorating profitability, increasing junkiness, and slowing 
growth (due to falling rates of IPOs and associated average business maturity). Given these 
headwinds, where we own U.S. small caps in our asset allocation portfolios we are oriented 
toward higher-quality businesses.

	■ Chinese stock valuations appear mildly attractive versus their history and are the cheapest 
major market today. However, the most meaningful influence on their poor returns has been 
deteriorating fundamentals and significant shareholder dilution, not falling valuations. 
Weakening return on capital and quality metrics, along with significant geopolitical and 
regulatory risks, make us cautious on China. We consider emerging markets outside of China 
to be a better risk/reward trade-off.
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The last decade’s performance
We will admit there is nothing particularly magical about starting our clock for selecting 
underperforming equity groups in the fall of 2014: the troubles for U.S. large value stocks predated 
that time, and those for U.S. small and China arguably started later. But 2014 was reasonably 
near the start of an extraordinary run for U.S. large growth stocks, a meteoric rise which has 
absolutely captivated the investing world. Since September 2014, U.S. large growth has delivered 
an annualized return of 12.4% real, more than twice both its long-run average and the return of the 
MSCI All Country World Index (of which it is a very substantial part).1 While during this period U.S. 
large value and U.S. small caps haven’t done especially badly – on an annualized basis U.S. large 
value (as defined by GMO) delivered 8.8% real2 and U.S. small delivered 5.8% real – they gave the 
worst returns relative to their markets of any style groups.

Exhibit 1 shows the relative performance of various size and value factors within U.S., EAFE, and 
emerging markets over the last decade. While small caps did “ok” outside of the U.S., particularly 
in emerging markets, within the U.S., small lagged by a painful 4.4%/year. It is a reasonably 
well-known fact that nearly half of the underperformance of small versus large in the U.S. can be 
explained by the outperformance of the “Magnificent 7” stocks, but even if one were to exclude the 
10 largest U.S. stocks from this analysis, U.S. small still trailed large by 2.5%/year, hence making 
our list of the “also-rans” featured in this paper.

EXHIBIT 1: PERFORMANCE OF VARIOUS STYLES WITHIN 
MAJOR EQUITY REGIONS
September 2014 - September 2024

As of 9/30/2024 | Source: GMO

Outside of small caps, the above exhibit also demonstrates why we are focusing our attention 
on U.S. large value. Value actually had a pretty good decade within small caps, with small value 
outperforming small growth by 3.1%/year within emerging markets, 1.6%/year in EAFE, and 1.3%/
year in the U.S. Within large caps, however, value’s performance looks less rosy everywhere, but 
particularly in the U.S. where value trailed growth by 3.2%/year (again, based on GMO’s definition) and 
by -4.5%/year based on MSCI USA Large Cap Value versus Growth indices. We discussed some of the 
problems with traditional value indices in our recent white paper, Beyond the Factor: GMO’s Approach 
to Value Investing. Correcting for those problems made things somewhat less bad for U.S. large value 
as a strategy, but the decade was still one of the worst in history for the group on a relative basis.

Our final pick for the list of also-rans is China. As Exhibit 2 illustrates, while it is true that no other 
region came particularly close to matching the returns of the U.S. equity market (with annualized 
returns of 9.6% real over the last decade), China was decidedly the worst performing major market, 
returning 2.6% behind EAFE and 2.2% behind the rest of the emerging markets.

1 
For the duration of this paper, unless noted otherwise, we 
will be using our own investable universes when defining 
major regions (U.S., EAFE, and EM) and style box sub-groups 
(value, small, and quality) within those regions. GMO’s small 
cap and large cap groups are defined as the bottom 10% 
and top 70% of the investable universe within each region, 
respectively. GMO value and growth groups are defined as 
the cheapest 50% and most expensive 50%, respectively, of 
each region (country neutral for multi-country regions) using 
the proprietary GMO Composite Value score.
2 
It is worth noting that the traditional index-based definition 
of U.S. large value did much worse. For example, the MSCI 
USA Large Cap Value Index delivered only 5.6% in real USD 
terms over the same period.
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EXHIBIT 2: PERFORMANCE OF MAJOR EQUITY REGIONS
September 2014 - September 2024

As of 9/30/2024 | Source: GMO, MSCI

Now that we have our examples of the three groups that have notably disappointed over the last 
decade – U.S. value stocks, U.S. small stocks, and China – we are going to lay out the analytical 
framework we use in Asset Allocation to assess the likelihood of subsequent rebound. Applying 
our analysis to all three groups would make for an unavoidably long paper, even if we tried to be as 
concise as possible while doing justice to the topics and groups (rest assured, Reader, we did try…and 
failed…with our best attempt producing a treatise twice as long as the digestible limit recommended 
by our marketing department). Hence, in this paper we will primarily focus on the framework, picking 
and choosing examples from our three groups to illustrate its applications, while also providing a 
summary of high-level conclusions across all three groups at the end of each section. While we 
will not go into quite as much depth on each topic as some readers might like, we welcome those 
interested in a little more depth to contact their GMO representative for access to a replay of our 2024 
GMO Conference presentation on this topic.

Step 1: Valuations. Are these groups actually cheap?
Last decade’s losers are generally a nice place to look for undervalued assets, but not all 
underperformers are actually cheap. To take one example, as early as 1993 Japanese stocks had 
underperformed the U.S. and Europe on a trailing 10-year basis. But having peaked out at over 70 times 
Shiller P/E just a few years earlier in 1989, Japan was still trading at about twice the valuation of the 
rest of the developed world at the time. In the case of today’s also-rans, however, the valuation story 
looks much better. Exhibit 3 shows the valuation of U.S. value stocks relative to growth stocks. As we 
have done before, we are renormalizing the valuation so that 1.0 is the long-run average of the series.

EXHIBIT 3: RELATIVE VALUATION OF U.S. VALUE STOCKS

As of 9/30/2024 | Source: GMO 
Stock valuations are calculated on a blend of Price/Sales, Price/Gross Profit, Price/Book, and Price/
Economic Book.

0.3
0.4
0.5
0.6
0.7
0.8
0.9
1.0
1.1
1.2
1.3
1.4

1981 1986 1991 1996 2001 2006 2011 2016 2021

Re
la

tiv
e 

Va
lu

at
io

n 
of

 C
he

ap
es

t 
50

% 
of

 U
.S

. S
to

ck
 M

ar
ke

t v
s.

 
Ex

pe
ns

ive
 L

es
s 

Av
er

ag
e

September 2024
7th Percentile

9.6%

3.4% 3.8% 3.4% 3.0%

0.8%

0%

2%

4%

6%

8%

10%

12%

U.S. Europe ex-UK Japan EAFE EM ex-China China

An
nu

al
iz

ed
 R

ea
l R

et
ur

n 
(U

SD
)



  |  p4
GMO QUARTERLY LETTER  |  4Q 2024
Bargain, Value Trap or Something in Between?

While value was expensive vs. its own history back in 2014, it is quite cheap now, at the 7th 
percentile versus history and a valuation of 0.6. That implies a 67% outperformance versus U.S. 
growth stocks, were value to revert to its historical average valuation tomorrow.

U.S. small stocks also look particularly cheap. Exhibit 4 shows their valuation relative to U.S. large 
cap stocks, which implies small outperforming large by about 60%, were small to revert to its 
historical average over this period.

EXHIBIT 4: RELATIVE VALUATION OF U.S. SMALL CAP STOCKS

As of 9/30/2024 | Source: GMO 
Stock valuations are calculated on a blend of Price/Sales, Price/Gross Profit, Price/Book , and Price/
Economic Book.

A couple of months ago, we could have said almost the same for China. But with a very strong rally 
in the second half of September (now partially reversed), Chinese equities only look moderately 
cheap versus their history, as we can see in Exhibit 5.

EXHIBIT 5: ABSOLUTE VALUATION OF CHINA

As of 9/30/2024 | Source: GMO 
Price/Normalized Earnings is a composite Price/Earnings measure using Shiller P/E as well as 
earnings normalized based on average return on book, return on economic book, return on gross 
profits and return on sales. Group is MSCI China ex-Financials and resources, with individual stock 
weights capped at 2% of index. 
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On the other hand, stocks elsewhere around the world are not especially undervalued today, and 
China does have the distinction of being the cheapest major market globally, trading at less than 
half the Shiller P/E of the U.S. and at about a 25% discount to the rest of the world (Exhibit 6).

EXHIBIT 6: ABSOLUTE VALUATION MAJOR REGIONS

As of 9/30/2024 | Source: GMO 
Price/Normalized Earnings is a composite Price/Earnings measure using Shiller P/E as well as 
earnings normalized based on average return on book, return on economic book, return on gross 
profits and return on sales. Groups other than S&P 500 are MSCI indices ex-Financials and resources, 
with individual stock weights capped at 2% of index. For S&P 500, group is S&P 500 ex-Financials with 
individual stock weights capped at 2% of index. 

STEP 1: CONCLUSIONS
To summarize, on valuations, our three also-rans fall into two camps. Both U.S. value and U.S. small 
are extremely cheap versus their histories, at least on a relative basis. China is less cheap versus its 
history, although it is the least expensive major market in the world today by a decent margin.

Step 2: Understanding fundamental drivers of returns 
and their stability
Cheapness is a necessary feature of a decent contrarian play, but it is not a sufficient one. A stock 
on its way to bankruptcy almost invariably spends time looking cheap versus history along the way. 
While it would be close to impossible for groups as broad as our also-rans to go bankrupt en masse, 
they could still be “broken” in the sense of having their poor performance driven by deteriorating 
fundamentals rather than falling valuations. To analyze whether this is the case, we break realized 
performance down into two underlying components: changes in valuations and fundamental 
returns.3 What we typically look for are the situations where a) underperformance is mostly explained 
by the changes in valuations (asset getting cheaper), while b) fundamental returns remain stable and 
consistent with history and our priors. Our confidence in a potential contrarian play is higher when 
both conditions are satisfied, so let’s look at how our also-rans measure up on this basis.

Exhibit 7 shows the decomposition of the total realized return for our groups of interest into the 
valuation change and fundamental return components. In this graphic we have chosen to show China 
relative to ACWI to home in on the drivers of its relative underperformance. Did all our groups get 
cheaper as they underperformed? Yes, they did, including China, which saw its valuations increase 
over the past 10 years, but not by as much as ACWI’s. However, China’s underperformance versus 
global equities was different as it was primarily driven by the weaker fundamentals (not falling 
valuations) and that, in our framework, presents a red flag that warrants further investigation.
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3 
This allows us to distinguish between those sources of 
underperformance that are plausibly mean reverting (i.e., 
from changing relative valuations) and those that are 
more secular (i.e., from the underlying fundamentals of 
the companies involved, such as growth, dividends, net 
repurchases, and rebalancing for dynamic groups).
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EXHIBIT 7: TOTAL RELATIVE RETURN DECOMPOSITION
September 2014 - September 2024

As of 9/30/2024 | Source: GMO, MSCI

How stable have the fundamental returns been for these groups and how special (or not) is 
the past 10-year period when compared to the groups’ history? The answer is once again more 
worrying for China.

EXHIBIT 8: DISTRIBUTION OF 10-YEAR RELATIVE 
FUNDAMENTAL RETURNS

Data 1/1975-9/2024 for the U.S. and 12/2005-9/2024 for China | Source: GMO, MSCI

Exhibit 8 summarizes the distribution of 10-year rolling realized relative returns for our three groups 
in a form of a box and whisker plot. Fundamental returns of U.S. value and U.S. small have been 
well-behaved: positive in more than 75% of all 10-year periods with reasonably tight inter-quartile 
range (IQR) of about 2.3%, and the most recent 10-year fundamental return (shown as yellow 
diamonds) in-line or above the median outcome. China, on the other hand, has seen a much wider 
range of relative outcomes despite a much shorter history.4 Though on average China has delivered 
a relative fundamental return of 0.6% versus global equities – which is consistent with what we 
would expect from an emerging market in the long run – the extremely troubling part to us is the 
stark contrast between China’s “boom” fundamental outperformance of the first decade of 6%/year, 
followed by a disastrous relative fundamental return of -4.5% over the last decade. While the fact 
that the recent underperformance is an outlier offers a bit of hope – presumably the last decade 
involved a certain amount of fundamental bad luck for China – China has been broken for the last 
decade in aggregate. For China to prove a decent asset over the next decade, we will definitely want 
to see some evidence that it can fix itself.
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4 
Our data set for the U.S. extends back to January 1975, 
while for China our analysis goes back only to December 
2005. While Chinese stock market history does go back 
significantly further than that, the market was extremely 
concentrated and very different in composition than it 
is today. Further compounding the problem, accounting 
standards that both differed profoundly from global norms 
and what is used in China today make it very tricky to 
compare those earlier years to the more recent period.
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To better understand the drivers behind China’s fundamental deterioration, we turn our attention to 
the fundamental return decomposition into underlying components for extra insights: income (net 
issuance/buybacks and dividends), growth, and rebalancing (changes in valuations explained by 
changes in group membership).

EXHIBIT 9: CHINA ABSOLUTE RETURN DECOMPOSITION
(USD REAL, ANNUALIZED)

As of 9/30/2024 | Source: GMO, Computstat, Worldscope, MSCI
Total Return = Valuation Change + Fundamental Return. Fundamental Return = Dividends + Net 
Issuance + Growth + Rebalancing

In the first (roughly) nine years of our analysis, returns were very strong at 10.6% above inflation 
for a U.S. dollar investor. This was driven by extraordinarily robust growth at an amazing 17.5% 
real annualized. Despite a reasonable dividend payout ratio, dividends and net issuance combined 
to be a negative due to large levels of dilution as Chinese companies consistently increased their 
share counts. Rebalancing, which doesn’t seem like it should be an issue for a country index, was 
modestly negative as well because companies entering the MSCI China Index did so at higher 
valuations than those exiting the index. One can certainly understand global investors’ excitement 
about China in the early 2010s. China’s fundamental returns from 2005-2014 were the best in the 
world by a large margin, and unlike Japan’s world-beating returns in the 1980s that were fueled by 
ever rising valuations, China’s stock market was cheaper in 2014 than it was in 2005 despite its 
strong performance.

But the results have been very different over the last decade. The extremely strong growth came 
down to more pedestrian levels – real growth of 4.6% isn’t bad, per se, but it is a far sight worse 
than 18% real. Primary net issuance tempered off somewhat but remained negative as Chinese 
companies continued to dilute their shareholders at -2.6%/year. And rebalancing turned even more 
negative at a fairly stunning -6.3%/year.

This deterioration in rebalancing was driven by two primary factors: index additions and the 
negative impact of free float changes on index-level valuations. Once again companies coming 
into the MSCI China Index were coming in at higher valuations than those companies leaving the 
index. Rebalancing took a particularly large hit in 2015-2016, when MSCI China added USD-listed 
stocks (Alibaba, Baidu, JD, etc.) and then again in May 2021 with another big round of China-centric 
index reconstitution. These two rebalancing episodes alone explain nearly all the additional hit to 
rebalancing related to index additions, without much subsequent boost to growth beyond what has 
been the historical norm.
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The biggest negative drag on rebalancing in the most recent decade has actually come from the 
impact of changes in companies’ free float percentages.5 In the early history of the Chinese market, 
increasing free float of relatively cheap stocks within resources and industrials actually led to a 
positive rebalancing effect – these cheaper stocks became a larger piece of the index due to more 
of their shares being available for purchase. In the second half of the sample, rotation into more 
expensive sectors with higher (consumer staples) and increasing (communication services) free 
float meant that as those companies gradually saw more of their shares available for purchase, 
the index got more expensive. It is not entirely clear which decade would be more representative 
of the rebalancing dynamics going forward, but we would encourage investors to err on the side 
of caution and expect that China IPO activity, index reconstitutions, and free float adjustments 
will continue to be a negative source of return on aggregate – hopefully less so than what we’ve 
observed over the past 10 years. The net result of all these factors was that China went from 
delivering the best fundamental returns of any major market to delivering the worst, destroying 
value to the tune of -2.2% per year.

For those interested in delving into more detail on U.S. small and U.S. large value, we break 
things down more fully in Appendices A and B. For those less interested in the nuances, our 
conclusions follow.

STEP 2: CONCLUSIONS
Our analysis of the fundamentals gives us varying conclusions. Both U.S. value and U.S. small have 
seen positive valuation-adjusted returns across the periods we looked at – neither one of them looks 
broken in a fundamental sense based on what we can see historically. In the case of U.S. small caps, 
fundamental returns were extremely consistent across our periods and nicely positive, consistent with 
a continued return premium for U.S. small. We also see positive fundamental returns for U.S. value, 
although as Appendix A shows, over the last few years those returns have been disappointing on a 
market capitalization weighted basis. That disappointment has been driven by low turnover between 
the value and growth groups. That low turnover, in turn, was very strongly driven by the dominance 
of the Magnificent 7 and a couple other mega cap growth stocks rather than a fall-off in movement 
between value and growth more generally. Implementations that are more equally weighted have 
also performed much better, powered by strong rebalancing returns. China has seen its fundamental 
fortunes change much more drastically. After a decade of world-beating fundamental returns from 
2005-2014, the last decade has been a disaster. Any hope of a lasting turnaround for China will require 
markedly better fundamental returns than we have seen recently.

Step 3: Changes in group characteristics
We know all three groups have gotten cheaper in recent years, and in the case of U.S. small and 
U.S. value, that falling valuation has been the driver of their underperformance – absent those 
declines, those stocks would have outperformed. But it’s still possible that they deserved those 
falling valuations and that the current constituents of the groups are not actually any cheaper today 
relative to their true fair value. To determine whether that is the case, we need to look at what has 
happened to their return on capital and other elements of quality.

Ultimately, return on capital is the most important driver of acceptable valuation for a company. 
Our definition of return on capital is based on a proprietary blend of estimators of a company’s 
earnings relative to underlying economic equity value. The only way that a company can support 
a higher-than-market P/E and still perform well is if the company has investment opportunities 
that will have a higher return on capital than the company’s cost of capital. Such investments 
are accretive to company value. Growth that comes without that high return on capital is actually 
value-destroying for investors, as they would have been better off if that money had been returned 
to them via dividends or buybacks.6 A company with a lousy return on capital is not worthless, but 

5 
Free float excludes shares held by insiders, controlling 
shareholders, and government entities and can change 
either because of the company’s net issuance of common 
shares or because the “strategic entities” change their 
ownership percentage of a given company.
6 
Life is, of course, a little more complicated than this. In 
venture capital world there are many fans of “blitzscaling,” 
which involves investing money very quickly in order to 
achieve scale before one’s competitors can, even at the 
cost of incurring massive losses along the way. The idea is 
that such investment, while having a lousy-looking return 
on a stand-alone basis, paves the way for future investment 
opportunities that will have much better returns due to 
having built a lasting competitive advantage through the 
earlier investment blitz. Looking at the history of public 
companies, however, suggests that these situations are 
much more the exception than the rule. History strongly 
shows that the single best predictor of the future return on 
capital for a company is its past return on capital.
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it should trade at a lower valuation than the average company. There is an important interaction 
with what the company does with its earnings. A company with a low return on capital that pays out 
100% of earnings to shareholders should trade at a low multiple of capital, but not a particularly low 
multiple of earnings. A company that has a low return on capital and nevertheless retains much of 
its earnings to reinvest needs to trade at an even lower multiple of capital because it also needs to 
trade at a significant discount on P/E as well.7

So, where we see a significant trend up or down in returns on capital, we can adjust our estimate of 
fair value for the group for that shift.

Exhibit 10 shows return on capital over time, relative to the overall U.S. market, for U.S. value and 
U.S. small.

EXHIBIT 10: RETURN ON CAPITAL 
(RELATIVE TO THE U.S. MARKET)

As of 9/30/2024 | Source: GMO Computstat, Worldscope, MSCI

There is definitely some cyclicality to the U.S. value chart – the profitability of value tends to 
be lower in bad economic times than it is in good ones, although the low and high points don’t 
necessarily line up with the lows and highs of the business cycle. But as the dotted moving average 
line shows, there is no noticeable tendency for value stocks to have had deteriorating profitability 
over time. Their profitability is on average slightly worse than the overall market, which implies that 
they should trade at a discount, and they do trade at a discount – that is, after all, what makes them 
value stocks. Judging from this chart, however, there is nothing that has been systematically going 
on within the group that suggests their required discount should grow with time.

The pattern for U.S. small stocks looks significantly different. Small stocks have never been as 
profitable as their larger cap peers. But in the 1980s and 1990s they had about 80-85% of the return 
on capital of large caps, whereas over the last twenty or so years it has fallen to around 65%. Given 
that small stocks pay out relatively little of their earnings to shareholders, this means that their 
supportable relative valuation needs to have fallen on both a price-to-capital and price-to-earnings 
basis. Assuming a payout ratio of 40%, this fall in return on capital implies a fall in fair value relative 
to economic capital of about 30% versus large caps, and a fall in price to earnings of about 20%.

China has also seen a fall-off in its return on capital relative to the rest of the world, as we can see 
in Exhibit 11. While in the first half of the sample China’s return on capital looked pretty normal 
versus the rest of the world, in the second half of the sample China has struggled to keep up.
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7 
The converse is also true. A company with a high return 
on capital that pays out all its earnings to shareholders 
deserves to trade at a high multiple of capital, but not a high 
multiple of earnings. The extent to which it is worth paying 
a premium in P/E terms depends on how much higher than 
average its return on capital is and how much of its earnings 
it retains to reinvest. 
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EXHIBIT 11: CHINA RETURN ON CAPITAL 
(RELATIVE TO MSCI ACWI)

As of 9/30/2024 | Source: GMO Computstat, Worldscope, MSCI

Unlike the case of small caps, where the deterioration has been going on for long enough that it’s 
hard to imagine there isn’t a secular shift involved, it is possible that China can turn this around. 
But they will have to do so for us to expect a recovery in China’s valuations relative to the rest 
of the world. In China’s case the stakes on the return on capital are particularly high. Because 
Chinese companies on average reinvest close to 100% of earnings, earning a low return on capital 
is particularly problematic. If such low payout ratios were imagined to be permanent, this below-
average return on capital would imply that China should trade at perhaps a 60% P/E discount to 
the rest of the world. That assumption is unreasonably harsh, however. Surely China will not have 
idiosyncratically high reinvestment rates 50 or 100 years from now. But the longer China retains 
the bulk of its corporate earnings, the bigger a discount it needs to trade at, unless it can get that 
return on capital up. If China were to boost its payout ratio up gradually to 50% over the next 20 
years and its return on capital were to stay constant, it would need to trade at a 23% discount to P/E 
and a 35% discount to economic capital to earn the same return as the rest of the world.

Of course, if China were to improve its return on capital, these discounts should disappear. One can 
certainly make an argument that China’s economy is relatively weak and there should be a cyclical 
improvement in return on capital. But it looks as if the structure of China’s economy will make it 
hard for such improvements to stick. Starting with Deng’s reforms in the late 1970s, China became 
the fastest growing economy in the world, reallocating vast amounts of labor from subsistence 
agriculture into the formal economy and industrializing with speed and scale that the world had 
never seen. Real GDP growth averaged close to 10%/year from 1980-2010. Such heady rates of 
growth both required and justified massive rates of aggregate investment, and China’s gross capital 
formation averaged around 40% over that period, almost twice as high as we see in the U.S. or 
Europe. But since 2010, China’s growth has slowed materially, down to around 5% on average over 
the last 5 years. Gross investment rates, however, have not come down, as we can see in Exhibit 12.
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EXHIBIT 12: A RECIPE FOR DETERIORATING ROC
To improve ROC, China must reduce its aggregate rate of investment

Not on their current path

Data as of 2023 | Source IMF World Economic Outlook, China National Bureau of Statistics

This is a recipe for a falling return on capital. When the Chinese labor force was growing strongly 
and China was still in a catch-up mode of increasing capital per worker, it made sense to invest at 
very high rates. With their labor force starting to fall and the easy gains of capital deepening behind 
them, China should slow its investment rate. It has not, and it does not look to be on a path to do so, 
at least according to the IMF forecasts.

Forecasts are by no means guaranteed to come true, but if China is to come to grips with the 
implications of their slowing aggregate growth, they simply must reduce their aggregate rate of 
investment. Keeping it at current levels – far higher than any other major economy, including some, 
such as India, that are growing substantially faster than China – is a recipe for deteriorating return 
on capital, not the improvement that China’s equity investors are looking for.

But there is more to life than return on capital. The other side of the valuation coin is risk – the 
higher the economic risk of a group of stocks, the higher the return investors should demand from 
them in the long run. Our basic proxy for that economic risk is quality. Return on capital is a piece 
of our quality score, but cyclicality and leverage figure in as well. The lower the quality of a group of 
stocks, the more extra return we demand to be willing to hold them.

Outside of deteriorating profitability there was one more quality-related trend we wanted to 
highlight as a risk for U.S. small, and that is increase in leverage. Exhibit 13 shows the percentage 
of U.S. small and U.S. large with high leverage, which we define as a debt-to-EBITDA ratio in excess 
of 4x. The chart shows that small companies are generally riskier, which is quite intuitive, and that 
over the last decade the percentage of small cap with dangerous levels of leverage has increased to 
an all-time high. Given the deterioration of profitability and increase in the group’s leverage, where 
we own U.S. small caps in our asset allocation portfolios, we are focusing on selecting stocks from 
the higher quality tier of small cap firms.
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EXHIBIT 13: PERCENTAGE OF INVESTABLE MARKET CAP 
WITH DEBT/EBITDA RATIO IN EXCESS OF 4X

As of 9/30/2024 | Source: GMO Computstat, Worldscope, MSCI

STEP 3: CONCLUSIONS
While the discount investors demand in compensation for lower quality does vary, we would struggle 
to imagine either Small or China moving back up to their historical average relative valuations without 
these characteristics meaningfully improving. For value, on the other hand, whatever has driven its 
discount to widen isn’t obvious in looking at its quality or profitability.

Step 4: Structural issues
Of course, future valuations will also be affected strongly by future fundamentals. Should a 
group’s return on capital or “growthiness” change in the future, it will surely have an impact on 
valuations. Such future changes are difficult to predict, but we can look for structural changes that 
suggest potential shifts. Today we do see structural issues that are likely to affect the economic 
performance for both U.S. small and China.

In the case of U.S. small caps, an obvious structural shift is that there are simply fewer of these 
companies than there used to be. In the late 1990s there were about 8,000 publicly trading 
companies in the U.S., whereas today there are less than 5,000. But beyond the smaller number 
of publicly traded companies, we’ve seen another shift which is possibly more fundamental for 
small caps: the falloff in IPOs. The 1980s and 1990s saw large numbers of companies go public, 
but ever since the bursting of the tech bubble in 2000, those numbers have fallen off considerably. 
What’s more, the existence of large venture capital and growth equity pools has meant that those 
companies that go public often do so at a later stage of their maturity, meaning that the companies 
that do go public bypass the small cap universe entirely and come to market as either mid cap or 
large cap firms. This has caused a meaningful shift in the average age of small cap public firms 
relative to large caps, as we can see in Exhibit 14.
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EXHIBIT 14: AVERAGE AGE OF PUBLIC FIRMS 
(FUNDAMENTALLY WEIGHTED)

As of 9/30/2024 | Source: GMO, ChatGPT 
Sample period: Jan 1975 - Present

The IPO boom years of the 1980s and 1990s caused the average age of small caps to fall sharply 
relative to large caps. But since the early 2000s, small caps have on average become about 15 
years older, while large caps have become a little younger.8 All else equal, firms grow less as they 
age. An aging cohort of small cap firms, and particularly a substantially shrinking cohort of truly 
young small caps, should be expected to lead to less growth. We can see the connection between 
firm age and median growth in Exhibit 15.

EXHIBIT 15: MEDIAN % SALES GROWTH PER AGE BUCKET

As of 9/30/2024, U.S. Market 1/1975-9/2024 | Source: GMO, ChatGPT

We have already seen some impact from this in the growth rates of small caps in the most recent 
decade relative to the 1983-2014 period (see Appendix B). In that earlier period, which coincided 
with the youngest average ages for small caps, small outgrew large. In the earlier and later periods, 
when small caps were relatively older, we saw negative relative growth. Absent a reignition of an 
IPO market that resembles days of yore, we would expect that undergrowth to continue. It’s only 
been a couple of points of growth – and some of it was countered by relatively better dividends and 
issuance – but today’s small cap universe is an older, less growthy universe than it used to be.

In China’s case, we’ve already seen one structural issue – high investment rates seem likely to lead 
to continued disappointment in aggregate return on capital. But there are two other risks which, 
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8 
As you can see, value stocks have largely followed the 
broader large cap universe. While they are about 5 years 
older than large caps on average today, their age shift is 
substantially less than that of small caps.
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while perhaps hard to quantify, are likewise hard to ignore. One of them is geopolitical. Even before 
Donald Trump’s reelection, geopolitical tensions between China and the West were high. China has 
already seen its share of U.S. goods imports fall from over 22% in 2017 to 12% so far in 2024, and 
there may well be continued downward pressure if the incoming administration goes ahead with 
its plans for high tariffs on Chinese imports. But to us the most worrisome risk for U.S. investors 
investing in China is the potential for conflict over Taiwan. Economically, a conflict that restricts 
or cuts off the supply of IT goods from Taiwan could be devastating worldwide. And for Western 
investors, the prospect of trading in Chinese companies being outlawed in a manner similar to the 
rules on Russian equities after the Ukraine invasion would be a further headache. We assume that 
the likelihood of such a conflict remains quite low, but we don’t think we can afford to rule it out. As 
a result, we’ve added an additional premium to Chinese assets to account for this risk. This “Taiwan 
conflict” risk premium actually hits all stocks since no region seems likely to remain unscathed from 
such an event, but the impact on fair value is much larger for China than it is for developed markets, 
dropping our estimate of fair price/normalized earnings by 2 points from 20 to 18 (Exhibit 16).

EXHIBIT 16: FAIR PRICE/NORMALIZED EARNINGS 
ASSUMPTIONS BY MARKET

As of 9/01/2024 | Source: GMO

Another risk that seems difficult for investors to ignore when contemplating investing in China 
is regulatory risk. The Chinese government has not been afraid to target companies and whole 
industries where it felt there were important societal issues at stake, and that seems likely to 
continue to be a risk going forward. It’s not even clear whether the favor of the Chinese government 
for an industry is necessarily a plus, as overcapacity in industries targeted by the Chinese 
government, such as EVs and solar panels, have hurt profitability for many of the companies 
involved. On the other hand, this isn’t actually a new risk in China and the falling return on capital 
and quality scores for Chinese companies already reflect the impact of the government’s past 
decisions here. We currently view those impacts as decent proxies for the potential regulatory risk 
going forward and are not making a further adjustment.9

In the case of U.S. value, we haven’t been able to come up with obvious structural changes that 
will impact the group going forward, but it’s always possible that we are missing something. 
Honestly, the most striking thing that has changed the value/growth axis in the U.S. has happened 
not in value at all, but on the growth side, with the growth group’s very high concentration in mega 
caps. There is nothing that requires the largest stocks to be growthy definitionally, and indeed 
some mega caps briefly scored cheap on traditional valuation metrics by late 2022. But if we live 
in a “winner-take-all” economy in which only a handful of companies will make the lion’s share 
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9 
If one really thought the regulatory events – the banning of 
the for-profit tutoring industry, constraints on tech giants 
like Alibaba and Tencent, etc. – were one-offs unlikely to 
repeat, one would expect a gradual improvement in the 
quality scores for China, which would imply gradually rising 
fair valuation as well. Since we don’t view those events as 
one-offs, we are assuming China’s future quality will remain 
about what it is today.
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of the profits, this is probably a bad thing for value as such winners are more likely to be growth 
companies, and the process of profit concentration will help their profit growth even if it occurs 
in sectors that aren’t growing all that fast. While we see rising concentration across several 
industries in the U.S. and globally, that has been going on for quite a while and has yet to show up 
in the profitability of value relative to the market. Also, as the mega cap winners have become ever 
more dominant across the global economy, those companies face tightening restrictions on their 
behavior by regulators worldwide. While history suggests that such anti-trust activities are unlikely 
to massively damage the franchises of such companies, it does seem likely to interfere with their 
ability to dominate further areas of the economy, which would probably be necessary for them to 
continue to grow at substantially above-market rates.

STEP 4: CONCLUSIONS
Small caps are not the young dynamic group of stocks they were 30 years ago due to falling numbers 
of IPOs in the U.S. In China’s case, in addition to the structural issue of high investment rates, there 
are geopolitical and regulatory risks that are hard to quantify but should not be ignored.

Conclusion
We’ve covered a lot and it is easy to lose track of the big picture here. Putting it all together in a 
table helps to clarify what we’ve learned.

 

U.S. large value generally looks to be in the green. Large value stocks are very cheap versus their 
history, and we haven’t seen any changes to their return on capital or quality that would warrant 
the fall they have experienced. Their underlying fundamental returns have continued to be positive. 
Those fundamental returns have admittedly been disappointing on a market capitalization weighted 
basis over the last few years, although they have been much better on an equal-weighted basis, as 
we discuss in Appendix A. We believe the equal-weighted performance is probably a better guide to 
future prospects than the market capitalization weighted performance, given the extremely strong 
and probably unsustainably good performance by the mega cap growth companies. An indefinite 
continuation of a winner-take-all bias across industries would almost certainly be a problem for 
value on a market capitalization weighted basis, but the economy has been through multiple cycles 
of consolidation and its reverse over history, and value has weathered them all, fundamentally 
speaking.  Even the recent extremely strong outperformance of the mega cap growth names didn’t 
actually drive the fundamental returns for value negative. Any hint of mean reversion in mega cap 
performance looks likely to give value the opportunity to see strong rebalancing gains of the type 
we would expect with such a wide discount for value.
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Caution strikes us as warranted for U.S. small caps. They are very cheap versus their history and 
their underlying fundamental returns have been good. But it does look as if a decent portion of their 
fall in relative valuations has been warranted due to falling profitability and deteriorating quality, 
making them significantly less undervalued than they look. They also are not the young dynamic 
group of stocks they were 30 years ago. Where we are buying U.S. small caps, we are very focused 
on the higher quality companies, whether exclusively in our Small Cap Quality Strategy, or with 
a strong bias toward quality in our U.S. Small Cap Value Strategy. Since higher quality small cap 
stocks have not seen the same deterioration as the group as a whole, we think they are less risky 
than the overall small cap group and are thus a better buy.

Stating the obvious, of our three also-ran groups, China has the most red flags for investors. It is 
decently cheap today, but sustainable strong returns from here will require important changes to 
the Chinese economy and the fundamentals of Chinese companies. We wouldn’t make the case for 
asset owners to divest from the country, but investors who are coming in on the assumption that its 
poor past returns are setting it up for success would be well advised to recognize important risks to 
that scenario.

APPENDIX A
Value Fundamental Return Decomposition
We can do a more detailed breakdown of value returns in Exhibit 17. In this case we are looking at 
three different periods for value: 1975-2006, 2006-2020, and 2020-present. The first two periods 
represent our previous work on value.10 The third period is an awfully short one for this kind of 
analysis and we’d expect to see more noise in it, but given that we trumpeted the opportunity for 
value to our clients at our client conference in October 2020 and launched our long-value/short-
growth Equity Dislocation Strategy at that time, it seems worth calling out the period despite the 
fact that it is otherwise shorter than we’d like.

EXHIBIT 17: U.S. VALUE RELATIVE RETURN DECOMPOSITION, 
CAP-WEIGHTED PORTFOLIOS (ANNUALIZED)

As of 9/30/2024 | Source: GMO, Computstat, Worldscope, MSCI 
Total Return = Valuation Change + Fundamental Return. Fundamental Return = Dividends + Net 
Issuance + Growth + Rebalancing.
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10 
See our 2Q2021 and 3Q2020 Quarterly Letters, Dispelling 
Myths in the Value vs. Growth Debate and Value: If Not Now, 
When?, respectively.

https://www.gmo.com/americas/product-index-page/equities/small-cap-quality-strategy/
https://www.gmo.com/americas/product-index-page/equities/u.s.-small-cap-value-strategy
https://www.gmo.com/americas/product-index-page/alternatives/equity-dislocation-strategy/
https://www.gmo.com/americas/research-library/2q-2021-gmo-quarterly-letter_gmoquarterlyletter/
https://www.gmo.com/americas/research-library/2q-2021-gmo-quarterly-letter_gmoquarterlyletter/
https://www.gmo.com/americas/research-library/3q-2020-gmo-quarterly-letter_gmoquarterlyletter/
https://www.gmo.com/americas/research-library/3q-2020-gmo-quarterly-letter_gmoquarterlyletter/
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While the three periods show quite different returns, most of the variation is driven by valuation 
shifts. The fundamental returns have been much more stable and are positive in all three periods. 
The underlying drivers in the periods are also quite consistent. Value gives more income than 
growth. The dividend gap was largest in the early period, but aggregate income differentials have 
actually been a bit bigger recently as value stocks have consistently bought back significant 
amounts of stock. The negative for value is, not surprisingly, growth. Value stocks grow much less 
than growth stocks – about 7% less from 1975-2020 and an even worse -10% in the last 4 years. 
The compensating benefit for value, as we have written about before, is rebalancing. Rebalancing 
is invariably a positive for value, as any company that moves from the value universe to the growth 
universe sees rising valuations in the process and a growth company falling into value sees the 
reverse. That helps the returns to value and hurts the return to growth as activities.11

While rebalancing has been more positive in the last 4 years than it was in the period of value’s 
underperformance from 2006-2020, it has frankly been disappointing relative to our expectations. 
The reason we expected better is due to the way rebalancing comes about. The rebalancing return 
comes down to a product of two quantities – the percentage of the value and growth groups that 
swap places over a year and the valuation shift associated with that transition. The valuation shift, 
in turn, is a function of the spread between value and growth – the bigger the spread between the 
valuation of value and growth stocks, the bigger the return when a stock transitions. If we run a 
scatterplot of the gap between the valuation of stocks entering and exiting the value group (the 
wider the gap, the better for value) we see a strong relationship (Exhibit 18).

EXHIBIT 18: REBALANCING RETURN VS. VALUE’S DISCOUNT

Data from 1982-2022 | Source: GMO Computstat, Worldscope, MSCI

In recent years, the value spread has been quite wide – between 0.55 and 0.75 on the chart above. 
So the benefit of stocks moving between value and growth should have been quite big, but has 
instead been pretty normal overall.

The factor holding down the rebalancing return has been the other crucial quantity for determining 
the rebalancing effect: the percentage of the universes that actually transitions between value and 
growth. After a sharp burst higher in early 2021, the transition percentages have been stuck at the 
lowest levels we’ve seen (Exhibit 19).
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11 
A quick refresher on rebalancing: value and growth are 
not static groups of stocks, and as it turns out, turnover in 
the groups generally accrues to the benefit of value and 
detriment of growth since a stock transitioning from the 
value to growth group sees a rising valuation, whereas a 
stock moving from growth to value sees a falling valuation. 
The value group gets the benefit of the good return from a 
stock that moves into growth and then doesn’t wind up any 
more expensive as the stock ceases to be counted within 
value. A growth stock falling into value, on the other hand, 
decreases the aggregate return for the growth group, but 
doesn’t make the group any cheaper upon leaving.
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EXHIBIT 19: VALUE/GROWTH TRANSITION PERCENTAGES

Data from Mar 1982-Sep 2024 | Source: GMO, Compustat, Worldscope, MSCI

Since rebalancing is the product of the transition percentages and the valuation gap driven by 
those transitions, a very low transition rate has largely cancelled out the benefit of the larger-than-
normal gap.12 But something really interesting happens if we look at the same data with a different 
weighting scheme. Exhibit 20 shows the transition percentages for the value and growth groups on 
an equal-weighted basis in green against the market capitalization weighted version in blue.

EXHIBIT 20: VALUE/GROWTH TRANSITION PERCENTAGES 
FOR MARKET CAP AND EQUAL WEIGHTED GROUPS

Data from Mar 1982-Sep 2024 | Source: GMO, Compustat, Worldscope, MSCI

The blue series has been significantly higher versus its average over the last several years. It’s not 
that there have been no transitions between the value and growth groups during that time, it’s that 
the bulk of those movements have occurred in stocks that were relatively small. They aren’t actually 
small cap stocks – the universe here is only stocks with market capitalizations of about $15 billion 
or more13 – but they are still relatively small. It probably shouldn’t come as a surprise that the culprit 
behind the low cap-weighted transition percentage has been the rising level of concentration of 
the growth group and the fact that those mega cap growth stocks have generally maintained their 
growth status. Today, the top 10 stocks within growth account for over 60% of the total weight in 
growth. Unless and until some of those stocks stumble, it’s hard for all that much weight to move 
between growth and value. But on an equal-weighted basis, that normal level of movement combined 
with very wide valuation spreads led to much higher rebalancing, just as we have historically tended 
to see when valuation spreads are wide. We see that in Exhibit 21, which is the same chart as Exhibit 
17 but with equal-weighted portfolios instead of market capitalization weighted ones.
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12 
Strictly speaking, there are several other factors that come 
into rebalancing. Stocks entering or leaving the large cap 
universe have some impact as do changes in market 
capitalization that do not come from returns – buybacks, 
issuance, and mergers all have some effect. But none of 
these effects amount to more than a handful of basis points 
of return.
13 
We define large capitalization stocks as the largest 70% 
of the U.S. stock market by market cap, which is around 
the largest 350-400 stocks. The minimum market cap has 
bounced around a bit according to both market performance 
(lower in late 2022 than in late 2021) and the performance 
of the very largest stocks (the larger a percentage of the 
market made up by mega caps, the more they squeeze out 
regular-old large cap stocks.
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EXHIBIT 21: U.S. VALUE RELATIVE RETURN DECOMPOSITION, 
EQUAL-WEIGHTED PORTFOLIOS (ANNUALIZED)

As of 9/30/2024 | Source: GMO, Computstat, Worldscope, MSCI 
Total Return = Valuation Change + Fundamental Return. Fundamental Return = Dividends + Net 
Issuance + Growth + Rebalancing.

The disappointing fundamental return on the market capitalization weighted basis over the last 4 
years has turned into a massive +7.1% advantage. This helps explain why value versus growth has 
done so much better in a diversified long/short framework, such as our Equity Dislocation Strategy, 
than it has for long-only value portfolios relative to standard benchmarks.14 We believe that the 
equal-weighted experience is likely a better guide for what to expect going forward, even for market 
cap weighted portfolios. While it is possible that today’s mega cap winners will cling to their lofty 
perch indefinitely, it’s not very likely. And if even one of them were to fall from grace, rebalancing 
could turn from disappointing to gratifying quite quickly.

APPENDIX B
Small Cap Fundamental Return Decomposition
Exhibit 22 shows a more detailed breakdown of small cap returns over time than what we showed in 
the body of the paper.

EXHIBIT 22: U.S. SMALL CAP RELATIVE RETURN 
DECOMPOSITION (ANNUALIZED)

As of 9/30/2024 | Source: GMO, Computstat, Worldscope, MSCI 
Total Return = Valuation Change + Fundamental Return. Fundamental Return = Dividends + Net 
Issuance + Growth + Rebalancing.
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From inception through 10/31/2024, the Equity Dislocation 
Strategy has delivered 36.4% net of fees against 9.4% for 
MSCI ACWI Value versus MSCI ACWI Growth.

https://www.gmo.com/americas/product-index-page/alternatives/equity-dislocation-strategy/
https://www.gmo.com/americas/product-index-page/alternatives/equity-dislocation-strategy/
https://www.gmo.com/americas/product-index-page/alternatives/equity-dislocation-strategy/
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We have broken up history into three periods – the rise of small from the mid-1970s until the 
early 1980s, a long break-even period from the mid-1980s until 2014, and the recent period of 
underperformance, which started a few months earlier than the 10-year point we used to define our 
also-rans. The performance of small relative to large was very different in each period, but valuation 
change was the overwhelming driver of that difference. In the early period when small dominated 
large, almost all of its outperformance was due to rising relative valuations, and in small’s recent 
struggles, more than 100% of the underperformance was due to falling relative valuations. The 
fundamental returns, shown on the far right, were extremely similar in all three periods.

Digging into the drivers of those fundamental returns give us some further insights. Small caps pay 
smaller dividends than their large cap counterparts. Over more recent periods that dividend gap 
has basically disappeared, but only because large cap firms have shifted much of their shareholder 
payouts to buybacks rather than explicit dividends. Small caps, by contrast, issue stock on a net 
basis, so the aggregate impact of the two sources of return remains quite negative.

Investors have not been compensated for that lost income in the form of higher growth. Aggregate 
growth for small caps has been a little lower than for large caps, although they did have a small 
advantage in the middle period, which was the period in which small caps had the biggest youth 
advantage relative to large caps.

But part of the reason why small caps have been less growthy than one might have thought almost 
certainly has something to do with the fact that a very growth company won’t be small for long 
– and insofar as investors properly forecast that future growth, it might not be small in a market 
capitalization sense even if it has little revenue or profit as of yet. Small caps defined by market 
capitalization do have a compensating benefit, however. They benefit from rebalancing. Small 
companies occasionally become large ones, and large companies sometimes become small ones. 
The former case generally involves a rising valuation, and the latter usually involves a falling valuation. 
Since the small universe benefits from the strong returns of a small cap stock graduating to large and 
doesn’t get any more expensive because the company leaves the universe in the process, that sort of 
rebalancing is positive. The large cap universe has a corresponding negative impact from the large 
cap firms that become small.15 Small cap returns benefit from this to the tune of 5-7% per year. This is 
a very similar effect to what we see in value relative to growth, albeit not quite as significantly.

AVERAGE ANNUAL TOTAL RETURN 9/30/2024 (NET, USD)
Inception 1-Year 3-Year 5-Year 10-Year ITD

Equity Dislocation Composite 10/31/2020 -0.64 7.33 N/A N/A 8.63

FTSE 3-Mo. T-Bill 5.63 3.63 N/A N/A 2.79

Returns shown for periods greater than one year are on an annualized basis.

Performance data quoted represents past performance and is not predictive of future 
performance. Net returns are presented after the deduction of a model advisory fee and incentive fee 
if applicable. These returns include transaction costs, commissions and withholding taxes on foreign 
income and capital gains and include the reinvestment of dividends and other income, as applicable. 
Fees paid by accounts within the composite may be higher or lower than the model fees used. GMO LLC 
claims compliance with the Global Investment Performance Standards (GIPS®). A Global Investment 
Performance Standards (GIPS®) Composite Report is available on GMO.com by clicking the GIPS® 
Composite Report link in the documents section of the strategy page. GIPS® is a registered trademark 
owned by CFA Institute. CFA Institute does not endorse or promote this organization, nor does it warrant 
the accuracy or quality of the content contained herein. Actual fees are disclosed in Part 2 of GMO's 
Form ADV and are also available in each strategy’s Composite Report. The portfolio is not managed 
relative to a benchmark. References to an index are for informational purposes only.

15 
Since the graduating small cap firms are some of the 
largest weights in the small universe and the falling large 
cap firms are almost always quite small weights in the 
large universe, the positive rebalancing effect for small is 
much greater in magnitude than the negative rebalancing 
effect for large. Because we are showing small returns 
relative to large, the rebalancing term encompasses both 
the positive and negative pieces.


