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I It's been 34 years since I began 
teaching investments and 
finance at the University level 

and nearly 23 years since I created 
Investment Horizons, an investment 
newsletter that focused on the analy­
sis of small company stocks. The 
newsletter was an outgrowth of 
research conducted by a 
University of Chicago stu­
dent working on his doc­
toral dissertation who 
"accidentally" discovered 
that portfolios of small 
fmn stocks consistently 
outpelfonned portfolios 
of large :firm stocks, 
even after adjusting for 
the greater risk in the 
fonner. This phenom­
enon was dubbed "the 
small finn effecr" by 
academic 
researchers. It Dr. G. 
marked the first President 
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the efficient market 
theory. According to this weB-accept­
ed theory, portfolios of common 
stocks are not supposed to provide 
greater returns than can be accounted 
for by their underlying risk. Unlikely 
as it could be, small firm stock port­
folios provide the equivalent of an 
investment free lunch. The goal of 
the newsletter was to allow individual 
,investors to capture the small finn 
·effecr: 

Fiveyears after the creation of my 
newsletter, 1 established Perritt 
Capital MaJiJagement to manage 
small finn stoel ;portfolio for indi­

objective of this fund was to give 
individual investors (In opportunity 
to capture the small firm effect. J am 
pleased 10 report tl1at this experiment 
has thus far been an unqualified suc­
cess. 

During the three and a half decades 
that I have been involved in the 

investment world as an educator 
and practitioner, I 
have seen invest­
ment bubbles 
expand and ulti­
mately burst. In 
1970, investors' love 
affair with so-called 
conglomerate stocks 
abruptly ended dur­

ing a severe bear mar­
ket. In the mid­
1970s, the real estate 

investment trust bub­
ble burst, in the early 
1980s biotech mania 

ended in near disaster 
for most investors, in 

was the dot.com bubble 
that burst the dreams of investment 
riches for many investors. In shon, 1 
have seen many investment fads 
come and go, with investors being 
left worse off when a group of stocks 
suddenly fell out of fashion. 

However, since its discovery in 
1978 by researcher RolfBanz, the 
small finn effecr has continued to 
provide superior returns for investors 
who possessed the patience to main­
tain their portfolios of small finn 
stocks over long time periods. 
During aGb Qf the last five year and 
80 far during the sixth, small firm 



streak of over pelformance for small 
firm stocks is not unique. Small firm 
stock returns possess positive serial 
correlation and over performance 
streaks, nearly twice the length of this 
one, can be observed during the last 
80 years for which reliable data exist. 

Of course, if something can't go on 
for ever, it wilJ eventually end. That is 
certainly the case for the cun-ent 
streak of over pelformance of small 
firm stocks relative to the perform­
ance oflarge firm stocks. However, 
when the streak will end is open to 
conjecture. Large firm stock aficiona­
dos have been calling for the end of 
the streak for nearly 1'wo years. 
According to these pundits, it is time 
to sell your small firm stocks and 
park your money in ponfolios 
crammed with large firm stocks. r 
don't want to offend these prognosti­
cators, so r will duck the debate. 

If you want to earn the greatest 
possible investment returns, you 
should park your money in the asset 
class that performs best. However, 
you have to know which asset class 
will be the return leader before you 
make the investment, and history 
strongly suggests that the ability to 
hop from the best performing invest­
ment dass year-after-year is nearly a 
metaphysical impossibility. However, 
if you warn to earn all of the return 
that you deserve (given the underly­
ing risk of your portfolio), you 
should maintain a diversified portfo­
lio containing asset c1asses whose 
returns are less than perfectly correlat­
ed with one another. Although ,the 
reasons are b :yond the: scope of this 
brief Dot , statisticians tell us that 

portfolios consisting of asset classes 
with less than perfectly correlated 
returns can reduce portfolio risk with­
out sacrificing a concomitant reduc­
tion in investment return. In other 
words, portfolios containing both 
large firm and small firm stocks can 
provide greater returns per unit of risk 
than can ponfol ios consisting of a 
single asset class. 

A small firm stock P0l1folio is not a 
substitute for investing in other asset 
classes. It would be foolish to park 
aJ] of one's money in a small firm 
stock p0l1folio. It would be equally 
as foolish to invest one's entire nest 
egg in any other single asset class. 
Investment in small firm stocks is a 
compliment to and not a substitute 
for other asset classes contained in a 
well-diversified portfolio. 

Investment fads will continually 
come and go. However, the rules of 
successful investing have remained 
constant over time. Assume no more 
risk than you can tolerate, diversify 
your portfolio across many asset 
dasses, minimize the cost of invest­
ing, take a long-term perspective, and 
invest as much as you can as often as 

Dr. G. W. Perritt 
President 

Opinions expressed are those of Dr. 
Perritt and are not intended to be a fore­
cast of future ev~ a guarantee o[ 
future re ults, nor investment advice. 
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