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Introduction

There's an asset class that has outperformed every other major category of public equities over the

last century. It's not private equity. It's not crypto. It's not venture capital.

It's micro-cap stocks. Public companies with market capitalizations below roughly $300 million.

$1 in 1926  ->  $33,000+ (micro-caps) vs ~$6,000 (large-caps)
Source: Ibbotson/SBBI historical return data, 1926-2023

And yet most investors, including many sophisticated ones, have never bought a single micro-cap

stock. They might own an index fund, some large-cap individual positions, maybe some real estate or

crypto. But micro-caps? They've never even considered them.

There's a reason for that. And the reason is exactly what makes micro-caps interesting.

Why Wall Street Ignores Micro-Caps

It's not that institutional investors think micro-caps are bad investments. Many of them know the data.

The problem is structural: they literally can't participate.

A mutual fund managing $5 billion needs to deploy capital in meaningful chunks. If they want to take a

2% position, that's $100 million. Most micro-cap companies have total market capitalizations of

$15-100 million. The fund physically can't buy enough shares without moving the price dramatically or

owning the entire company.

This isn't a minor constraint. It removes the largest, best-resourced investors from the market entirely.

And it has cascading effects.

When institutions can't participate, sell-side analysts don't cover the stocks. Covering a micro-cap

stock doesn't generate trading commissions for the brokerage. So the analyst doesn't write the report,

the morning note doesn't mention the company, and the stock never appears on institutional radar.

45% of micro-cap stocks have zero analyst coverage
The average large-cap has 15-20 analysts. The average micro-cap has 1-2.

This is not a market failure. It's a market feature. And it's the single biggest reason micro-caps

generate excess returns.
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The Data Behind the Outperformance

The academic and practitioner evidence for micro-cap outperformance is extensive. This isn't some

backtest someone ran on a blog. These are findings from decades of institutional research.

3.69% annual excess returns (alpha) in micro-cap stocks
Source: O'Shaughnessy Asset Management, risk-factor adjusted

Here's why that number matters. At 3.69% annual excess returns, compounded over 20 years,

$100,000 becomes roughly $205,000 more than it would in an equivalent large-cap portfolio. Over 30

years, the gap widens to over $500,000. Compounding is the mechanism, and excess returns are the

fuel.

The Fama-French research (the foundational academic work on factor investing) has consistently

shown that smaller companies carry a "size premium." Their subsequent research and updates

through 2023 confirm the effect persists, though it varies by decade.

Factor spreads are wider

When you sort micro-cap stocks by value, momentum, or quality metrics, the spread between the top

and bottom quartiles is 2-3x wider than the equivalent spread in large-caps. A cheap micro-cap stock

is much cheaper than a cheap large-cap stock. A high-quality micro-cap is sitting in a much less

competitive environment than a high-quality large-cap.

Micro-cap value stocks: 14.8% annually vs 10.7% for large-cap value
Source: Perritt Capital Management, multi-decade study period

These aren't theoretical returns. They're documented in peer-reviewed research and live fund track

records.

Where the Edge Actually Comes From

Raw outperformance data is interesting, but it's more useful to understand why it exists. If you know

the mechanism, you can evaluate whether it's likely to persist.

There are five structural reasons micro-caps outperform.

Reason 1: Institutional absence creates pricing inefficiency

In large-cap markets, hundreds of analysts are building discounted cash flow models, running

comparable analyses, and publishing earnings estimates. When Apple reports earnings, thousands of

professionals are evaluating the numbers within minutes. Any mispricing gets corrected almost

instantly.
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In micro-cap markets, nobody is doing this work. A micro-cap company can be trading at 4x earnings

with 20% revenue growth and no analyst has written a single word about it. The stock is mispriced not

because the market evaluated it and disagreed with your analysis, but because the market never

evaluated it at all.

Reason 2: Neglect creates opportunity across the cycle

When a large-cap stock drops 30%, every analyst updates their model, CNBC runs segments, and

institutional buyers step in at whatever price they consider fair value. The floor gets established

quickly.

When a micro-cap drops 30%, nothing happens. There's no analyst to upgrade it, no institutional

buyer with a standing order. The stock can stay cheap for months or years. This creates opportunities

that simply don't exist in large-cap markets.

Reason 3: Direct access to management

Try emailing the CEO of Apple and asking about their capital allocation strategy. You'll get a form

response from investor relations, if you get anything at all.

Now try emailing the CEO of a $20 million micro-cap. In most cases, they'll reply personally. Some will

get on a call with you. This matters because it lets you assess the most important variable in any

micro-cap investment: the quality of the management team.

Reason 4: Fewer participants means wider mispricings

The efficient market hypothesis holds roughly true for large-cap stocks. When thousands of

professional investors are analyzing the same information, prices tend to be approximately correct.

The hypothesis breaks down in micro-caps because the participant base is so thin. On many trading

days, a micro-cap stock might see 500-2,000 shares traded. The price is set by whoever happens to

be buying or selling that day.

Reason 5: Small bases allow enormous percentage growth

A company with $5 million in revenue that grows to $10 million has doubled. Going from $10 million to

$20 million is entirely realistic. The percentage changes are enormous, and the stock price reflects

them.

A micro-cap company doesn't need to reinvent its industry to deliver exceptional returns. It needs to do

what successful small businesses do: grow revenue, improve margins, and compound. The small

base turns modest absolute growth into dramatic percentage gains.
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The Risks Are Real

This would be a dishonest guide if it only talked about the upside. Micro-cap investing carries real risks

that don't exist (or are much smaller) in large-cap investing.

Liquidity

If you want to sell 1,000 shares of Apple, it happens in milliseconds with virtually no price impact. If

you want to sell 10,000 shares of a micro-cap stock, you might need days or weeks to exit without

significantly depressing the price.

This means micro-cap investing is not appropriate for money you might need quickly. It's a long-term

allocation for patient capital.

Information quality

Micro-cap companies often have smaller accounting teams and less rigorous internal controls. Not

because they're dishonest, but because they're small and the infrastructure is proportional.

This means you need to read the actual filings more carefully. Don't rely on third-party summaries.

Fraud and promotion

The micro-cap space has historically attracted a disproportionate share of fraudulent and promotional

companies. The good news is that these are usually easy to spot with basic due diligence. Real

revenue, audited financials, SEC filings, a track record of operations. These things either exist or they

don't.

Volatility

Micro-cap stocks are more volatile than large-caps. A 10-20% move in a single day is not unusual, and

it can happen on no news at all. This volatility is partly why the excess returns exist. Many investors

can't tolerate it, which means the stocks are priced to compensate those who can.

How to Start

Start with what you know

The best micro-cap investments come from your existing knowledge. If you run an agency, you

understand service business economics. If you've built software, you understand SaaS metrics. Use

that domain knowledge to evaluate companies in sectors you actually understand.
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Size it appropriately

A common allocation for experienced investors is 10-25% of their equity portfolio in micro and

small-cap positions. Within your micro-cap allocation, diversify across 8-15 positions.

Read the filings, not the headlines

SEC filings are free, searchable, and available to everyone at sec.gov (EDGAR). For any micro-cap

stock you're considering, read at minimum:

- The most recent 10-K (annual report), especially the notes to the financial statements

- The most recent proxy statement (DEF 14A) for insider ownership and compensation

- Form 4 filings for insider buying and selling patterns

- The last 2-3 quarterly reports (10-Q) for trend analysis

Think in years, not months

The micro-cap advantage plays out over long time horizons. A stock can be cheap and stay cheap for

a year. It can report strong results and the stock price can do nothing for two quarters. The recognition

lag is a feature, not a bug, because it lets you accumulate at attractive prices.

The investors who earn the highest returns in micro-caps are the ones who buy at reasonable

valuations and hold while the business compounds.

The Shrinking Competition

There's one more dynamic worth understanding. The micro-cap investor pool is getting smaller.

Over the past decade, dedicated micro-cap fund assets have declined as institutional investors have

shifted toward passive strategies and larger allocations. Many specialist micro-cap fund managers

have retired. Family offices that once ran active micro-cap portfolios have shifted to passive index

exposure.

This might seem like a problem if you think you need other buyers for your stocks to go up. But it's

actually the opposite. Fewer competitors means wider mispricings, more opportunities, and less

chance that someone else has already identified the stock you're analyzing.

The self-directed individual investor who does their own research has never had a bigger structural

advantage in micro-caps than right now.

A Note on Disclosure

I'm the CEO of a publicly traded micro-cap company, Onfolio Holdings (ONFO on Nasdaq). We

acquire and operate online businesses. I have an obvious interest in more people understanding and

investing in micro-cap stocks.
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I wrote this guide because I genuinely believe the opportunity is underappreciated. The data speaks

for itself. Whether you ever look at my company is beside the point. If this guide makes you a better

investor by considering an asset class you'd previously overlooked, it did its job.

If you want to follow along as I share what I'm learning about running a public micro-cap, including the

challenges, the honest numbers, and the lessons from acquiring and operating a dozen businesses,

subscribe to The Onfolio Letter at onfolio.com/subscribe.

Sources and Further Reading

- O'Shaughnessy Asset Management: "Alpha Within Small Cap" research papers documenting

3.69% annual excess returns in micro-cap stocks.

- Fama, Eugene F. and Kenneth R. French: "The Cross-Section of Expected Stock Returns" (1992)

and subsequent research on the size premium in equity returns.

- Ibbotson SBBI (Stocks, Bonds, Bills, and Inflation) Yearbook: Long-term return data comparing

micro-cap, small-cap, and large-cap equities from 1926 to present.

- Perritt Capital Management: Performance data from the Perritt MicroCap Opportunities Fund and

related micro-cap investment research.

- CFA Institute Research Foundation: Various publications on small-cap and micro-cap market

structure, liquidity, and return characteristics.
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Disclaimer

This document is for educational and informational purposes only and does not constitute investment advice, a

solicitation, or a recommendation to buy or sell any securities. All performance data referenced is from publicly

available academic and practitioner research including O'Shaughnessy Asset Management, Fama-French, Perritt

Capital Management, and Ibbotson/SBBI data. Past performance does not guarantee future results. Investing in

micro-cap securities involves significant risk including potential loss of principal, limited liquidity, and higher volatility.

Always consult with a qualified financial advisor before making investment decisions.
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