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There is an old saying on Wall Street that the markets climb a “Wall of Worry.”  The past quarter and 
year certainly had several concerns, but the markets continued higher and finished the year at all 
time highs.  Some of these recent concerns were several Hurricanes.  Hurricane Harvey came first, 
pummeling Houston on August 25th.  Less than two weeks later, Irma battered the Caribbean and 
Florida.  Jose and Maria followed shortly after, striking the Caribbean and crushing Puerto Rico’s 
infrastructure.  The cost is estimated to be in the hundreds of billions of dollars and will take years to 
repair.  The financial markets hardly noticed.

For the fourth quarter of 2017, large stocks continued to be the leader.  The S&P 500 Index climbed more than 6% 
in the fourth quarter and rose by more than 20% for 2017.  Smaller stocks performed well, but lagged their large 
cap brethren. The table above shows the performance results for the small/micro-cap indexes from Frank Russell & 
Company.  During the past year, growth trumped value in both small-cap and micro-cap indexes.  However, value 
outperformed growth within the micro-cap indexes in the fourth quarter.  We are not sure if value’s leadership within 
micro-cap stocks is in a leadership reversal.

Worry?

Hurricanes were not the only concern.  There were political debates over health care, the debt 
ceiling, the National Football League and the Russian investigation.  Then there were words raged 
between North Korea’s supreme leader Kim Jong Un and President Donald Trump.  The belated an-
nouncement of a data breach at Equifax, potentially impacting nearly one in every two Americans, 
increased the already big concern about cyber security.  How about all the Trump Twitter Tweets?  
It goes on and on.  I think you get my point.  The bottom line is that it seems that nothing will bring 
this market down, and it continues to climb that “Wall of Worry.”

Market Results

Small-Cap Indexes            QTD      1 Year          3 Years          5 Years          10 Years 
               
Russell 2000® Index  3.34        14.65             9.96                 14.12                    8.71
Russell 2000® Growth Index 4.59        22.17           10.28                 15.21                   9.19
Russell 2000®  Value Index  2.05          7.84              9.55                 13.01                   8.17
Russell Microcap® Index  1.80               13.17              8.91                 14.29                   7.68
Russell Microcap® Growth Index 0.93               16.65              6.22                 13.82                   7.23
Russell Microcap® Value Index 2.44       11.09            10.72                 14.60                   7.89

Ending December 31, 2017

Source:  FTSE Russell

Past performance does not guarantee future results
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Including yours truly, there have been many professional investors that have been forecasting higher interest rates for many 
years. The Federal Reserve spent the past year beginning the process of resetting short-term interest rates.  Bond vigilantes 
may follow this year and reset yields.  However, there have been several times in this recovery when bond yields attempted 
to rise only to be terminated and reversed.  The obvious reason for this is that the U.S. economic data turned soft, but 
we think most of the blame came from other markets, which included Eurozone blowing up, China economy slowing, or 
various other global economic issues.  This period, however, the U.S. recovery is broader, global recovery is more 
synchronized, confidence is stronger among businesses and individuals, and we are closer to full employment than ever before. 

The 10-year Treasury yield is currently just above 2.60%, which is up from 2.12% from July 2017 and 1.46% in June 2016.  
While inflation is still relatively low, it appears inflation is rising, and more importantly, inflation expectations appear to be on 
the rise. Should evidence support an increase in inflation, it should force yields to head even higher. Bonds have been in a bull 
market for more than 30 years, but given the current economic backdrop we believe the bond bull market is over.  Even the 
charts support this theory.  If you examine the long-term trend line of all the government bond yields, you will see most gov-
ernment bonds have broken their long-term trend line.  The 30-year Treasury Bond is  the only bond that has not broken the 
long-term trend line.  We believe once the 30-year Treasury Bond breaks its long-term trend line, the bond market will officially 
enter a bear market.  We have often said that rising interest rates are not a bad thing for smaller stocks.   Smaller stocks have 
performed well in rising interest environments.  Please refer to our white paper on Interest Rate Hikes and Small Cap Returns.

                     Positive                   Negative                                 Average                      Median
Mkt Cap Range   Performance         Performance                Breadth          Gain/Loss%        Gain/Loss%

$2b+        243                          141                           1.72                 13.01%                        8.93%

$500mm-$2b       622                             404                           1.54                 14.22                            7.19         

$150mm-$500mm                    444                             354                           1.25                 14.40                            3.14

$10mm-$150mm                      569                             467                           1.22                 16.19                            4.72

Overall:                     1878                          1366                           1.37                 14.75                            5.51

2017 Performance, Small Cap Universe

Source:   Capital IQ as of 12/31/17.

Interest Rates

Tax Cut

The Trump Administration was successful in lower taxes for corporations.  It depends on your individual situation, but taxes 
were lowered for some individuals too.  The corporate tax rate was permanently lowered from 35 percent to 21 percent, 
which brings the rate closer to countries like Canada at 15 percent and Ireland at 12.5 percent.  Analysts are busy review-
ing financials to adjust their earnings estimates for 2018 and 2019.  Since several companies have operations around the 
world and some have tax deferred assets that need to be adjusted or written down, the adjustment to earnings estimates 
is not that easy.  We, and many analysts have a great deal of homework.  Earnings estimates need to be adjusted for these 
new facts.  Regardless, estimates for the several companies will be on the rise, which we believe should be a net positive 
for stock prices.  In addition, we believe higher corporate profits and increased cash flow should bode well for merger and 
acquisition activity.  As you may have seen from our research, as of 12/31/17 nearly 60% of all public merger and acquisition 
activity occurs at the micro-cap level.  Please refer to our white paper on Top 10 Reasons to Invest in Microcap.

A deeper drive into the small/micro-cap universe shows that while the breadth was strong, it was not as strong as one might 
think given the gains last year.  The table below shows the number of stocks that posted gains versus the number of stocks 
posting losses last year.  Of the 3,244 publicly traded small/micro-cap stocks, 1,878 rose last year while 1,366 declined last 
year.  A more interesting data point is that while the standard stock climbed nearly 15% last year, the median gain was only 
5.51%.  To us, the true standard company’s stock did not perform well last year.  We believe there is a decent chance that the 
standard stock may do better in the future.  Let’s look at several factors that could influence small/micro-cap stocks in 2018.

http://www.perrittcap.com/interest-rate-hikes-and-small-cap-stock-returns/
http://www.perrittcap.com/literature/
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The U.S. economy experienced two quarters in a row of economic growth above 3%, and unemployment is near a  
50-year low.  The Trump Administration continues to lobby for its pro-growth agenda.  The pro-growth agenda includes  
slashing onerous regulations that have stifled business, a proposed $1 trillion infrastructure spending schedule for this year, a 
significant increase in military budget, and the already passed tax cuts discussed above. 

Global growth is improving overseas too.  We are in the middle of a global economic growth recovery which has provid-
ed strong support for market gains. For the first time since 2007, all 45 economies tracked by the OECD (Organization for  
Economic Co-operation and Development) Composite Leading Indicators Index have positive GDP growth for the year.  
Furthermore, despite minor interest rate increases in the U.S., global central bank policies remain very accommodating with 
low interest rates around the world.  Most importantly, recession risk in the next year could be low.  

There are few excesses you would normally associate with a recovery like this one.  Both household and businesses have 
strong and liquid balance sheets, and will likely improve with the recent tax cuts.  The Leading Economic Indicators (LEI) just 
rose to a new all time high.  In our view, the U.S. has not experienced a meaningful capital spending cycle since the Dot-com 
boom in the 1990s, but we believe the conditions are more conducive for investments.  We would not be surprised if the U.S. 
economy produces growth near 4% or more in one of the quarters this year.

U.S. Economy and Global Growth

Valuations and Investment Outlook

Given the fact that stock prices rose by double digits in each of the past two years, and corporate profits rose, but by less than 
stock prices during that period, one should be concerned about valuations.  We certainly agree that valuations are not cheap.  
Just review the table below.  This is the small-cap universe of 3,244 companies broken down for various market capitalization 
ranges. The typical company within the small-cap universe trades at more than 22 times trailing earnings, which is not cheap in 
our opinion.  However, with the economy still improving and corporate tax cuts now in place, earnings growth should be very 
robust this year, which means valuations may be lower in the future.

Median Statistics on Valuations
Mkt Cap Range       ttmP/E      P/B         P/S

$2b+   25.6     3.1  2.6

$500mm-$2b  23.1     2.2          2.1

$150-$500mm                      20.6            1.8           2.3

$10mm-$150mm  18.6     1.5          1.2

Overall   22.2  2.0  2.0

Given our thoughts on interest rates, tax cuts, and the global economy, our investment focus remains on capital good sectors.  
Throughout most of the bull market, leadership has been concentrated among consumer stocks and bond surrogates.  However, 
investment spending seems to be in a position to drive the capital goods area.  We view the four major capital good sectors 
as technology, industrial, materials, and energy.  We believe technology represents the leaders and are characterized by string 
secular unit growth.  Industrials offer a play on global infrastructure revival.  Materials are the quintessential inflations play in the 
economy, and are likely to face intensifying overheat pressures.  Lastly, Energy offers a contrarian play, but good value which could 
benefit from rising inflation and higher yields.  While we will not entirely ignore the other sectors of the economy, it is likely that 
these capital good sectors will be our larger weights within the portfolios.

Source:   Capital IQ as of 12/31/17.

Total number of companies:  3,244
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S&P 500 Index is an index of 500 stocks seen as a leading indicator of U.S. equities and a reflection of the performance of the 
large cap universe.   Russell 2000 Index is an index that measures the performance of approximately 2,000 small-cap compa-
nies in the Russell 3000 Index, which is made up of 3,000 of the biggest U.S. stocks.  Russell 2000 Growth Index measures the 
performance of companies within the Russell 2000 Index having  higher price-to-book ratios and higher forecasted growth 
values.  Russell 2000 Value Index measures the performance of companies within the Russell 2000 Index lower price-to-book 
ratio and lower forecasted growth values. Russell Microcap Index is a capitalization weighted index of 2,000 small-cap and 
micro-cap stocks that captures the smallest 1,000 companies in the Russell 2000, plus 1,000 smaller U.S.-based listed stocks. 
Russell Microcap Growth Index measures the performance of those Russell Microcap companies with higher price-to-book 
ratios and lower forecasted growth values.  Russell Microcap Value Index measures the performance of those Russell Micro-
cap companies with lower price-to-book ratios and lower forecasted growth values. Ttm P/E is the trailing twelve months P/E. 
P/E is short for the ratio of a company’s share price to its per-share earnings.  Price/Book (P/B) is a financial ratio used to com-

pare a company’s stock price to its book value.  Price/Sales (P/S) compares a company’s stock price to its revenues.  

The Perritt Funds are distributed by Quasar Distributors, LLC.

Mutual Fund investing involves risk. Principal loss is possible. The Funds invest in smaller companies, which 
involve additional risks such as limited liquidity and greater volatility. The Funds invest in micro-cap companies, 
which tend to perform poorly during times of economic stress. The Ultra MicroCap Fund and Low Priced Stock 
Fund may invest in early stage companies, which tend to be more volatile and somewhat more speculative than 
investments in more established companies. Low Priced stocks are generally more volatile than higher priced 
securities.

The information provided herein represents the opinion of Perritt Capital Management and is not intended to be a forecast of 
future events, a guarantee of future results, nor investment advice.

Earnings Growth is not a measure of the Fund's future performance.  

Past performance does not guarantee future results.  Index performance is not indicative of fund perfor-
mance.  To obtain fund performance, click here www.perrittcap.com/funds/

One cannot invest directly in an index.  

Click here for a current prospectus. Fund holdings and sector allocations are subject to change at any time and 

should not be considered a recommendation to buy or sell any security. Click here for the Funds’ top 10 holdings:  

PLOWX, PREOX, and PRCGX.

http://www.perrittcap.com/wp-content/uploads/Perritt_Prospectus.pdf
http://www.perrittcap.com/funds/microcap-opportunities-fund/portfolio/
http://www.perrittcap.com/funds/microcap-opportunities-fund/portfolio/

