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"Over the years, small-cap stocks crush their large- and mid-cap peers." 
That's how I planned to open today. By now, I'd be making my case -- dropping names like Nagel and Quigley among 70 years' worth of data from Ibbotson.

And by ... now! my inbox would be full. "Your numbers are skewed by a few abnormal years," you'd be shouting, or "What about survivorship bias?" And you'd be right. You'd have found the fatal flaw in all historical data: The future is not the past. 
So forget the big numbers
Fortunately, you don't need Excel to tell you that the household names of tomorrow are relative small-fries today. But if you really expect to find the next Microsoft, you do need a few clues to help you find it in time. And history assures us that we're looking for a smallish company that is ... 
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Run by entrepreneurial zealots with ownership stakes. 
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Free of convoluted relationships with investment banks. 
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Able to grow its sales and cash flow exponentially. 
And because it hasn't hit Wall Street's radar yet, there's a decent chance we'll benefit from pent-up demand when earnings and revenues pick up and sell-side analysts finally catch on. 
You can get in near the ground floor
My father once told me, "Be your own boss and you'll die rich." He was probably right. But most of us won't build empires, plant seed money, or ever really encounter pure genius. Of course, that's the beauty of the stock market. 
As investors, ordinary Joes like us can hitch our wagons to the folks who do build empires. This is nothing new; if your grandfather was running with Conrad back when he opened his first Hilton in 1919, you'd probably be a trust-fund baby yourself. 
Which is not to say that finding these folks is easy. More than anything, we need to be patient and pick our spots. Even better, we can take a cue from Tom Gardner's Motley Fool Hidden Gems method and seek out companies with market caps of less than $2 billion that offer: 
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Solid management with big stakes in the company. 
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Great, sustainable businesses. 
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Dominant positions in niche markets. 
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Sterling balance sheets. 
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Strong free cash flow. 
Just remember those five keys
In the early '90s, they led technology investors to the likes of Oracle (Nasdaq: ORCL). If you'd bought and held, you might not have Larry Ellison money, but you'd be up some 3,500%. If you'd followed Michael Dell into Dell (Nasdaq: DELL), buying into his ideas for a direct-to-consumers business model, you'd have done even better. 
The bona fides of this five-step program are also evidenced by the enormous winners that Rupert Murdoch, John Mackey, and Frank Lanza created when they launched News Corp. (NYSE: NWS), Whole Foods (Nasdaq: WFMI), and L-3 Communications (NYSE: LLL), respectively. News Corp is a media conglomerate with numerous sustainable businesses under its belt and dominant positions in many markets. Whole Foods has an excellent financial history and regularly generates substantial free cash flow. These are just examples that illustrate how buying into great businesses with these five traits can lead to you portfolio-enhancing returns. 
More recently, those same five keys have led the Hidden Gems gang to a half-dozen stocks that doubled in value or more. (In the spirit of full disclosure, I'll give you the whole story. As of April 9, 2006, the Hidden Gems picks are up an average of 41.2%. Compare that with 13.6% for the S&P 500.) 
This market is getting squirrelly
I don't know about you, but my small-cap portfolio has been jumpier than usual lately. I've been nibbling on the dips and will be looking to add more on any major weakness. That's why I have a wish list of great small companies on hand at all times. If you need some help putting yours together, here's a shortcut.

You can try Tom Gardner's complete Hidden Gems small-cap newsletter service free for 30 days. Of course, there is no obligation to subscribe, and you have a whole month to decide. But you can check out the full list of Tom's recommendations instantly. To find out how, just click here. 
This article was originally published on May 10, 2005. It has been updated.
