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Market review

Equity markets declined in the third quarter, despite a strong rally in July. Leading
Central Banks reiterated their determination to control inflation in August and
September, leading to a sharp rise in bond yields and a sell-off in equites. The era of
loose monetary policy that has been in place since the Global Financial Crisis is well
and truly over. Hikes during the quarter included rises of 1.5% from the Federal
Reserve, 1.25% from the European Central Bank and 1% from the Bank of England as
central banks played catch up with inflation.

Thankfully, certain global inflationary pressures began to moderate. The West Texas
Intermediary (WTI) has dropped nearly 30% since the beginning of July, while the FAO
Food Price Index fell for the sixth consecutive month. Nevertheless, consumers remain
under pressure (particularly homeowners in the UK seeking to remortgage after the
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government’s “mini-budget”).

The market reaction to this backdrop has been extraordinary. As we show in our latest
“Outlook for Global Small & MidCap”, all major asset classes bar oil have lost investors
money so far this year (pity the Bitcoin owners down almost 60%). The S&P 500
suffered its second worst September in 30 years and incredibly is on track for one of
its worst years, in real terms, since 1872. It was a better quarter for Global SmallCap,
however, which outperformed LargeCap for the first time since Q1 2021, although
within Europe, SmallCap continued to lag. As investors reacted to slowing economic
growth, “Quality Growth” companies returned to favour, outperforming those
businesses more at risk from a recession.

Portfolio
The NAV of the share class declined by 8% in Euro terms during the quarter, an
outperformance of just over 1% versus the MSCI Europe Small Cap benchmark index.

The strongest contribution during the quarter came from 4imprint, the supplier of
promotional merchandise, which performed well as it reported strong sales growth
and expansion in both its operating margin and market share in North America.
Sartorius Stedim Biotech, the provider of equipment used in the production of
biologic drugs, rose as the company announced the acquisition of UK-based
Albumedix. Tecan, the leading Swiss provider of robotic instruments for life sciences
research and diagnostics, performed well as confidence increased in its organic growth
outlook, which should prove resilient in a recessionary environment.
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The weakest contribution came from Marshalls, the UK’s leading hard landscaping
manufacturer, which weakened on concerns that a worsening economic outlook may
lead to an earnings contraction in 2023. Qt Group, the leading provider of tools to
help developers design and build software applications mainly for embedded devices,
traded lower after a profit warning related to weaker license sales and end-consumer
demand. XP Power, the UK supplier of power solutions, fell after a court ruled that
the company should pay rival Comet $40 million due to an intellectual property
dispute.

Outlook

It now seems a matter of “when” not “if” developed markets enter a recession. In
some respects, investors just want economies to get on with it so that a recovery can
begin. This uncertainty, coupled with the de-rating that we have seen in equity
markets, at least means that valuations have become more attractive.

Indeed, across the world equity valuations have fallen below their 25-year averages.
Even in the US, the market is currently trading on a P/E ratio of 15.6 versus a long-
term average of 16.6, while US SmallCap is on a lower P/E than during the Great
Financial Crisis of 2008. Global SmallCap is on its lowest P/E in more than a decade
and it has never been this cheap relative to the market. In Europe, SmallCap is close
to its largest discount to LargeCap in almost twenty years. Of course, these valuations
are based on current consensus analyst forecasts for earnings growth, which are
gradually being revised down as the global economy cools. Nevertheless, it is clear to
us that value is returning to equity markets. Given we are facing a cyclical economic
slowdown, not a financial meltdown as in 2008, investors may find that they start to
feel a little braver in the final months of the year.
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The views expressed in this article are those of the author at the date of publication and not necessarily
those of Montanaro Asset Management Ltd. The information contained in this document is intended
for the use of professional and institutional investors only. It is for background purposes only, is not to
be relied upon by any recipient, and is subject to material updating, revision and amendment and no
representation or warranty, express or implied, is made, and no liability whatsoever is accepted in
relation thereto. This memorandum does not constitute investment advice, offer, invitation,
solicitation, or recommendation to issue, acquire, sell or arrange any transaction in any securities.
References to the outlook for markets are intended simply to help investors with their thinking about
markets and the multiple possible outcomes. Investors should always consult their advisers before
investing. The information and opinions contained in this article are subject to change without notice.
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