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Key points:
1) February 2026 saw the first inflow into UK AllCap funds in § years.

2) The war in Iran bolstered energy and defence exposed FTSE 100
constituents; SmallCap lagged Large by >10%*, while Quality
underperformed the market by 7%.

3) Valuation gap further widened; UK SmallCap now at a near 20-year P/E
low relative to LargeCap — an ever-more-attractive entry point.

4) MUSCIT’s NAV demonstrated resilience, delivering outperformance
of 1.8% relative to the benchmark.

* Based on MSCI indices.

Paraphrasing Vladimir Lenin, there are decades when nothing happens; and
quarters when decades happen. The first quarter of 2026 appears to be such a

decade.

Geopolitics provided a volatile backdrop, but for much of the quarter, market behaviour
was driven less by individual events and more by the continuation of established themes
from 2025. January and February saw a clear extension of two dominant trades: the
bifurcation within Al (hardware beneficiaries outperforming software); and investors
rotating away from fiat currencies and financial assets into “hard” assets such as gold,

commodities and real assets (the “HALO” trade). Against this backdrop, geopolitical
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developments, such as those in Venezuela and Greenland, had limited direct impact on

markets.

A change came in late February with the escalation of tensions between the US, Israel
and Iran. Unlike earlier geopolitical developments, this proved decisive. The conflict
triggered a sharp and disorderly repricing across asset classes. Oil prices surged, shipping
rates spiked and inflation expectations moved higher, driving volatility in bond yields
and risk premia. Traditional diversification proved less effective, with both gold and

cryptoassets offering limited protection during the sell-off. The “HALO” trade reversed.

As part of this reversal, the Al trade partially flipped — hardware lagged while more
asset-light software businesses proved relatively more resilient, even though advances in
“digital co-workers” had previously driven an indiscriminate sell-off in software,
contributing to a broader derating across growth equities and a reassessment of capital

allocation by the largest technology companies.

Against this backdrop, UK equity markets delivered a mixed start to 2026. While the
FTSE 100 delivered a positive return of +3.4%, smaller company indices were notably
weaker, with the FTSE 250 declining materially (-5.1%) and the Numis UK SmallCap
(ex-IT) index falling even further (-6.9%). Q1 2026 extended the prolonged period of UK
SmallCap underperformance which began in 2021. Consequently, UK SmallCap is now

at a near 20-year PE low relative to LargeCap.

Performance & Portfolio
MUSCIT’s NAV declined by -5.1% compared to the benchmark decline of -6.9%,

outperforming for the first time in a while.
The strongest contributors during the quarter were:

« XP Power - the provider of power control solutions, advanced following strong

results evidencing growing demand across all three of its core segments.

» Luceco - the UK manufacturer of LED lighting and electrical products, gained

after strong results leading to upgrades in 2026 guidance, following good
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momentum in EV charging.

» Bloomsbury Publishing — the UK publisher of fiction, non-fiction and academic
titles such as Harry Potter, rose after announcing that two new novels from Sarah

J. Maas will be published later this fiscal year.
The weakest contributors during the quarter were:

« Kainos Group - the UK provider of IT services specialising in digital

transformation, fell as it was caught up in the wider Al-led sell-off.

« Bytes Technology — the UK provider of IT and software solutions, weakened as
the company continued to struggle, with further downgrades and additional

internal restructuring.

« Pinewood Technologies — the provider of software for car dealerships, fell as part
of the “Al-will-kill-SaaS” narrative, alongside delays in implementation for a key
client. The bid by APAX was also withdrawn.

Manager’s comments

Without wishing to borrow from Lenin, some quarters are quiet, some are busy (none
are boring), and sometimes it’s best to do nothing. The final quarter of the Trust’s
financial year, ending 31 March 2026, is always an important one. It provides an
opportunity to ensure the portfolio is positioned as we would wish for the year ahead.

This proved to be one of the more active periods given the underlying market turbulence.

What did we want to achieve? Given the increasingly challenging macro-economic
conditions, this seemed like a good time to reduce sector risk. Whilst remaining index
agnostic, we are well aware of where we are positioned on a sector basis relative to the

benchmark. We reduced significant over-weights accordingly such as in Software.

We have always managed a high conviction portfolio. In more volatile times, it is
prudent to reduce concentration risk and to increase the number of holdings. In

addition, we feel that AIM is likely to see a bit of a resurgence. This is partly for technical
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reasons: firstly, IHT investors disappointed by the lower tax benefits after changes by the
Chancellor, have probably adjusted their portfolios by now; secondly, several companies
have moved to the Full List — IHT investors have to sell and the proceeds go back into
AIM; finally, for the first time, valuations on AIM have fallen below the main market
(please see the final section of our Chartbook - slide 100 - via the link here). Time to

increase AIM after five consecutive years of underperformance.

The quarter also provided an opportunity to cull companies that have disappointed.
These included GlobalData (Al feels like a threat); Tracsis (despite new management no
longer a material holding); NCC (the sale of one half of the business leaves a sub-scale
rump); and Bytes Technology, which seems prone to endless banana skins and a

potentially existential threat from Al

This was also an opportunity to increase our exposure tostructural growth themes:
Nuclear and Fusion Energy; Satellites/Space; Infrastructure/Grid upgrades; Data Centres;
Al beneficiaries; Healthcare/Vets, even fishing. Without naming them all, we are now
excited shareholders of Renew Holdings; Volex; Elixirr International; Avingtrans;
and AnimalCare which reminded us of a mini-Dechra. Annoyingly, last week

AnimalCare received a bid at a 36% premium. Such a shame.

We also invested in SRT Marine Systems and went on a site visit to Bath. These are a
highlight of what we do. It is a great privilege to meet management teams and to spend
several hours really getting to them and their business. This is a summary of our latest

visit and a description of what they do.

SRT Marine Systems builds technology that helps track and monitor vessels at sea. They
started with Automatic Detection Devices (AIS) used on boats for safety and tracking.
Today, most of the business is centred on larger “Maritime Domain Awareness” (MDA)
systems - essentially national-scale platforms that allow coast guards to see and manage
everything happening in their waters in real time. Think air traffic control systems but
for boats. Their customers are mainly governments, including countries in the Middle

East and Asia.
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https://montanaro.co.uk/wp-content/uploads/15-MAM-Smaller-Companies-Chartbook-2026-Q1.pdf

At the site visit, we saw a demo control room showing how their software brings together
data from satellites, coastal towers and unmanned boats into one screen. It highlighted
SRT’s key strength: they don’t just sell hardware, they integrate multiple technologies

into a complete surveillance system.

The investment case is driven by growth in these government contracts. SRT already has
over £300m of work in hand and a much larger pipeline (~£1.8bn). Demand is supported
by rising global focus on maritime security, illegal fishing and border control. Over time,
these contracts should also become more profitable as higher-margin software and

support revenues increase.

MDA Demo

Demo room at SRT HQ

A mock-up of a control
centre based on the
Philippines fishery contract
(the configuration will vary
depending of what the
sovereign has requested).

\ \
The GEOvs stack Model of Ocean Infinity’s Unmanned Surface Vessel (USV),
(difficult to show software...) ~45 feet in length. Ocean Infinity owns ~15% of SRT Marines and

has a seat on the board (Oliver Plunkett, CEO of Ocean Infinity)
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X-100 product as how it would
be used on a boat (the display
and the radio units circled in

red)



\

Range of em-trak (SRT’s own brand)

\

There are risks. The company is taking on projects much larger than its current size,

which creates execution pressure and requires significant working capital. Payments
from governments can be slow. We have learned that there is “no such thing as a free
lunch” (although the sandwiches were delicious). SRT subsequently completed an over-
subscribed fund raising to provide additional working capital. We were delighted to

support them.
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Outlook

While many of the style dynamics witnessed in recent years played out again in Q1 2026,
with SmallCap, Quality and Growth all underperforming, we look to the future with
optimism. This is due in part to the ever-more-attractive valuation starting point for our

companies. The relative P/E of SmallCap vs LargeCap is now at close to a 20-year low.

Extreme negativity is being priced in for high-quality SmallCap. Yet there is a disconnect

between valuations and what our companies are saying in their trading updates.

Corporates and PE houses continue to notice this disconnect; after a feverish 2025 for
M&A, bids for SmallCaps have continued apace into 2026. With valuations at such
depressed levels, we would expect this trend to continue (notwithstanding the

geopolitical uncertainty caused by the situation in the Middle East).

Encouragingly, it’s now not just potential acquirers that are looking to increase their
exposure to UK businesses. Indeed, for the first time in five years, February 2026 saw net
inflows into UK AllCap funds. While these flows have not yet supported UK SmallCap,
after years of persistent outflows from the UK market (which has created a technical

overhang to share prices), perhaps we are approaching the end of this dynamic.

We consider the current environment to present an increasingly attractive opportunity

set for UK SmallCaps, with MUSCIT well positioned to benefit.

Charles Montanaro
April 2026
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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
tnvestors 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.

Montanaro Asset Management Ltd | 53 Threadneedle Street | London EC2R 8AR

T: +44 20 7448 8600 www.montanaro.co.uk
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