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Key points:
> SmallCap significantly outperformed LargeCap over the quarter.

> The Fund delivered strong outperformance vs comparator index FTSE
250 (ex-Investment Trusts) of 4.5%, taking the YTD outperformance to
7.9%, driven in particular by strong idiosyncratic stock selection in the
industrial sector.

» Takeovers of UK companies continue apace; within the portfolio, Intertek
agreed to a takeover at a 62% premium.

The second quarter was shaped by a gradual easing of the acute geopolitical stress that had
dominated the end of the first quarter. The Iran conflict remained the central macro risk, but
oil prices retreated materially from their April highs after the US and Iran agreed a preliminary
ceasefire, which reduced fears of a prolonged disruption to energy flows through the Strait of
Hormuz. The agreement was nevertheless fragile (and at the time of writing has indeed failed),

with the risk of escalation evident.

The other dominant feature of markets in the second quarter was the accelerated strength of the
Al trade and the extraordinary outperformance of the Momentum factor. Indeed, the
Philadelphia Semiconductor Index rose by almost 90% in just three months (its largest quarterly
gain since records began in 1994). The Momentum factor has now outperformed Low Volatility
by 96% over three years, approaching the extremes seen during the DotCom period. Market
concentration remains extreme by historical standards, although did reduce in the quarter and

may be peaking. Away from Al, energy and mining shares were weak as oil and precious metals
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reversed their preceding quarter gain, while the earlier oil-induced inflation shock prompted

some central banks to adopt a more hawkish stance, putting upward pressure on bond yields.

Closer to home, UK smaller companies performed strongly as the de-escalation in the Middle
East and the reversal in oil prices helped ease some of the pressure that had weighed on more
domestically sensitive parts of the market, while pressuring the oil-heavy FTSE 100. Indeed,
SmallCap outperformed LargeCap by 6.4% in the quarter, partly reversing the large
underperformance in Q1. Growth underperformed Value by 2.9%, while Quality was broadly

neutral against the wider market.

The UK political backdrop also shifted late in the quarter, after Sir Keir Starmer announced his
resignation as Prime Minister. The immediate market reaction was relatively contained,
suggesting investors remain focused on the broader macro and corporate earnings backdrop.
Nevertheless, the change in leadership means markets will be looking for greater clarity on the
future direction of fiscal policy, public spending and taxation, particularly with UK bond yields

still elevated by recent historical standards.

Against this backdrop, it was pleasing to see the Fund deliver another quarter of positive relative

performance.

Performance & Portfolio

During the quarter, the NAV of the Sterling seed share class of the Dublin domiciled Fund
increased by 12.9% compared to a benchmark return (IA All Companies Sector) of 7.2%.

Compared to the FTSE 250 (ex-Investment Trusts), the Fund outperformed by 4.5%.

The NAYV of the sterling income share class of the UK domiciled Fund increased by 13.1%

during the quarter.
The strongest contributors during the quarter were:

e XP Power - the UK-listed designer and manufacturer of power converters for industrial,
healthcare and technology equipment, rose strongly over the quarter on tangible signs of

order-book recovery, with first-quarter order intake up sharply year-on-year.

e DiscoverlE - the British designer and manufacturer of customised electronic components
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for industrial and connectivity markets, rose over the quarter as it reported that order growth

outpaced revenue growth, signalling that de-stocking by its customers might be over.

Renishaw - the UK precision engineering group supplying metrology, additive
manufacturing and healthcare technology, rose over the quarter after upgrading full-year

revenue guidance on strong semiconductor and aerospace demand.

The weakest contributors during the quarter were:

Telecom Plus — the UK's only multi-utility retailer, trading as Utility Warehouse and
bundling energy, broadband, mobile and insurance onto one bill, fell heavily over the
quarter after a soft trading update and a dividend-policy overhaul that materially cut
ordinary payouts. The position was very materially reduced following the April trading
update, avoiding a further significant share price fall towards the end of the quarter alongside

the announcement of their new strategy.

ME Group - the UK operator of self-service photo booths and laundry kiosks, declined over
the quarter after cutting full-year profit guidance on a French macro-impacted consumer

slowdown that hit its Photo and Wash divisions through the period.

Rathbones - the UK wealth manager providing discretionary investment management and
financial planning, declined over the quarter as it announced a multi-million-pound

remediation programme to address certain regulatory and compliance questions.

More broadly, Industrial companies were key contributors during the quarter. with XP Power,

DiscoverlE, Renishaw, Hill & Smith, Diploma and Intertek all in the top-8 contributors, with

the latter agreeing to a takeover offer. Many are seeing orders recover after a multi-year period

of customer de-stocking and soft end market demand, which should translate into accelerated

sales growth and stronger profit growth through operating leverage.

Engagement & ESG

DiscoverlE - the British designer and manufacturer of customised electronic components

During the quarter, we provided shareholder feedback on DiscoverlE's proposed extension of

Bruce Thomson's term as Chair. Following a consultation request from the Senior Independent
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Director, we confirmed our support for the proposal. The engagement is now closed. We will

continue monitoring Board succession planning ahead of future Chair transition discussions.
XP Power - the UK-listed designer and manufacturer of power converters

We engaged with XP Power on remuneration following significant shareholder dissent at the
prior AGM, after proxy adviser ISS recommended opposing the remuneration report and the re-
election of the Remuneration Committee Chair. The Committee argued that FY25 outcomes
reflected shareholder feedback, including materially tougher profit targets that resulted in a nil
payout for that component. Having reviewed the response, we concluded there was evidence of

constructive engagement and a recalibration of incentives. The engagement is now closed.

Outlook

The second quarter provided evidence of how quickly sentiment can turn in markets. Indeed,
SmallCap sharply outperformed LargeCap by >6%, having underperformed by >10% in the
previous quarter. Looking at the bigger picture, in the context of the extreme style moves of the
last 5 years, with Quality underperforming by 75%, Growth underperforming Value by 87% and
SmallCap underperforming LargeCap by over 60% since their respective peaks, we continue to

look to the future with optimism.

Indeed, despite the Fund’s strong performance in Q2, its P/E at a little over 15x remains well
below its historic average. We also observe an ongoing disconnect between valuations and what
our companies are seeing operationally on the ground, with the clear majority of the Fund’s
holdings delivering trading updates that were in line or better than expectations during Q2.
Expectations remain for double-digit earnings growth, underpinned by an attractive dividend

yield.

This disconnect continues to be recognised by corporates and private equity buyers. After a very
active period for SmallCap M&A in 2025, bids have continued into 2026. Within the Fund,
Intertek received a takeover approach during Q2 from EQT, the PE firm, with the Board

eventually agreeing to a takeout price that was 62% ahead of its the undisturbed share price.

The policy backdrop for SmallCap is also worth watching. In his widely discussed speech, “Field

of Dreams”, the former Bank of England Chief Economist Andy Haldane set out what he termed
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the UK's capital paradox: UK households hold around £9 trillion in financial assets, yet under
5% of this is invested in UK companies, with pension fund allocation to UK equities having
fallen from over half in 2000 to under 5% today, a shift he estimated at c. £2.5 trillion of
divestment. He noted that the UK is now the only major pension system without a domestic
home bias, with Canadian, Dutch and Australian pension funds each investing 20% to 40% of
their assets at home. Existing initiatives, including the Mansion House Accord and the Pension
Schemes Act 2026, move in the right direction but, in his view, remain too small and too slow.
His proposed remedy is to direct pension tax relief and ISA relief towards UK assets, echoing
the pre-1997 dividend tax credit and PEPs, while leaving the ultimate allocation decision with
trustees and managers. Should any version of this gain political traction, it would represent a
meaningful structural tailwind for SmallCap, a part of the market that has borne the brunt of
the outflows Haldane describes and where, as discussed, we believe valuations already reflect a

great deal of pessimism.
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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.
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