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Summary

+ Academic support for the outperformance of small caps goes back to the famous 1992 Fama and French study, “Common risk
factors in the return of common stocks and bonds.” They analyzed returns from 1963 to 1990.

« Passive investing in the Russell 2000 Growth outperformed the S&P 500 from 1991 through 2014.

« The script shifted in 2015. The S&P 500 outperformed the Russell 2000 Growth over the 10-year period ending December 31,
2024, and for the last 4 years in a row. Those are long time periods for investors.

« The S&P 500 outperformed the Russell 2000 Growth because it has larger, higher quality companies and more exposure to the
strong-performing Electronic Technology? and less exposure to the underperforming Health Technology,? in particular the
Biotechnology subsector.

+ The Needham Aggressive Growth Fund’s “Hidden and Quality Compounder™investment process has historically outperformed
the indices.

I was recently asked by an astute financial advisor, “Why should I bother with small caps?” He observed that the S&P 500 has been
such a strong performer and questioned whether small caps are worth the effort.

My answer: active management of small caps may offer real advantages. Small caps may offer diversification benefits and the
potential for risk-adjusted outperformance. However, index investing in small caps has largely lost its edge. The key may be to
invest in small caps through active managers who follow a disciplined process with a proven track record over time.

Of course, past performance is not a guarantee of future results. It is important for investors to do their own research and consult
with their financial advisors before making any investment decisions.

Fama and French and the Outperformance of the Smaller Caps from 1963 to 1990

In 1992, Eugene Fama and Kenneth French published, “Common risk factors in the return of common stocks and bonds.”s They
analyzed returns from 1963 to 1990 and identified three factors that could explain 95% of the return in a diversified stock portfolio:
market risk (excess return of the market minus risk free return), SMB (small minus big), and book-to-market equity.

The SMB factor contributed 4-5% per year of market returns. While small caps may exhibit higher volatility, investors that held
them through market cycles were rewarded with higher returns over time.

Dr. French continues to maintain and update this data.t Anyone can use it for analyzing market and factor performance. He is the
Roth Family Distinguished Professor of Finance at Dartmouth College’s Tuck School of Business.

Continued Small Cap Outperformance — S&P 500 vs. Russell 2000 Growth from 1991 to 2014”

Continuing on Fama and French'’s study of small caps, from 1991 through 2014, the Russell 2000 Growth outperformed the S&P 500
in 13 of 23 years by an average of 1.5%.

We also analyzed Dr. French’s dataset from 1991 through 2024 by comparing the performance of the S&P 500 constituents - 30% of
the largest versus the 30% of the smallest. The smaller companies outperformed the larger companies by an average of 5.8% per
year.

Reversal from 2015 to Present - The Magnificent 7 and S&P 500 Outperform

The trend toward small caps has reversed in the last 10 years (actually 11 years if you look at a non-standard period). Since 2015, the
Russell 2000 Growth has underperformed the S&P 500 by an average of 3.3% per year, lagging in 7 of the last 10 years. The trend has
continued for the first 8 months of 2025. In fact, the Russell 2000 Growth Index has underperformed the S&P 500 for four
consecutive years. This has been a long decade of underperformance.
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It is hard to generalize why small caps have underperformed and when they may outperform again. People point to passive
investment flows into the S&P 500, interest rates, domestic versus international business, and superiority of the Magnificent 7°
business models, valuations, or other factors. One clear factor is that the top-performing Magnificent 7 stocks’ combined market
cap make up 31.5% of S&P 500 as of June 30, 2025.

Rather than speculate on when small caps will rebound, I prefer to focus where we have seen consistent strength. I highlight our
Hidden to Quality Compounders? investment strategy, which has outperformed independent of the underlying weakness in small
caps.

Why has the S&P 500 outperformed the Russell 2000 Growth?

We performed a 2-Factor Brinson analysis, using FactSet’s economic sector breakdown, comparing the S&P 500 to the Russell 2000
Growth from 2015 to 2024. The analysis shows the S&P 500’s outperformance results from about 30% allocation and 70% selection.
Allocation and selection are interesting concepts to use when comparing indexes. Allocation is comparing the weighting of
industry sectors. Selection is how the stocks in each sector performed compared to the stocks in the same sector in the other index.

As expected, the S&P 500 wins on most accounts. The S&P 500 is overweight the top performing Electronic Technology sector and
underweight the lagging Health Technology sector. The other 70% of the outperformance came from superior returns from the
stocks in almost every industry sector. The sectors with the most outperformance were Technology Services, Electronic
Technology, Energy, Minerals and Finance. Large cap technology, energy and bank stocks performed better than their small cap
peers.

For the last decade, it has simply made sense to buy the S&P 500 Index, rather than the Russell 2000 Growth Index.

Active Management of Small Caps May Outperform

However, we believe that active management of small caps may provide uncorrelated alpha relative to both the S&P 500 and the
Russell 2000 Growth. Over time, our “Hidden to Quality Compounders” investment strategy has produced alpha. Past performance
is not a guarantee of future results.
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W Needham Aggressive Growth Instituticnal 14.05
B Russell 2000 Growth 8.09
W S&P 500 13.10

Source: Informa/Zephyr
Needham Aggressive Growth Fund (NEAIX) beats the Russell 2000 Growth and the S&P 500

In the 10-year period ending December 31, 2024, the Needham Aggressive Growth Fund returned 14.05% annualized, compared to
the Russell 2000 Growth’s 8.09%, and the S&P 500’s 13.10%.

250 Park Avenue, New York, NY 10177 / needhamfunds.com / (800) 625.7071



http://needhamfunds.com/
https://www.needhamfunds.com/growth-factor/maintaining-conviction-during-volatile-markets/

.‘Yeedham THE GROWTH FACTOR

Needham Aggressive Growth Fund (NEAIX) beats the Russell 2000 Growth and the S&P 500

Over the past ten years, the Fund outperformed in both allocation and selection relative to the Russell 2000 Growth. The top
contributors to allocation were 1) an overweight allocation to the top-performing Electronic Technology, and 2) an underweight
allocation to Health Technology. We have been investing in the “picks and shovels” of technology infrastructure for a long-time.

The Fund also had superior stock selection in Electronic Technology, Technology Services, and Producer Manufacturing. We believe
the superior selection comes from our “Hidden to Quality Compounder” investment process.

The Fund outperformed the S&P 500 through allocations to Electronic Technology and Technology Services. While our Electronic
Technology and Technology Services stocks outperformed the Russell 2000 Growth, they trailed the S&P 500 stocks in the sector.!?

Down Years

It is important to note that the Fund did not outperform the Russell 2000 Growth Index every year. In fact, over the ten-year period,
the Fund underperformed in four. In each of those four years, weaker stock selection was the primary cause. Allocation contributed
positively in 2015, 2018, and 2022, while 2017 was the only year when both allocation and selection detracted from relative
performance.

In the three years where allocation was positive but selection was negative, underperformance was driven by idiosyncratic issues
within several holdings that year. In the one year when allocation was also negative, it's worth noting that Health Services and
Health Technology were among the few sectors that significantly outperformed. Because the Fund has historically been
underweight these areas, it lagged the Russell 2000 Growth during that period.

Being invested in the Fund during any of those four years would have been challenging. This is where patience and conviction
matter. Our approach is built on the belief that, over time, disciplined investing and compounding in high-quality holdings will

reward long-term.

The Impact of Compounding Over Time

If one had invested $10,000 in the Needham Aggressive Growth Fund on January 1, 2015, they would have $37,650 on December 31,
2024. The same $10,000 investment would be worth $21,898 in the Russell 2000 Growth and $33,963 in the S&P 500.

= NEAIX +27,65048 | +276.50% = [WO NAV +11,898.75| +118.9%% = SPY NAV +23963.85 | +239.64%
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This illustrates an important truth: holding any of these equity investments over ten years or longer would have created wealth and
required a great deal of patience and fortitude to hold through down periods. Charlie Munger often repeated Albert Einstein’s
musing that “Compound interest is the eighth wonder of the world.” Needham Funds’ mission is to “Create Wealth for Long-Term
Investors.”

Investors seeking exposure to small caps may want to evaluate the differences between passive and actively managed strategies,
including risk, cost, and historical performance characteristics.

Conclusion

In conclusion, while passive small cap strategies have lagged large caps over the past decade, we believe there continues to be a
compelling role for actively managed small cap funds within a diversified portfolio. Historical performance shows that active
management, when supported by a consistent investment process and sector allocation, can lead to differentiated outcomes. That
said, investors should recognize that small cap investing may involve higher volatility and may not always outperform. As with any
investment decision, it is important to consider individual goals, risk tolerance and to consult with a financial professional.
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[1] https://www.sciencedirect.com/science/article/abs/pii/0304405X93900235

[2] Includes: Aerospace & Defense, Computer Peripherals, Computer Processing Hardware, Electronic Components, Electronic Equipment/Instruments, Electronic
Production Equipment, Semiconductors and Telecommunication Equipment

[3] Includes: Biotechnology, Medical Specialties and Pharmaceuticals

[4] Growth Factor Vol. 33 — Maintaining Conviction During Volatile Markets

[5] https://www.sciencedirect.com/science/article/abs/pii/0304405X93900235

[6] Mba.tuck.dartmouth.edu/pages/faculty/ken.french/data library.html#Benchmarks

[7] The Russell 2000 Growth Index was launched in September 1993, though the first indexed ETF, IWO, was not launched until 2001. FactSet has data from 1978 to
present, allowing for synthetic analysis before 1993.

[8] AAPL, AMAZN, GOOGL, META, NFLX, NVDA, TSLA

[9] Growth Factor Vol. 33 — Maintaining Conviction During Volatile Markets

[10] FactSet: Portfolio 3.0 Analysis
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DEFINITIONS AND DISCLOSURES

The information presented in this commentary is not intended as personalized investment advice and does not constitute a
recommendation to buy or sell a particular security or other investments. This message is not an offer of the Needham Growth Fund, the
Needham Aggressive Growth Fund, or the Needham Small Cap Growth Fund (each a “Fund” and collectively, “the Funds”). Shares are sold
only through the currently effective prospectus. Please read the prospectus carefully and consider the investment objectives, risks, and
charges and expenses of the Fund carefully before you invest. The prospectus contains this and other information about the Fund.

Current month-end performance and a copy of the prospectus are available at www.needhamfunds.com or by contacting the Fund’s
transfer agent, U.S. Bancorp Fund Services, LLC at 1-800-625-7071. Investment returns and principal value will fluctuate, and when
redeemed, shares may be worth more or less than their original cost. Past performance does not guarantee future results and current
performance may be higher or lower than these results.

Total return figures include reinvestment of all dividends and capital gains. Needham & Company, LLC, member FINRA/SIPC, is the
distributor of The Needham Funds, Inc.

All three of the Needham Funds have substantial exposure to small and micro capitalized companies. Funds holding smaller capitalized
companies are subject to greater price fluctuation than those of larger companies. Also, all the of the Needham Funds are permitted to
engage in short sales, options, futures, and leveraged trading strategies. The Funds’ use of short sales, options, futures strategies, and
leverage may result in significant capital loss.

The Russell 3000° Index measures the performance of the largest 3,000 US companies representing approximately 96% of the investable US
equity market, as of the most recent reconstitution. The Russell 3000 Index is constructed to provide a comprehensive, unbiased and stable
barometer of the broad market and is completely reconstituted annually to ensure new and growing equities are included. The Russell 2000
Growth Index includes those Russell 2000 Index companies with higher price-to-value ratios and higher forecasted growth values. An
investor cannot invest directly in an index. Needham & Company, LLC is a wholly owned subsidiary of The Needham Group, Inc. Needham
& Company, LLC, member FINRA/SIPC, is the distributor of The Needham Funds, Inc.

The source of the data for each of the Russell 2000 Growth Index and the Russell 3000 Index (together, the “Indexes”) is the London Stock
Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2025. All rights in the Indexes vest in the
relevant LSE Group company which owns the Index. The Indexes are calculated by or on behalf of FTSE International Limited or its
affiliate, agent or partner. Neither the LSE Group nor its licensors accept any liability for any errors or omissions in the Indexes; no party
may rely on the Index returns shown; and the LSE Group makes no claim, prediction, warranty or representation about the Fund or the
suitability of the Indexes with respect to the Fund. No further distribution of data from the LSE Group is permitted without the relevant
LSE Group company’s express written consent. The LSE Group is not connected to the Fund and does not promote, sponsor or endorse the
Fund or the content of this prospectus.
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