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“A ‘sound’ banker, alas! is not one who foresees danger and avoids it, but one who, when
he is ruined, is ruined in a conventional and orthodox way along with his fellows, so that
no one can really blame him.”

J. M. Keynes, Essays in Persuassion.

Dear co-investors,
We hope you had a happy holiday season and wish you all the best for the year ahead.

Let us begin with a brief summary of the Fund. The Fund closed on 31 December 2023 with
a NAV (institutional class) of 136, representing a net annualised return of 9.7%. sThe ISIN
code of the different classes of the Fund is LU0942882589 (Class A) and LU1984948874
(Class F).

As you know from previous letters, the Fund's philosophy is "buy & hold", with a mandate
to invest in global credit with short duration, generally below 3. The portfolio is relatively
concentrated, with around 50-60 positions, and captures our best ideas that we believe offer
a more attractive risk-adjusted return than the average credit currently found in the high
yield (HY) or investment grade (IG) markets. While we like to hold positions for as long as
possible, our Fund is not a traditional "buy and hold" fund where positions are bought and
held to maturity, but we constantly evaluate these positions based on the price at which they
are trading and the evolution of the business fundamentals. Although we believe that the
task of reinvesting coupons is somewhat easier for investors following the interest rate rises
during the year, we continue to believe that traditional hold-to-maturity strategies are poor
candidates for any investor's portfolio, as the high valuations that these types of bonds tend
to have after a few years make it difficult to reinvest their coupons, with the interest
payments being used to buy increasingly expensive bonds.

We believe that the proper reinvestment of coupons is an important and often
underestimated source of long-term returns, and our investors can be assured that much
of our attention is devoted to this task.

In terms of the currency hedging policy, the portfolio is fully hedged at year-end. We do not
expect any changes to this policy for 2024.

In this year's closing letter, we would like to explore two very different themes. First, we
want to share our thoughts on a book we read this year called What I Learned About
Investing from Darwin, written by the successful Indian investment manager Pulak Prasad.
Secondly, we will give a brief overview of our recent exposure to financial companies. We
hope to make it clear that this group of companies is far from homogeneous and that each
company has its own particular long-term dynamics — in other words, each of these
institutions has different sensitivities to both interest rate changes and the economic cycle.

Finally, following the tradition of previous years, we will outline our main positions for 2024.




What I learned about investing from... Pulak Prasad

Without a doubt, one of the most interesting reads this year was What I Learned About
Investing From Darwin, written by Pulak Prasad, manager of Nalanda Capital, an asset
manager specialising in investing in Indian companies with an excellent track record.

We have to admit that we started reading the book with a certain dose of scepticism. The
world of investing is rife with superficial knowledge, where giving one or two glimpses of a
subject to demonstrate knowledge is the rule rather than the exception, so a book with such
a title immediately raises the question of whether the author is abusing the parallels between
the world of evolutionary biology and the world of investing. Moreover, we have always been
of the opinion that most investment books (especially those written by reputable managers)
are dispensable and just tell little stories, explaining why this or that stock did what it did,
but without looking for schemes that help us to think in a slightly more universal way.

Prasad's book suffers from neither. The parallels he draws between evolutionary biology
(drawing not only on Darwin's work but all the science that has been proposed since) and
investing are fascinating. Moreover, the book is superbly structured around the idea that in
the world of investing, fantastic long-term results can be achieved through a sensible,
repeatable, and simple process.

Although the book is primarily aimed at equity investors, we believe that its scope is much

broader and that the lessons can easily be extended to other asset classes such as corporate
bonds.

The book is divided into three sections, each covering one aspect of Nalanda's investment
process. Its three pillars are: avoiding significant risks, buying only good companies at fair
prices and, finally, holding them forever — in other words, low portfolio turnover. Given the
length of the book and the brevity of these letters, we will only comment on the aspects that
we found most striking, although any other reader could easily have selected other ideas.

The first part deals with what should be the number one factor in any investment process,
minimising unnecessary risk. The emphasis at this stage of the analysis is similar to Buffett's
two famous rules for investing ("rule number one, don't lose money; rule number two, don't
forget the first rule"). The risk mitigation aspects are both qualitative and quantitative. For
Prasad, the primary qualitative aspects that determine whether a potential investment idea
will ultimately be considered are: i) that the company has no financial leverage, ii) avoid
companies run by dishonest management teams, iii) avoid turnarounds, iv) avoid companies
with an addiction to inorganic growth and v) avoid investing in industries undergoing rapid
technological change where the competitive structure is not yet defined.

Prasad uses several examples from the animal kingdom (both predators, preys, and plants)
to show how the successful long-term survival of a species ultimately depends on minimising
errors of commission (what he calls, in statistical jargon, “type 1" errors), which are the ones
that can end up being fatal (not running away from a potential predator that ends up being
alion), as opposed to errors of omission ("type 2" errors), which are often much more benign
(running away from a predator when it really wasn't one). Investors should approach their
work in the same way, avoiding opportunities that are lucrative but have a high probability
of total loss of capital. A good investor is, first and foremost, a good "rejector" of potential
investment ideas, an insight always championed (and embodied) by Charlie Munger.




On the quantitative side, the most important financial variable for Prasad is the return on
the company's capital. Using as an analogy the experiment conducted over several decades
with wild foxes in Siberia (in which breeders, by simply selecting for one trait, tameness,
were able, after several generations of crossbreeding among the tamest foxes, to "select" for
other traits, such as soft ears, mottled colouring or a shorter snout), Prasad explains how a
company’s return on capital is also a "trait" that can help to determine other desirable but
harder to identify traits, such as being run by an excellent management team, having certain
competitive advantages, or allocating capital efficiently.

One of the most fascinating chapters in the book is the fifth, entitled "Darwin ate my DCF".
In it, Prasad explains that the discipline of investing should be practised in a similar way
to evolutionary biology, not by trying to make predictions about the future as, say,
physicists do, but by rigorously analysing the past. An evolutionary biologist, for example,
does not ask what will happen to humans, but how our ape ancestors evolved into a bipedal
organism. Darwin himself formulated his own theory of natural selection with the facts that
were already available to everyone, but with the crucial and then differential idea that the
present is simply the result of the accumulated changes in the past. Nalanda does not waste
a minute in making business projections and spends this time in understanding the
evolution over time of the business and its sector. Although not mentioned in the book, this
"directional" way of understanding a company is similar to the question that Todd Combs
and Charlie Munger used to ask themselves, which was to try to estimate the percentage of
S&P500 companies whose business would be better off in five years’ time.

In investing, the main reason why projections are unhelpful most of the time is that any
projection involves a large number of variables. As Prasad shows, a projection of the main
financial magnitudes for the coming year can involve estimating (at least) ten variables,
which even if we assume that we are really good at estimating them with 90% accuracy
(which is simply unrealistic), the probability of getting them all right is only 35% (0.91°). And
this is only for a one-year forecast: the probability of being right continues to fall rapidly as
the time horizon (and therefore the number of variables) increases.

Focusing on the persistence of a company’s past performance has two main disadvantages.
First, it causes us to miss lucrative investments when a business turns around, for we
continue to assume that its future will be as bad as its past, when in fact it will not. For
Prasad, we have to live with such errors of omission because no investment method is
perfect. Interestingly, these errors of omission tend to be more benign in the case of fixed
income because the opportunity cost in fixed income (the probability that a bond will end
up with a return that is a multiple of the initial capital we invested) is lower than in equities,
or at least it has been recently given the prevailing low interest rates.

The second pitfall, however, is more worrying, as it concerns the errors of commission that
can be made by assuming that a good business will continue to be good in the future, when
in fact it will not. Although the book offers evidence as to why businesses tend to be more
stable than is usually assumed (likening it to the stability of organisms according to
palaeontologist Stephen J. Gould's famous theory of punctuated equilibrium), this is a
problem to which there are no simple answers and will always ultimately require the
judgement of the analyst.

Such judgement, as behavioural finance teaches us, is prone to biases and is also influenced
by social elements (in the previous letter I showed the fairly conclusive evidence that




financial bubbles can form even under laboratory conditions). Two of the most effective tools
that behavioural finance proposes to improve our decision making are pattern recognition
and the outside view. Both have a close equivalent in the world of evolutionary biology,
which is the principle of convergence. This principle states that different organisms in
different geographical areas and at different times end up with similar solutions to similar
problems — for example, there are eighteen different plant species that have evolved red, the
preferred colour of hummingbirds, because it is the bird that pollinates them. In the case of
companies, as in the biological world, both successful and unsuccessful companies share
similar traits, so that the study of each investment is not unique and discrete, but part of a
larger universe of successes or failures that can be interpreted by analysts with more
developed pattern recognition skills.

The last chapter of the book teaches us how honeybees build their hives and concludes that
a simple and on average correct process can yield extraordinary long-term results if repeated
enough times. Honeybees, which have survived countless dangers for 13 million years, make
the important decision of where to build their next hive through a simple process (through
a kind of communal dance, and we are not kidding!) that, although it does not always choose
the optimal place to build their home, on average it works. As Prasad explains, Nalanda's
process (eliminate significant risks, buy good businesses at reasonable prices, and hold them
forever), like that of the honeybees, is simple and repeatable, and has worked wonderfully
since they launched the fund.

As we hope we have shown, the book contains lessons at several levels. Some of these
lessons, such as not making predictions, focusing on return on equity or assuming that
companies will not change too much, are not alien to us and we believe they are already
embedded in our investment process in one way or another. For example, as you know from
previous letters, the residual earnings method we use to value companies is focused on
understanding the return on capital of the business, while the use of base rates (explained
in our letter a year ago) is akin to assuming a certain permanence in the performance of our
companies.

Other lessons are harder to extrapolate, even if we wanted to, because both the universe of
companies and the time horizon for investing in corporate bonds is different from that of
equities — companies tend to have worse business models and the time horizon is shorter.
With these caveats, reading the book is highly recommended, not least for the mere fact of
maintaining discipline in the investment process, which is one of the things we focus on not
losing and which we believe is harder to achieve consistently over the long term.

BrightGate Global Income Financials?

Given that the Fund's year-end exposure to financials is quite large, we thought it
appropriate to devote an entire section to explaining the rationale for this investment. It is
important to remember that non-financial companies have always been our first choice and
have historically represented the majority of our portfolio. However, with all the turbulence
in the financial sector this year, we have been able to include some banks with exceptional
business models.

As we hope to show in the following paragraphs, most of the financial businesses we have
acquired (with a few exceptions) have high returns on equity under "normal" conditions,




operate in niche sectors where universal banks have little or no presence, do not need
interest rate hikes to hide their poor returns and, of course, are run by competent managers
who have been with the same institution for years, who maintain a stable corporate culture
and for whom capital allocation decisions are a priority.

Our portfolio of financial companies represents around a quarter of the Fund's assets. As it
is impossible to give a detailed overview of each bond, we believe it is most instructive to
show the diversification of some of the banks we hold. The other financial businesses that
make up the rest of the portfolio (e.g. US insurance companies, aircraft leasing, etc.) are very
different from banking, so their long-term business fundamentals are driven by different
considerations.

In order to demonstrate the diversification of our banks, we have chosen five of the banks
we own: Bankinter, BFF, M&T Bank, SLM and OSB. Of these five banks, three operate in
Europe (and in very different geographies, Spain, Italy and the UK) and the other two in the
United States (in the previous letter we explained in detail one of these banks, M&T Bank),
so their end markets are geographically different. Not only do they operate in different
geographies, but their businesses are also different: Bankinter needs no introduction, the
Italian bank (BFF) is exclusively dedicated to discounting invoices to public administrations,
the UK bank (OSB) exclusively grants mortgages to professional landlords, one of the US
banks (SLM) is a leader in student lending, while M&T is a regional bank with a wide range
of more traditional activities.

To gauge the sensitivity that this disparate set of banks could have throughout the economic
cycle, it is interesting to consider a couple of alternative scenarios.

In a first scenario of economic slowdown, such a slowdown would undoubtedly affect the
results of Bankinter, M&T and OSB through higher credit losses in their loan portfolios,
although their portfolios are very different in terms of the type of assets (for example, M&T
is more exposed to the commercial segment, while OSB is more exposed to the residential
one), but on the other hand it would be an ideal environment for our Italian bank, as the
delay in payment by public administrations would be longer, increasing the amount of late-
payment interest.

In a second interest rate hike scenario, such a hike would benefit all banks in the long term,
although in the short term the UK bank (and some others) could suffer from lower mortgage
volumes and from accounting adjustments to its mortgage portfolio in the face of rising
rates, as seen in its results six months ago.

Two things emerge from this admittedly simplistic analysis. The first is that we are fairly
confident about how these banks' businesses would fare if the above scenarios were to
materialise, although we have no idea how bond prices would react. The second is that the
above banks have been through economic cycles with different conditions and in all cases
their return on equity (ROE) has been phenomenal.

To give you an idea, the average ROE of these banks from 2017 to 2022 is 29% for the Italian
bank, 18% for the UK bank, 29% for the bank that provides student loans (the same as the
Italian bank, pure coincidence), 13% for Bankinter and 11% for M&T. It is important to note
that although the credit cycle has been benign so far, which has helped the credit losses of
all these institutions, interest rates are at the lowest levels in history, depressing the interest
margin they earn. Overall, we would not say that it has been a particularly supportive




environment for banks (as evidenced by the poor returns of their peers) and yet all these
banks have generated phenomenal returns on equity.

Of course, in almost all cases these fantastic returns have translated into fantastic returns
for their shareholders. Over the past five years, for example, the Italian bank's share price
has doubled, while SLM's has doubled two and a half times. Even in the case of the UK bank,
where returns have been poorer, they have totalled 20% — although it should be noted that
much of the loss was due to a sharp correction in the valuation multiple rather than poor
business performance, not to mention a further 16% in dividends the company has paid since
then relative to its current market capitalisation. In short, at these banks shareholders can
show something in return in terms of returns for their patience.

An equally weighted portfolio of these 4 banks would have easily beaten the S&P500 over
these five years, and without the need for the Magnificent 7!

In short, in the long term there are no “value traps”, just bad investment decisions, whether
in banking or any other industry. These examples show that banks do not necessarily fall
into this category per se, and that even generalist investors who focus on institutions with
profitable businesses and competent management can be reasonably successful over time.

Commentary on the main positions

As far as the composition of the portfolio is concerned, the percentage of invested assets is
slightly higher than at the end of last year (cash and equivalents are 11% compared to 16%
last year). The lower yield to maturity at the end of this year (6.7% compared with 7% last
year) is due to the gains we made at the end of the year and the generally good performance
of bond indices. Higher bond prices push up short-term returns but inevitably push down
long-term ones. Interestingly, despite the capital gains accumulated in 2023, the portfolio's
yield to maturity has not suffered much, largely thanks to our work during the year to rotate
the portfolio towards relatively more attractive credits.

As was the case last year, current valuations in fixed income markets, both investment grade
and HY, are significantly more attractive than they have been over the past decade. As
explained above, this is particularly the case in financials, where we added many of these
companies after the turbulences of the spring. On the other hand, despite the good
performance of energy companies during the year, these bonds continue to trade at a
discount to the rest of the HY universe, although this spread has narrowed considerably
compared to recent years.

Below are the Fund's major holdings at year-end, ranked by weighting in the portfolio. We
have grouped them by theme as we believe this facilitates an overall understanding of the
portfolio. In each case, for the sake of brevity, we give only a brief outline of what we believe
to be the key issues to consider in each group:

e Financial companies: this group has the largest weight in the Fund, and given its
importance, we have devoted an entire section, the previous section, to explaining the
investment opportunity in these companies and why they should be included.

e Upstream companies: As in previous years, we continue to have significant
exposure to oil producers, spread across a number of names (no single issuer exceeds
3% exposure). We believe the opportunity in the sector remains attractive, but less so




than in previous years, given the tightening of credit spreads and a series of bad news
(notably the UK excise tax) that have partially impacted the cash generation capacity
of our companies. Of the names we held last year, the main sale was our position in
Frontera which, although sold at a profit, was clearly a disappointment given its
erratic and opaque capital allocation, as we believe it could have repaid its debt in this
high oil price environment to be better prepared for an eventual turn in the cycle. Of
the names in our portfolio, the most important thing to keep in mind is the following:
these are companies that are generating free cash flow at Brent prices of $50-55,
with balance sheets that are mostly net cash and with field lives in excess of 10 years.
As we mentioned in last year's letter, we do not know what the oil price will do this
year, but we do rely on a friendly market for our companies to meet their debt
obligations.

Energy infrastructure (Enbridge, Energy Transfer, PBF Energy, MC
Brazil): During the year, we increased our weighting in this sector, which has
traditionally been one of our favourites. The current portfolio consists of two
midstream companies (oil and gas pipelines) and two refining companies. The
midstream segment in particular has always appealed to us because of its stability
over the economic cycle and the irreplaceable nature of these assets. Acquisitions
during the year were PBF Energy and Enbridge, as both Energy Transfer and MC
Brazil were in the portfolio at the beginning of the year. Of these four companies, we
have significant exposure to PBF Energy, one of the largest oil refiners in the US with
1 million barrels per day of refining capacity. Following the aggressive deleveraging
of PBF's balance sheet in recent years (it has zero net debt on its balance sheet) and
the improvement in its asset base compared with the pre-Covid period, thanks to
integration with its logistics business and the recent acquisition of one of the world's
most complex refineries, we believe the credit risk in this name is minimal. Although
the yield to maturity of 6% is by no means the highest in our portfolio, the risk/reward
profile is one of the most attractive.

Spanish homebuilders (Aedas Homes, Via Célere): We continue to hold our
positions in Aedas and Via Célere, and our investment thesis in these companies has
not changed. As in other countries such as the US or the UK, Spain has suffered from
alack of residential construction over the past decade as a result of the 2009 property
crisis, which in the case of Spain led to the bankruptcy of the largest developers and
the reluctance of banks to lend to the sector. Although the returns of Spanish
construction companies lag behind those of their international counterparts (where
returns on equity typically exceed 15%), their current returns cover their cost of
capital, suggesting that their assets are at least worth their book value, with the
consequent credit cushion that this implies. We saw evidence of the latter during the
year, when Neinor announced the buyback of our bonds as a result of the
crystallisation of the value of its assets. As the assets of Aedas and Via Célere are
similar and the balance sheets are equally conservative, we continue to believe that
the future returns on these two bonds will be high, with minimum credit risk.

Perpetuals (Bayer, GM, Volkswagen): We have allocated around 7% of the
portfolio to these three names, which, despite their recent inclusion, have already
contributed to the returns of the year, given the strong revaluations they have suffered




over the last two months. What these three issuers have in common is that they are
large-cap companies, that they are rated investment grade by the main rating
agencies and that they have issued these bonds at the most turbulent times of the
year, which makes their coupons attractive. Although these are companies that for
one reason or another we would not hold in our equity funds (Bayer and Volkswagen
have poor corporate governance as well as low returns on capital, while the industry
in which GM operates has traditionally been shareholder friendly), we believe that
they are among the highest quality issuers we have had in our portfolio throughout
the Fund's history. As a small illustration of the lack of efficiency in the pricing of
these bonds, it is interesting to note the case of the GM perpetual, which at times
during the year traded at a credit spread of more than 300 basis points over Ford's
very long bonds. Irrespective of one's relative view of GM versus Ford (although we
would certainly stick with GM given its profitability track record over the past
decade), I think that we can agree that the spread is excessive. Not only have GM
perpetuals traded at a discount to Ford debt, but also to other GM bonds with similar
maturities! In our experience, the market does not usually offer these opportunities,
so we have to act decisively when they present themselves — and that is exactly what
we have done by allocating a high percentage of our portfolio to these instruments.

In summary, the portfolio has a YTW (in euros) of just under 6.7% and a duration of 2.7. We
believe that these metrics will allow us to continue to outperform our peers and indices in
2024 and provide flexibility for potential opportunities that may arise throughout the year.

We are always available to answer any questions you may have or to discuss any name in the
portfolio in more detail.

Yours sincerely,

Jacobo Arteaga Fierro
Portfolio Manager

Javier Lopez Bernardo, Ph.D., CFA
Portfolio Manager

BrightGate Capital, SGIIC
¢/ Génova, 11 — 28004 Madrid
Tel. +34 91 441 00 11
www.brightgatecapital.com
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Aviso Legal

Este mensaje va dirigido, de manera exclusiva, a su destinatario y puede contener informacién confidencial y sujeta al
secreto profesional, cuya divulgacién no esta permitida por la ley. En caso de haber recibido este mensaje por error, le
rogamos que, de forma inmediata, nos lo comunique mediante correo electréonico remitido a
brightgate@brightgatecapital.com o a través del teléfono (+34) 91 441 00 11 y proceda a su eliminacion, asi como a la de
cualquier documento adjunto al mismo. Asimismo, le comunicamos que la distribucion, copia o utilizaciéon de este mensaje,
o de cualquier documento adjunto al mismo, cualquiera que fuera su finalidad, pueden estar prohibidas por la ley.

Le informamos, como destinatario de este mensaje, que el correo electrénico y las comunicaciones por medio de Internet
no permiten asegurar ni garantizar la confidencialidad de los mensajes transmitidos, asi como tampoco su integridad o su
correcta recepcion, por lo que BrightGate Capital SGIIC, S.A. no asume responsabilidad alguna por tales circunstancias. Si
no consintiese en la utilizacion del correo electronico o de las comunicaciones via Internet le rogamos nos lo comunique y
ponga en nuestro conocimiento de manera inmediata.

Este documento tiene caracter exclusivamente informativo y no debe ser considerado ni utilizado como una oferta de
suscripcion de Fondos. Este documento ha sido preparado utilizando fuentes de informaciéon consideradas fiables. Sin
embargo, no se garantiza la exactitud ni el caracter completo de la informacién, ni se asume responsabilidad alguna al
respecto. El retorno total de los fondos esta sujeto a fluctuaciones de los mercados. Rendimientos pasados no son garantia
o proyecciones de rendimientos futuros. Las opiniones y previsiones aqui reflejadas pueden no ser compartidas por todos
los empleados de BrightGate Capital SGIIC, S.A. y pueden ser modificadas sin previo aviso. BrightGate Capital es marca
comercial de BrightGate Capital SGIIC, S.A.

Informacion de Proteccion de Datos. Responsable: Brightgate Capital SGIIC SA (A85543239)

Le informamos que sus datos identificativos y los contenidos en los correos electrénicos y ficheros adjuntos pueden ser
incorporados a nuestras bases de datos con la finalidad de mantener relaciones profesionales y/o comerciales y, que seran
conservados mientras se mantenga la relacion. Si lo desea, puede ejercer su derecho a acceder, rectificar y suprimir sus
datos y demas reconocidos normativamente dirigiéndose al correo emisor o en protecciondedatos@brightgatecapital.com.

Este mensaje y cualquier documento que lleve adjunto, en su caso, puede ser confidencial y destinado inicamente a la
persona o entidad a quien ha sido enviado.

Si desea darse de baja de nuestras publicaciones y envios comerciales, responda este correo electrénico indicando en el
asunto la palabra “BAJA”.

Informacion Proteccion de Datos de Brightgate Capital SGIIC SA (protecciondedatos@brightgatecapital.com):

FINALIDAD: Informarle de nuestros productos y servicios por medios electrénicos. LEGITIMACION: Interés legitimo en
mantenerle informado en su condicién de cliente y/o usuario. CESIONES: No se contemplan. CONSERVACION: Durante
la relaciéon contractual y/o hasta que nos solicite la baja comercial y, durante los plazos exigidos por ley para atender
eventuales responsabilidades finalizada la relacion. DERECHOS: Puede ejercer su derecho de acceso, rectificacion,
supresion, portabilidad de sus datos y la limitacién u oposiciéon en el correo electrénico del responsable. En caso de
divergencias, puede presentar una reclamacién ante la Agencia de Protecciéon de Datos (www.aepd.es).




