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Annual letter to the co-investors of the SIH BrightGate Global Income Fund

January 8th, 2025, Madrid

‘The social object of skilled investment should be to defeat the dark forces of time and
ignorance which envelop our future.’

J. M. Keynes, The General Theory of Employment, Interest, and Money.

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

The Fund closed on 31 December 2024 with a NAV (institutional class) of 149.6,
representing a net annual return of 10.0%, compared to 0.96% for the BofA US Corporate
Index and 6.4% for the BofA US High Yield Index — in both cases, including the reinvestment
of coupons as well as the corresponding cost of currency hedging. While the Fund does not
follow any benchmark, we consider the two aforementioned indices to be representative of
the asset universe (corporate bonds, both investment grade and high yield) in which the
strategy primarily invests, with the important caveat that our Fund, by construction, focuses
on shorter durations and generally holds a percentage invested in cash and cash equivalents.

As we have mentioned in previous letters, annual results should be interpreted with caution.
While I believe that over the long term the performance of the Fund will be in line with the
targets set at inception (Euribor plus 300 basis points), short-term movements in NAV, both
up and down, may be largely random and not representative of the value creation (or
destruction) that has taken place in each of our companies.

As you know, the Fund's philosophy is ‘buy and hold’, with a mandate to invest in short
duration global credit — on average, less than 3. Compared to most fixed income funds
available in the market, our 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 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.

In addition, another key factor in assessing whether to sell a position is the existence of
attractive alternative investment opportunities, and in this respect the task of reinvesting
capital and the corresponding accrued coupons is an important and often underestimated
source of long-term returns — our investors can be assured that much of our attention is
devoted to this task.

From this perspective, the task of reinvesting coupons has become more complicated over
the course of the year, given the tight credit spreads at which most corporate credits are
trading globally — both in the case of IG and HY. Although risk-free rates have not fallen as
much as the market discounted at the beginning of the year, we believe that current credit




spreads do not price in a potential upward cycle of corporate defaults — and therefore do not
provide adequate protection for investors. Of course, we do not know what will happen to
the level of bankruptcies in the coming months (we explain in the next section why we do
not believe it is appropriate to make predictions as part of an investment process), but what
we do know is that the current level of credit spreads leaves (unwary) investors with no
margin for error.

As mentioned in the previous letter, the Fund obviously has no direct exposure to equities,
but given that equity market movements and valuations inevitably affect credit spreads,
we thought it appropriate to explain a little more in this letter how we view current equity
market valuations from a historical perspective.

The current bubble, which, using different valuation frameworks, can be aptly described as
the largest in the history of Western markets, has characteristics that make it both unique
and different from previous bubbles. Different because every bubble must necessarily be
different from previous ones; otherwise, it could be arbitraged consistently and the ultimate
purpose of financial markets under a capitalist system, that of discovering the future bit
by bit (Keynes' precious allusion at the beginning of this letter about the importance of
‘defeating the dark forces of time and ignorance’), would be completely redundant — in other
words, bubbles would never occur.

On the other hand, the bubble is identical to previous bubbles in at least two respects. First,
the bubble story is underpinned by a truly innovative technology (artificial intelligence),
while at the same time valuations are being inflated by overly expansionary monetary (and
fiscal) policy. It is crucial to make the story interesting so that exogenous factors, in this
case monetary and fiscal policy, do not distract investors from the short-term narrative.

Second, we see every day the proliferation of 'schemes' that promise quick riches (read the
whole universe of 'decentralised finance') in exchange for the naive credulity of the
'investors' of the day.

In the second 2018 edition of his book Engines that Move Markets, a work that explores the
most revolutionary technologies of the last two centuries and their impact on stock markets,
Alasdair Nairn reflects on the great similarities that all bubbles ultimately share:

‘However, a striking feature of each chapter is the fact that while the
patterns have not been identical in each case they have been very similar.
First, a new invention is greeted with scepticism from incumbent
technology and potential new investors. That scepticism is gradually
replaced with enthusiasm, as businessmen come to appreciate the sales
potential of the new technology. Soon, new entrants are flocking to the
market, and venture capital funding is made available. Companies are
started; almost all do well (in terms of share price) in the market on a
tidal wave of enthusiasm. So far, so good; but as the technology begins to
mature, a sense of realism sets in. Inevitably, for some, cash runs out.
Companies begin to fold, only the strong survive and naive investors lose
money in the huge rationalisation. Pessimism begins to pervade the
marketplace and stock prices fall across the board. Eventually, the
market stabilises.’



https://www.brightgatecapital.com/documentacion/brightgate/global-income/cartas/2024-H1-ENG.pdf
https://www.hussmanfunds.com/comment/mc241218/

Another feature that this bubble will share with previous bubbles will be its end. In this
respect, Buffett's observation in an interview with Jason Zweig at the height of the dotcom
bubble is instructive. Zweig asked the Omaha investor what he thought about all that was
happening, to which Buffett ‘replied with two calm, simple sentences I've never forgotten:
T know what will happen. I just don't know when.”

In this year's final letter, we would like to explore in depth the aspect of financial markets
we mentioned earlier about 'discovering reality bit by bit' — that arduous Keynesian process
of defeating the dark forces of time and ignorance. However, we will approach the discussion
not with the insights of economic and financial theory, but with those of a computer scientist
who set them out in his most famous book two decades ago. These ideas will help us to show
why the task of forecasting is fundamentally flawed and why we cannot jump ahead in
time' and simply see the outcome of events.

According to this computational worldview, the task of making predictions is not limited
simply by our cognitive biases in understanding reality, as the behavioural finance literature
suggests, but simply because reality is too (computationally) complex for us to find simple
mathematical solutions that allow us to see the solution of the system at some point in the
future.

While we will not address this issue in this letter, the above discussion can easily be extended
to the debate about whether artificial intelligence will completely replace active managers in
the future, as it is already doing in many other areas. Artificial intelligence will undoubtedly
bring many advances that we active managers will have to gradually incorporate into our
strategies; however, from a computational point of view, it will be as limited as we are in
predicting reality and will also have to ‘wait and see’ how future events unfold.

Finally, following the tradition of previous years, we will outline our key positions at the
beginning of 2025.

¢Y “0go”, “0go” qué pasa? A digression on cellular automata, computational
irreducibility and the futility of predictions

Judging by the headlines in the financial press and the sell-side analysis, the US presidential
election has been arguably the most momentous event of 2024. How should we position
ourselves if Trump wins, what strategy should we adopt if Biden wins, what will happen to
inflation and what will be the impact on the public deficit? And so on, endlessly, with other
questions that seem to have no end in sight.

But the relentless 'treadmill' of the information society never stops. No sooner have we
digested the outcome of Trump's victory than we are inundated with speculation about the
impact on our portfolios of tariffs, inflation or the end of the war in Ukraine — to name but
a few of the many unknowns that haunt us.

This psychological tendency to seek certainty in a fundamentally uncertain future is deeply
ingrained in our behaviour. One of us is the parent of a three-year-old girl, who is a perfect
example of how, from a very young age, we feel the need to have some control over our
destiny. Many mornings, upon waking up, she asks what’s on the agenda for the day, and
when she finds out that it's ‘only’ planned up until lunchtime, she quickly follows up with:
¢y ‘0ogo’, ‘ogo’ qué pasa?’ [‘and what happens next?’]




While the desire to foresee the future may have certain positive aspects, it becomes a
fundamentally dangerous factor when it comes to building a repeatable investment
process.

Stephen Wolfram is a British scientist widely known as the creator of the mathematical
software Mathematica and for having started publishing scientific research at a remarkably
young age. In 2002, he published a book titled A New Kind of Science, a 1,200-page tome!
that received highly polarised reviews.2 Although the book has been extensively cited in
disciplines as diverse as computer science, artificial intelligence, and philosophy, we believe
it also has profound implications for the entire forecasting industry.

At the heart of the book lies the concept of a cellular automaton, which, despite its somewhat
intimidating name, is actually quite simple.3 A cellular automaton is a mathematical model
that graphically represents a system composed of cells arranged in a (typically one-
dimensional) grid. Each cell can adopt one of two states, white or black, determined by
specific rules. The rules define the colour of a given cell based on the colours of the previous
cells. The cells are organised in rows, and the system evolves from the top rows to the bottom
rows. For the first row, it is arbitrary which cells will be white and which will be black, and
from there, the rules are applied to determine the state of the cells in the next row, and so
on.

The best way to understand this is to look at a simple example. For instance, one of the
simplest automata is one of the first ones presented in the book, called ‘Rule 250’. The rules
that govern how this simple algorithm works and the pattern it eventually forms are as
follows:
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A cellular automaton with a slightly different rule. The rule

makes a particular cell black if either of its neighbors was black
on the step before, and makes the cell white if both its
neighbors were white. Starting from a single black cell, this rule
leads to a checkerboard pattern. In the numbering scheme of
Chapter 3, this is cellular automaton rule 250.

Source: A New Kind of Science, chapter 3, p.25.

As can be seen, the eight instructions in the box on the right (e.g., ‘three black squares
produce a black square in the next row below’) cover every possible combination of cells, and
end up producing a very predictable and, frankly, uninteresting pattern from the start.

Most of these cellular automata exhibit either simple or highly repetitive behaviour, and are
not of much interest for what we want to explain.

1 For the more adventurous readers, Wolfram has published the book openly on the web, and it can be found here.

2 Some of the most critical reviews of the book can be found here and here.

3 The concept of the cellular automaton has a short but distinguished lineage, having been invented by John von
Neumann in the 1940s. Prior to that time, scientists did not have enough computing power to process vast amounts of
data, which severely limited the ability to study such simple systems. The most famous automaton is known as the
'Game of Life' and was designed by John Conway in 1970. Readers can play with the automaton on various websites and
contemplate the complexity of behaviour that follows from certain initial conditions.
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Many readers may be growing impatient and wonder what point we are trying to convey with
these simple games. It turns out that, under certain rules, there is a small group of cellular
automata that end up producing very complex and seemingly random behaviour. For
example, Wolfram shows us the result of another cellular automaton known as 'Rule 30',
where the evolution of the algorithm proceeds as follows:

Source: A New Kind of Science, chapter 3, p.27.

Although it's clear that the automaton has parts that visually seem to follow a certain pattern
(especially on the left side of the image), the overall behaviour appears completely random
— even though it is generated by following a series of simple, repetitive rules. In fact, as can
be seen in the next image, even if we iterate the automaton for a longer period (500 times),
the system does not seem to reach any equilibrium points or predictable patterns:

Source: A New Kind of Science, chapter 3, p.29.

Two important implications can be drawn from this simple automaton. The first is that,
although the rules governing the evolution of a system may be simple, the behaviour of the
system may end up being complex. In fact, in such systems, ‘it is overwhelmingly easier to
generate highly complex behavior than to recognize the origins of this behavior.’ (p.551)

The second implication goes even deeper. Even if we know in advance the rules that govern
the behaviour of the algorithm (a luxury we never have in the real world), the unpredictable
behaviour they generate makes that behaviour irreducible to a simpler solution by
conventional mathematical or statistical techniques. That is, if we want to know what the
state of the system will be at (say) iteration 1,340, we cannot resort to a formula that gives




us the solution directly, bypassing all the intermediate steps. The only way to know the
solution is to simply let the system continue to run and compute all the intermediate steps
to the final solution. Wolfram calls this property of some automata 'computational
irreducibility’, in the sense that the system is irreducible to a simple mathematical formula
that would allow us to take a 'shortcut'.

It is precisely this property of certain algorithms that has devastating consequences for our
ability to make predictions in the real world. If we accept the possibility that a large chunk
of reality is generated by computationally irreducible processes, then, as Wolfram explains:

‘Several decades ago chaos theory pointed out that to have enough
information to make complete predictions one must in general know not
only the rules for a system but also its complete initial conditions.

But now computational irreducibility leads to a much more fundamental
problem with prediction. For it implies that even if in principle one has all
the information one needs to work out how some particular system will
behave, it can still take an irreducible amount of computational work
actually to do this.

Indeed, whenever computational irreducibility exists in a system it means
that in effect there can be no way to predict how the system will behave
except by going through almost as many steps of computation as the
evolution of the system itself.” (p.739)

In other words, the only way to know the future economic reality is for it to materialise,
and our job as investors is to move forward, step by step, defeating, as Keynes suggested,
‘the dark forces of time and ignorance’. Who would have imagined that Keynes could have
been a computer scientist!

Of course, it is possible that reality is not the result of simple algorithms — although this is
open to debate, with some scientists arguing that it is indeed a plausible hypothesis.

For our much more modest purposes, what is crucial is to recognise that if we cannot
predict how a simple algorithm will evolve, even after knowing its rules in advance, we
should be all the more humble and extremely cautious about our ability to predict systems
whose rules are unknown to us, such as economic reality and financial markets. Even less
should we formulate investment strategies based on predictions. Instead, we believe that the
application of simple rules, such as the use of base rates that we explained in the previous
letter, and the ability to adapt to observable conditions (never to predictions) as they unfold,
represents a much more robust and epistemologically honest way to manage risks in an
investment portfolio.

And don't forget, the next time someone (other than your little daughter!) asks you, ‘And
then, what happens next?’ just respond with: ‘No idea, we'll see.’
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Commentary on the main positions

Moving on to the structure of the portfolio, the percentage invested is significantly lower
than at the end of last year, with cash and cash equivalents at around 24% compared to 11%
twelve months ago. The lower yield to maturity at the end of this year (5.1% compared to
6.7% last year) is one of the reasons for the lower percentage invested; it is simply that it is
much harder to find well remunerated opportunities in today's markets than it was a year
ago.

From a sector perspective, our largest exposures (in order of weighting) are in energy,
financials, industrials and consumer discretionary. As explained below, the biggest change
was in our Financials portfolio, which represented 30% of the Fund at the start of the year
and 20% at the end of the year, following the sale of several bonds following their re-rating
during the year.

Finally, there has been little change in terms of geography, with North America accounting
for 46% of the portfolio, Europe 36% and emerging markets 14%. As you know, the
geographical composition is purely the result of the individual selection of each of our loans,
and not the relative growth expectations we may have for each geographical area.

As in previous years, we list below 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 consider to be the key issues to consider in each group:

e Oil companies (DNO, EnQuest, International Petroleum, Ithaca Energy,
Pandion Energy, Panoro Energy, Pearl Petroleum): Oil producers now
represent the largest thematic position in the Fund (around 20%), although each of
these names operates in different geographies, has different balance sheets and
different relative weights between oil and natural gas. The main additions during the
year were the bonds of Panoro Energy and Pearl Petroleum, both of which made their
debut on the credit markets (Panoro had not issued a bond for ten years), and both
came to the primary market at attractive yields in our view. The relative pessimism
in the oil market during the year also contributed to the wide credit spreads on these
issues. In terms of divestments, the main one was Genel's bonds, a credit that had
been in the portfolio for a number of years and that the company finally called given
the excess cash on its balance sheet. As we have mentioned in the past and hoped to
make clear in the first section of this letter on the futility of forecasting, our positions
in oil producers do not depend on our ability to predict what the oil price will do
over the next twelve months. While we have an informed view on the industry's cost
curves, the credit quality of our issues and many other structural aspects of the
industry, we have no idea what the oil price is likely to do in the short term. What
we do know is that none of our issues should have any problem servicing their debt
obligations in the $60-70 per barrel range, a price that we believe is very low in the
current environment, especially given that in real terms (given the level of inflation
in recent years) it is the lowest price per barrel for many years.

e Banks (Bankinter, Discover Financial, Preferred Bank, SLM Corp): Many
of the issues we have at the end of the year are still the same ones we acquired in the
spring of 2023, when the banking turmoil in the US and Europe allowed us to acquire




several of these credits. The performance of these bonds during the year was excellent
and, as a result of the lower yields to maturity of these bonds, we closed the position
in some of them. The most significant sale in this respect was our position in M&T
Bank (the first bank we bought after the collapse of Silicon Valley Bank), which was
one of our largest positions at the end of last year. The only significant addition during
the year was the bonds of Preferred Bank, a US regional bank operating mainly in
California. The bank has an excellent track record since its inception in 1991, based
on minimal credit losses, operating in a very profitable niche market and with one of
the best efficiency ratios in the world — recently in the region of 25% compared to the
50% threshold from which banks are considered to be well managed. Thanks to the
size of its branches (with average deposits of $400m each, well above the US average
of $70-80om) and a management team that are the bank's major shareholders,
Preferred Bank has been able to generate ROEs in excess of 20%, which should
stabilise at around 15-20% going forward with lower interest rates. With the bond
yielding around 7% in euro terms, we believe it is one of the best opportunities in the
financials universe at the moment. Finally, our largest year-end position in banks is
in the preferred shares of SLM Corp, the largest student lender in the US. Although
the majority of the loans (around 90%) in this vertical have been made by the
government since 2010, the private sector continues to play a key role, financing the
remaining 10% of students' needs. The student loan business is high quality, given its
oligopolistic structure (SLM has a 56% market share of total originations), the
difficulty of establishing long-term relationships with universities, the impossibility
of discharging debt in bankruptcy (unlike other debt in the US), and the fact that most
loans are guaranteed by the students' parents. Since the spin-off of its government
lending business (Navient) in 2014, SLM has generated returns on equity in excess of
25% (yes, you read that right). Furthermore, SLM has a competent CEO who has
bought back more than 35% of the outstanding shares since joining the company in
2020. Given that the preferred shares continue to yield close to 8% in euros and the
bank is highly profitable, we believe that the risk/return profile of this investment is
the best of the entire group of financials in which we are invested and have therefore
increased our position throughout the year.

Industrial floating bonds (Bayer, General Motors, Textron, Volkswagen):
Floating rate bonds were the other major contributor to performance over the year,
alongside our bank positions. All of these bonds were added in late 2023 /early 2024
and were, in our view, penalised simply because the market expected many rate cuts
during the year and, in this scenario, the consensus view was that the bonds to own
were fixed rate bonds — regardless of the price at which floating rate bonds were
trading. During the year we did not make any significant additions in this area as the
yields on most of these bonds are lower than a year ago. The main exits were from
AerCap and Air Lease bonds, following their strong price recovery during the year.
Our largest position in industrial floating rate notes is Textron, an industrial
conglomerate active in various sectors (aerospace, powersports, etc.) and rated
investment grade by the rating agencies. Textron is a company with minimal net debt,
dominant positions in its various niche businesses and a track record of RNOA in the
region of 15%. The bond continues to trade at a yield of around 6% in euro terms,
which, given its minimal probability of default (less than 0.4% when considering




historical 'BBB' rates), compares very favourably even with high yield bond indices —
which have lower yields and expected default rates that are an order of magnitude
higher. As a result, Textron is the Fund's largest position at year-end.

Energy infrastructure (CVR Energy, Enterprise Products, Golar LNG,
PBF Energy, TC Energy): Our weighting in this group was little changed during
the year. The current portfolio consists of several midstream companies (our largest
positions in this segment are Trans-Canada and Enterprise Products), a liquefied
natural gas infrastructure company (Golar) and two crude oil refining companies
(CVR and PBF). The main movements were the sale of our position in MC Brazil,
which we replaced with CVR Energy, a US refining company with two refineries in
Texas with a total refining capacity of 200,000 barrels per day. The weak refining
margin environment in recent months has seen both PBF and CVR bonds trade at
wider spreads than credit indices and we felt it was appropriate to take advantage of
the opportunity. In the case of CVR, we believe there are also a number of interesting
near-term catalysts (such as the possible sale of its nitrogen production subsidiary)
that should support the bond price even if the refining margin cycle takes longer than
expected to recover.

Insurers (American Coastal, Genworth Holdings): We hold around 4% of the
Fund in these two bonds and, as Genworth is one of the most important positions at
an individual level, we thought it appropriate to briefly explain our thesis on this
credit. Genworth is an American insurance company that two decades ago was part
of the financial arm of General Electric. After an absolutely disastrous decade for the
company in 2010, given the terrible long-term care policies that GE had written ten
years earlier, Genworth has spent the last few years selling off some of its profitable
assets (its mortgage insurance divisions in Canada and Australia) to reduce the debt
on its balance sheet, and pushing US insurance regulators for sharp increases in
premiums for its long-term care business in order to stabilise it and finally make it
sustainable. While this story is interesting, it is now a thing of the past, as the
company now has, for the first time, a very simplified business with only two
segments, mortgage insurance (highly profitable) and long-term care, which will no
longer be a drain on the parent company's resources. In addition, its debt is very
manageable, and its bonds are one of the few remaining instruments in its capital
structure. Given that the company has announced that it will continue to pay down
debt with the strong cash flows from its US mortgage division, and that the bonds are
still trading at 83 and will trend towards par, we believe that Genworth's bonds
represent one of the most interesting and asymmetric stories in the debt markets over
the coming quarters.




In summary, the portfolio has a YTW (in euros) of 5.1% and a duration of 2.9. We believe
that these metrics, together with our cash position and the credit differentiation that our
positions will bring, will allow us to continue to outperform our peers and indices in 2025
and give us the flexibility to take advantage of opportunities that may arise during the year.

Please feel free to contact us if you have any questions or would like to discuss any of the
names 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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Legal Notice

This message is intended exclusively for the addressee and may contain confidential information subject to professional
secrecy, the disclosure of which is not permitted by law. If you have received this message in error, please inform us
immediately by e-mail to brightgate@brightgatecapital.com or by telephone (+34) 91 441 00 11 and proceed to delete it, as
well as any document attached to it. We also inform you that the distribution, copying or use of this message, or any
document attached to it, for any purpose whatsoever, may be prohibited by law.

We inform you, as the recipient of this message, that e-mail and Internet communications do not ensure or guarantee the
confidentiality of the messages transmitted, nor their integrity or correct reception, and therefore BrightGate Capital
SGIIC, S.A. assumes no responsibility for such circumstances. If you do not consent to the use of e-mail or Internet
communications, please inform us immediately.

This document is for information purposes only and should not be considered or used as an offer to subscribe the Funds.
This document has been prepared using sources of information believed to be reliable. However, no guarantee is given as
to the accuracy or completeness of the information, nor is any liability assumed in this regard. The total return of the Funds
is subject to market fluctuations. Past performance is no guarantee or projection of future performance. The opinions and
forecasts reflected herein may not be shared by all employees of BrightGate Capital SGIIC, S.A. and may be changed without
notice. BrightGate Capital is a trademark of BrightGate Capital SGIIC, S.A.

Data Protection Information. Responsible: BrightGate Capital SGIIC SA (A85543239)

We inform you that your identification data and the contents of the e-mails and attached files may be incorporated into
our databases for the purpose of maintaining professional and/or commercial relations and will be kept for as long as the
relationship is maintained. If you wish, you can exercise your right to access, rectify and delete your data and other
recognized regulations by contacting the issuing mail or at protecciondedatos@brightgatecapital.com.

This message and any document attached to it, if applicable, may be confidential and intended only for the person or entity
to whom it has been sent.

If you wish to unsubscribe from our publications and commercial mailings, please reply to this e-mail indicating the word
‘UNSUBSCRIBE' in the subject line.

Data Protection Information of BrightGate Capital SGIIC SA (protecciondedatos@brightgatecapital.com):

PURPOSE: To inform you about our products and services by electronic means.
LEGITIMACY: Legitimate interest in keeping you informed as a client and/or user.

ASSIGNMENTS: Not contemplated. CONSERVATION: During the contractual relationship and/or until you ask us to
cancel the commercial relationship and during the periods required by law to attend to possible responsibilities once the
relationship has ended. RIGHTS: You can exercise your right of access, rectification, deletion, portability of your data and
the limitation or opposition in the email of the person responsible. In case of divergence, you can file a complaint with the
Data Protection Agency (www.aepd.es).
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