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“Peppa Pig: I am taller than George.

George: Oh.

Daddy Pig: Don’t worry, George. As you get older, you get taller.

Peppa: Yes, but I will always be taller than you, George, because I will always be older.”
Peppa Pig, Chapter Gerald Giraffe.

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 2025 with a NAV (institutional class) of 156.7, representing
a net annual return of 4.8%, compared to 6.2% for the BofA US High Yield Index and 5.5%
for the BofA US Corporate 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.

The current environment of compressed credit spreads has made this reinvestment process
significantly more complicated. As we noted twelve months ago, we estimate that current




spreads offer little protection for credit investors. Any possible adverse scenario, such as an
economic slowdown, a deterioration in corporate profit margins (which we will explore in
the next section), or simply the bursting of the artificial intelligence bubble, could reverse
the current level of spreads and result in losses for fixed-income investors similar to those
experienced during the recent rate hikes. Like the bankers we admire and have been cited in
previous letters, we believe that the correct lending philosophy throughout the cycle is to
lend countercyclically: that is, to lend at high margins when even solvent companies are in
trouble and to exercise discipline when risk is not properly remunerated and collateral asset
values are inflated. We firmly believe that we are currently in this phase of the cycle.

In last year’s letter, we identified several hallmarks common to all major bubbles in the
history of capitalism, while also highlighting the inevitable differences between them. Since
the chance to live through a bubble that will likely be remembered as one of the largest ever
doesn't come every day, we think it is appropriate to devote this letter to exploring a topic in
which confusion reigns among market participants; namely, current valuations. While some
claim they are the highest on record, others are more optimistic, maintaining that, although
elevated, they are still below the levels reached in the dot-com bubble. Behind this debate lie
not only the incentives of each participant, but also a genuinely interesting and legitimate
conversation about which valuation metrics are most appropriate.

Our preferred metric for measuring the valuation of US indices is the one popularized by
John Hussman, which relates the market capitalisation of non-financial companies to gross
value added. While it does not provide such a direct reading as profit-based metrics (after
all, investors pay for profits, not for gross value added), it is our favourite because,
historically, it has had the greatest predictive power in estimating the long-term future
returns of indices — say, seven, ten, or twelve years. According to this metric, the expected
nominal annual returns of the S&P 500 over the next twelve years are at their lowest level
ever, firmly in negative territory.

Conversely, it’s common to hear many analysts argue that current multiples are not the
highest in history. They cite the levels of several simple valuation multiples as evidence, such
as the forward price/earnings ratio (chart 6) or the Shiller CAPE. They also argue that, since
interest rates are substantially lower than during previous episodes of elevated valuations,
equities are comparatively cheaper than at other times in history and the multiples are
therefore wholly justified.

The previous argument has several flaws. Firstly, there is the attempt to justify high
valuations by appealing to low interest rates. History provides numerous -clear
counterexamples to this, such as the recent three-decade (!) episode in the Japanese stock
market, which was characterised by depressed valuations and interest rates close to zero.
Unfortunately, economic systems are more complicated than our simple discounted cash
flow valuation models would have us believe — models that treat the discount and growth
rates as independent variables, when, at an aggregate level, they are not. Even
disregarding the above empirical evidence, the argument has another, more practical
weakness: accepting that valuations are high because rates are low essentially means (on the
flip side) admitting that future returns will be low. For an investor, that is not a particularly
appealing prospect.

In any case, the underlying problem is that multiples cannot be correctly interpreted without
having a sense of the denominator of the multiple — the earnings of the US corporate sector.
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Both the CAPE ratio and the forward price/earnings ratio are currently distorted, albeit for
different reasons. In the case of the former, the distortion stems from the fact that there has
not been a prolonged recession in corporate profits in the US economy since the Great
Financial Crisis, regardless of the time horizon taken. The original purpose of the CAPE was
to use the average of earnings over a full business cycle, ensuring that both good and bad
years were represented in order to smooth the cycle’s swings and thus obtain a “normalised”
multiple.

The explanation of why forward multiples are not at their historical highs is relatively easy
to understand and comes down to two facts. Firstly, forward earnings are the result of
aggregating analysts’ estimates, which are always optimistic — particularly after a period of
seemingly endless earnings growth. In most cases, analysts simply extrapolate trends
without much critical thought to support them. This behaviour is akin to Peppa Pig’s in the
opening line of this letter ("Yes, but I will always be taller than you, George, because I will
always be older "), where extrapolation ad infinitum is the norm and logical and economic
constraints seem not to apply.

Secondly, as will be shown in the next section, US corporate profits as a share of GDP are at
an all-time high. To understand the forces behind this phenomenon, we will introduce the
theoretical framework that we use internally to analyse the evolution of aggregate corporate
profits. The conclusion of that analysis is as follows: not only are earnings multiples
elevated, as we have seen, but profit margins are also at record levels. While we are entirely
agnostic as to whether these margins will contract or continue to expand in the short term,
we do believe that it is perfectly conceivable that a moderate contraction in margins could
offset growth in profits in absolute terms, even if GDP continues to grow at a normal pace.
In other words, it is by no means certain that profits will continue to expand at the rates
observed in recent years.

Finally, following the tradition of previous years, we will outline our key positions at the
beginning of 2026.

The Levy-Kalecki profit equation, or the irrelevance of bottom-up estimates

This section develops the theoretical framework that we use to think about corporate profits
at the aggregate level. This is a subject close to the heart of one of us (JLB) and one that he
has reflected on for many years — at least since he wrote the Kalecki entry on Wikipedia at
the tender age of twenty-two. Without exaggeration, it is one of the few macroeconomic ideas
that clearly aids asset management; not in the sense of providing day-to-day investment
ideas, and even less so for a fund with a bottom-up philosophy like ours, but rather it acts as
a compass, helping us navigate the economic cycle and set plausible profit growth
expectations.

Despite the fact that the profit equation is now almost a hundred years old, it is still
remarkable how extraordinarily rudimentary, to put it mildly, the way in which Wall Street
and academic economists think about aggregate profits remains. With a few notable
exceptions over the past two decades,! this approach has consisted of carrying out a simple

! For those looking for bibliography on the subject, the best introduction to the profit equation remains the one written
by David Levy and his collaborators many years ago, Where Profits Come From. In a post from twelve years ago,
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(simplistic?) bottom-up analysis, aggregating the market’s estimates for each constituent of
an index — the S&P 500, for example. Not only does this method suffers from the inevitable
optimistic bias of sell-side analysts, which was discussed in the introduction, it also suffers
from a more fundamental logical problem known as the “fallacy of composition.” This issue
naturally arises in complex systems where the whole is different from merely the sum of its
individual parts. Economies, full of transactions and diverse agents and sectors interacting
with one another, are fertile ground for an external observer to make this type of reasoning
error. To give a couple of simple examples, wages represent a cost for an individual firm but
also represent purchasing power and potential profits for other firms. Alternatively, consider
a company’s investment in machinery, which has no immediate impact on its income
statement, since the asset will be depreciated over subsequent years, whereas for the
company selling that machinery, it boosts profits immediately. In other words, can we
consolidate all these transactions into a few aggregate concepts that help us understand their
impact on the evolution of profits at the macroeconomic level?

Two economists, Jerome Levy and Michal Kalecki, provided the answer independently in
the 1920s and 1930s, respectively. Starting from very different theoretical frameworks, they
arrived at a simple equation that links the level of aggregate profits to other macroeconomic
aggregates through accounting manipulations. Beginning with the definition of net domestic
product from both the income and expenditure sides, and assuming an economy with no
foreign trade or government for the time being, the accounting identity is as follows:

Wages + Profits = Consumption + Net investment

Net investment comprises the investment of both households (mostly in residential assets)
and firms, and is net of depreciation — that is, gross investment spending must exceed capital
depreciation (consumption of fixed capital, in the terminology of national accounts) for net
investment to be positive. Assuming for the moment that households save nothing, so wages
equal consumption, the previous equation boils down to:

Profits = Net investment

Now, the equation is an accounting identity, a logical truism that is always satisfied, but it
does not allow us to determine the direction of causality — does investment determine the
level of profits, or vice versa? Intuition would lead us to think that profits determine the
volume of investment, since no firm has ever instantly generated higher profits simply by
investing more. However, this is yet another clear example of the fallacy of composition:
what is true at an individual level does not necessarily apply to the system as a whole. As
Kalecki brilliantly explained, albeit using slightly different terminology:

“The answer to this question depends on which of these items is directly
subject to the decisions of capitalists. Now, it is clear that capitalists may
decide to consume and to invest more in a given period than in the
preceding one, but they cannot decide to earn more. It is, therefore, their
investment and consumption decisions which determine profits, and not
vice versa’.2

Philosophical Economics explains how to reconstruct the equation using real data. Finally, James Montier has used the
equation in various articles for both the United States (here and here) and Japan.
2 Kalecki, M. (1956), Theory of Economic Dynamics: An Essay on Cyclical and Long-Run Changes in Capitalist Economy.
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Additionally, we can relax the assumption that all wages are spent, allowing households to
save, in which case the equation becomes:

Profits = Net investment — Household savings

One might naively assume that higher wages would automatically have a negative impact on
profits. However, as can be seen in the equation above, the level of wages itself plays no role.
If households were to spend all their wages, the household savings term in the above
expression would be zero, and we would return to the simple starting equation; it is
ultimately households’ savings decisions, rather than wages, that determine the impact on

profits.

Finally, introducing a government and an external sector results in the most general form of
the equation being as follows:

Profits after taxes = Net investment — Household savings + Fiscal deficit —
Current account deficit + Dividends

Regarding the three newly included terms, it is important to add the following remarks. The
fiscal deficit works as a source of profits and can become an important component, as has
been the case in the United States over the past two decades. The current account balance
also determines total profits, but, unlike fiscal deficits, external deficits subtract from a
country’s profits — they flow to firms in other countries. Since current account
deficits/surpluses are usually below 3% of GDP in most countries, the external sector does
not typically contribute significantly to profit generation, although there have been some
important exceptions — such as the United States during the period from 2004 to 2008.
Finally, dividends are the most counterintuitive source of all, but the explanation is simple.
At the individual level, dividends do not appear as an expense on a firm’s income statement,
but as a cash outflow on the cash-flow statement. Therefore, an increase in dividend
payments has no impact on a company’s accounting profits. Once distributed, however,
dividends (which, again, are not a cost) can be consumed, increasing profits for other firms;
if they were saved in their entirety, the increase in dividends would be equal in the equation
to the increase in household savings, cancelling both terms and leaving macroeconomic
profits unaffected.

The profit equation has two clear advantages over the widely used bottom-up approaches.
Firstly, it is internally coherent (without committing the fallacy of composition), showing
how profits evolve in light of the behaviour of the other variables in the system. Secondly,
national accounts provide homogeneous series spanning long periods of time, enabling
analysis to be framed within a broader historical context.

The equation also has the advantage of clearly identifying the direct sources of profit
generation in an economy; any other causal factor must flow through one of these
variables, otherwise its impact on profits would be nil. People usually invoke factors such
as the degree of monopoly in an economy or productivity increases to explain the long-term
evolution of profits. However, these explanations are not based on easily verifiable data, and
from the theoretical standpoint of the profit equation, it is clear that such explanations are
methodologically reductionist. For example, in his July 2004 letter, Jeremy Grantham, the
founder of the asset manager GMO, wrote the now-famous line that “[p]Jrofit margins are
the series that most systematically mean-reverts in finance. As we often say at GMO: ‘If
profit margins do not revert to the mean, capitalism is broken!” High margins should attract
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competition — and they always have — and that competition will cause margins to fall.” As
we will see, US profit margins have gone almost a quarter of a century without reverting to
the mean, and there is no evidence that “capitalism is broken” — the more prosaic
explanation is that the level of dividends and the current fiscal deficit are higher than ever.

With this background in mind, we can move on to working with real numbers. The chart
below shows the historical evolution of corporate profits in the US economy since 1947,
based on the Levy—Kalecki profit equation:
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Aggregate US corporate profits as a percentage of GDP, and decomposition according to
the Levy—Kalecki profit equation, from 1Q’47 to 1Q’25. Source: Bureau of Economic
Analysis and own elaboration.

Positive bars indicate factors that contribute to profits (for example, fiscal deficits or
dividends), while negative bars show factors that detract from profits (such as an external
deficit). As the chart shows, corporate profits fluctuated between 5% and 10% of GDP during
the second half of the twentieth century, with no clear long-term trend.3 In fact, by the end
of the century, the margin had reached one of its lowest levels at around 5%. It was this
apparent stability that led Buffett to state in 1999 that, “In my view, you have to be wildly
optimistic to believe corporate profits as a percent of GDP can remain well above 6% for a
prolonged period.” Over the last twenty years, however, this assertion has aged poorly, as
reality has been quite different. Since the 2007 crisis, the profit share has almost doubled,
reaching around 11%. The post-Covid period has only reinforced this dynamic, leaving
margins at the highest level ever.

A second reading of the chart reveals how the different components have evolved over time.
During the 1950s and 1960s, high private-sector investment (from firms and households)
was the main source of profits, aided by fiscal deficits of around 2%. In contrast, high
household savings were the largest detractor, while the external sector ran modest surpluses
— a situation that has not been repeated since the collapse of the Bretton Woods system in
the early 1970s, when the United States became a permanent debtor to the rest of the world.

3 Corporate profits do not include “mixed income,” which arises from businesses that are not organized as corporations
— for example, sole proprietorships or partnerships. Because it is difficult in these businesses to separate value added
into labour income and capital income, mixed income is recorded as a separate item from wages and from corporate
profits in the national accounts.
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More recently, profits have been supported by rising fiscal deficits and dividends, which
have more than offset weak private-sector net investment and moderate external deficits.

Aggregate series are useful because they place an upper bound on the profits of S&P 500
companies, since the profits of these firms cannot exceed those of the economy as a whole
by definition.4 The chart below shows the historical evolution of aggregate profits (NIPA
profits) compared to profits reported by S&P 500 companies:
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Aggregate US corporate profits (NIPA) and S&P 500 company profits as a percentage
of GDP, from 1Q’88 to 1Q’25. Source: Bureau of Economic Analysis, S&P Global and own
elaboration.

As can be seen, both series have followed a similar path over time; short-term divergences
have mainly reflected the different definitions used by each series. A notable example of this
occurred in 2000—2002, when S&P companies reported much larger profit declines due to
negative revisions of many liquid investments that were recorded at market prices — items
that, by definition, are not included in the national accounts. However, what is most striking
about the chart is that S&P 500 company profits still represent around 50% of total US
profits — a figure that has barely changed in the last three decades. Despite the large
dispersion within the index (the tech giants have captured a disproportionate share of profit
growth over the last five years), the index’s profit growth has remained in line with that of
the rest of the economy — in other words, the S&P 500’s recent operational performance is
nothing special, despite what we read in the headlines every day.

The previous analysis, which used series as a proportion of GDP, gives us a correct
perspective on profit growth in recent years and, more importantly, highlights the downside
risk if margins were to moderate. To put some numbers on it, a 2% contraction in margins
(from 11% to 9%) over five years would result in an absolute decline in profits of over $600
billion. In such a scenario, even if GDP were to grow by 3% per year, aggregate profits would

4 There are other methodological differences that we will not discuss here, such as the accounting treatment of fixed-
capital depreciation and inventories, which differs in national accounts from GAAP standards. In addition, the profits of
S&P 500 companies may be affected by the revaluation of certain financial assets measured at fair value, whereas
national accounts profits include only items related to production. Finally, S&P 500 constituents earn profits abroad,
while national accounts profits capture only those generated within the borders of the United States.




remain unchanged over that period. This is not a prediction, but a simple numerical exercise
that shows how a change in margins can affect profit growth in the short term.

To avoid making this section too long, we will summarise the key ideas. US stock market
valuations are at historic highs, so future returns are expected to be lower than normal,
unless we see further expansions in multiples or high earnings growth. While the former
cannot be ruled out, the latter faces very challenging margin levels. Finally, given the
historical correlation between earnings growth and credit spreads, a slowdown in earnings
growth will put upward pressure on spreads. The implication for credit investors is clear:
lending against assets whose valuations are likely to be at record highs is usually not a
prudent decision.

The following sections explain how the Fund's positioning has evolved over the year, and
highlight the opportunities identified in the current narrow credit spread environment.

Commentary on the main positions

Moving on to the structure of the portfolio, the percentage of cash and cash equivalents has
decreased from 24% to 17% compared to last year. Conversely, the yield to maturity at the
end of this year is 5.4%, which is higher than the 5.1% with which we closed in 2024.
However, this increase is almost entirely due to the higher percentage invested in the
portfolio. As we explained last year, it is much more difficult to find credit opportunities
where risk is well rewarded in today's markets than it was a few years ago.

From a sectoral perspective, our most significant positions (in order of weighting) are
concentrated in the following order: energy (both producers and infrastructure), financials,
industrials, non-cyclical consumer goods, and shipping companies. There have been no
major changes in sector weightings during the year, reflecting the aforementioned lack of
opportunities. The most notable change is the addition of maritime transport companies,
which we will discuss below.

Finally, in terms of geography, the breakdown is as follows: 45.5% in Europe (including the
United Kingdom); 26.6% in the United States; 9.7% in Canada; and 13.4% in other countries.
As you know, this geographical composition is the result of each company's individual
selection process and the opportunities available in each area. The biggest change during the
year has been the lower weighting of the United States, offset by higher weightings in Canada
and the Nordic countries.

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:

Financials

As with the rest of the portfolio, we have made only a few changes to our financial holdings:
a large amount of these credits were already part of the portfolio at the end of 2024. The
most significant changes were a reduction in exposure to the United States and an increase
in Europe, reflecting the relative investment opportunities in each region. In the United
States, credit spreads have continued to narrow and the last remaining bonds from




profitable banks trading at attractive spreads have disappeared. Our five largest positions
by weight are: Bankinter, BAWAG, AXA, Abanca and Genworth Holdings.

The most significant addition to the portfolio this year was BAWAG bonds, a European
commercial bank based in Vienna that operates in both the retail and corporate lending
sectors. Despite its long history, the institution experienced serious difficulties during the
financial crisis, ultimately resulting in a takeover by a private equity firm (Cerberus).
Following the restructuring period, BAWAG returned to the stock market in 2017 and has
since posted some of the best financial metrics in the sector, including efficiency ratios below
40%, low non-performing loan ratios, and ROEs above 20%. The bank has also grown
inorganically by acquiring loan portfolios from other institutions, primarily consumer loans,
at reasonable valuations. High loan portfolio growth is usually a warning sign in both banks
and insurance companies, as it can indicate a deterioration in credit standards and a desire
to grow at all costs. In this case, however, the bank's profitability and current management
make us optimistic about its ability to withstand adverse economic periods, as its high
returns generate capital organically just when it is needed most.

On the other hand, the largest divestments in our financial portfolio during the year were
Discover Financial Services, Air Lease and American Coastal. The divestments of all three
were the result of the narrow credit spreads at which the bonds were trading. Additionally,
Discover and Air Lease were acquired by other entities.

Our usual reluctance to invest in European banks (or, indeed, any financial institution) is
due to the fact that, historically, their operating metrics have been clearly inferior to those
of their US peers. In practice, several things have to go right at the same time, such as higher
interest rates and a favourable economic environment with few credit losses to achieve ROEs
above 10%. The following table, courtesy of Sam Haskell's excellent blog, illustrates this
point by showing the key metrics of some large European banks in 2024:

Tangible Common

Bank Total Assets ROA ROTCE Net Interest Margin Equity / Assets Fee Income Revenue Fees/Revenue
2024 2024 2024 2024 2024 2024 2024
Banco Santander, S.A. (BME:SAN) 1,901,935,364 0.76 17.62 2,75 4.35 17,373,585 67,408,288 26%
Barclays PLC (LSE:BARC) 1,900,674,787 0.41 12.26 0.94 3.41 16,991,886 33,532,648 51%
BNP Paribas SA (ENXTPA:BNP) 2,800,401,698 0.45 9.66* 0.89 3.94 31,499,427 53,006,798 59%
Crédit Agricole S.A. (ENXTPA:ACA) 2,391,326,224 0.36 14.81 0.67 2.09 13,748,273 29,636,465 46%
Deutsche Bank Aktiengesellschaft (XTRA:DBK) 1,436,149,705 0.26 6.46 1.10 4.24 17,681,915 32,555,322 54%
HSBC Holdings plc (LSE:HSBA) 3,017,048,000 0.82 15.89 1.60 5.11 31,934,000 70,109,000 46%
Société Générale Société anonyme (ENXTPA:GLE) 1,629,097,215 0.32 5.99* 0.70 3.32 18,279,102 28,689,838 64%
UBS Group AG (SWX:UBSG) 1,565,028,000 0.31 5.97* 0.50 5.02 41,472,000 48,029,000 86%

Selected statistics from some of the leading European banks in 2024. Source: 5 Points.

As can be seen, most of this universe has very poor profitability metrics, with ROAs below
0.5%, interest margins below 1.5%, and cost structures that are more typical of non-profit
institutions than well-managed listed companies. Although ROE (ROTCE in the table, which
excludes intangible assets) appears somewhat better, it overlooks the crucial fact that
achieving it requires high leverage, as evidenced by the wide difference between the ROA
and ROTCE columns.

For comparison, here is the evolution of ROA in the US banking sector over the last thirty
years:
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Return on average assets of US banks, in percentage terms from Q2 1995 to Q3 2025.
Source: Federal Deposit Insurance Corporation.

The current average return is 1.3%, which is above the historical average and also above that
of European banks. While we could present further comparative charts illustrating financial
leverage, efficiency per branch or interest margin, the conclusion would remain the same:
European banks are, on average, less profitable and more leveraged. Naturally, there is
considerable heterogeneity within each geographical area, which is why we wanted to
emphasise that the European institutions in our portfolio are substantially more profitable
than average. While this criterion does not guarantee success in all cases, our experience
suggests that it is the main factor in navigating turbulent periods in the economic cycle.

Upstream companies

Oil producers once again represent one of the most significant weights in our portfolio this
year. Our top five positions by weight are: IPCO, DNO, OKEA, Genel, Blue Nord and Pearl
Petroleum.

Although these companies all operate in the same industry and are ultimately affected by
the price of raw materials, their investment theses are not identical, as each company
operates in regions with different geopolitical risks, has a different balance between oil and
natural gas and they also have diverse business plans (some are investing in increasing
production, while others are reducing debt) and different cost structures. In short, this
sector exposure is less homogeneous than it might appear.

The main change in this group during the year has been our gradual divestment from North
Sea producers, particularly in the United Kingdom. The North Sea has historically been one
of our preferred regions for investing in upstream credits, as it combined a number of
favourable attributes. Firstly, it is an area that has been exploited since the 1970s, so the
geological characteristics of the fields are well understood with few negative surprises.
Secondly, the cash generation profile of an offshore field is often more attractive to a
bondholder than that of an onshore field because, once the initial investment has been made,
subsequent maintenance investments are usually lower, which helps to accelerate the
deleveraging process. Finally, participants in the North Sea are typically smaller companies
that require financing from the bond market to carry out their projects — a trend that has
accelerated over the past decade, during which time major international producers have sold
their remaining interests in the region to independent producers.

10


https://qbpgraphbook.fdic.gov/#/qtrmslinechart?ty=qtrroa

However, these advantages have been overshadowed by the absurd (and clearly abusive) tax
that the British government imposed on oil companies in May 2022, in response to the sharp
rise in energy prices resulting from the war in Ukraine. Initially considered 'temporary’, this
tax has already been renewed several times, with the latest extension lasting until March
2030. In addition to its regulatory complexity, with a multitude of rules and limitations (for
example, interest payments cannot be deducted), the tax is clearly confiscatory: for a
profitable producer, it amounts to an astonishing 78% (yes, you read that right), so you don’t
have to be a genius to conclude that no company can make money (regardless of its position
on the cost curve), but also that in the coming years the tax will literally obliterate oil
companies' investment in the North Sea — further increasing the UK's dependence on energy
prices, a goal that, as fate would have it, is diametrically opposed to the original one.

Despite this rather bleak outlook, bonds issued by North Sea producers are trading at lower
spreads than in the pre-Covid period, when they were not subject to any tax and were also
benefiting from higher oil prices — both in nominal and, more crucially, real terms. This is
yet another example of the lax conditions in today's credit markets. During the year, we
unwound two positions in this geographical area: Pandion Energy and EnQuest. In the
former case, the bond was called early; in the latter, we did not consider the narrow spread
to compensate for the assumed risks.

Although we remain cautious about the short-term outlook for oil, we are somewhat more
optimistic now than we were six months ago. While the negative underlying factors
(especially those related to China) have not disappeared, but the current depressed prices
have made a significant proportion of global production to become unprofitable. As in all
previous cycles, the best remedy for low prices is low prices, and the situation will eventually
balance out. Much as the Trump administration may wish for prices of $50 per barrel, this
target is simply unsustainable in the medium term — unless technological breakthroughs
move the entire cost curve downwards, or demand falls drastically.

That being said, as you know from previous letters, we are aware that we cannot predict the
price of oil or any other commodity in the coming months. The north star that guides our
decisions is the position of each of our producers on the cost curve, as well as a debt schedule
spread out over time that enables our companies to meet their repayment commitments.

Refineries and midstream assets

The main positions we hold in this group, in order of importance, are TC Energy, Golar LNG,
PBF Energy, Sasol and the Knutsen Group. As in the rest of the portfolio, we have been
reducing our positions in oil and gas pipelines in the United States throughout the year, and
turnover in this segment has also been very low.

The most volatile positions in recent months have been our two refining companies, PBF
Energy and CVR Energy, both of which have assets in the United States. As we mentioned
in our letter six months ago, “[r]efining margins have come under pressure in recent
quarters, the trade war has raised the prospect of tariffs on both Canadian and Mexican
crude (which would affect US refining companies as they use these types of crude oil given
the configuration and complexity of their refineries) and, in the case of PBF, one of its
Californian refineries was damaged by a fire in February.” Since then, refining margins have
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recovered, pushing the price of our two bonds close to par. Both bonds remain in the
portfolio.

This year's additions include bonds issued by Knutsen, a Nordic company operating in two
areas: vessels that transport liquefied natural gas under long-term contracts and shuttle
tankers. Given the near double-digit yields at which the bonds were issued, we consider this
credit profile to be attractive. We have also continued to increase our position in Golar LNG
as it is one of the few issuers whose price has not risen during the year. Thanks to the start
of operations in Mauritania and Senegal, Golar's business has a lower operational risk,
making it one of the few bonds trading at more attractive valuations than a year ago.

Shipping companies

Finally, one of the biggest changes this year has been our return to a sector in which we had
not invested since the pandemic: shipping companies. During 2022 and 2023, the supply
chain crisis caused a significant decline in capacity (many of us still remember, for instance,
the image of container ships queuing up in the Port of Los Angeles waiting to be unloaded),
causing freight rates to skyrocket and enabling all companies in the sector to clean up their
balance sheets for the first time in a long while. Recently, some companies have finally
returned to the debt markets to finance their expansion plans, once again presenting
interesting opportunities for credit investors similar to those found before the pandemic.

These ships connect ports on different continents or smaller ports within the same
continent, depending on their size. They transport either bulk goods such as iron, coal and
grain, containers, or petroleum-related products. Bulk goods and petroleum product
transport mainly operates in spot markets, while container shipping companies have
gradually moved over the last decade towards contracts offering slightly more visibility —
between two and five years. The acquired credits operate in all three of the above segments.

Our main position is in Contships Logistics, a small, family-run shipping company based in
Greece. Its assets comprise smaller container ships (feeder vessels) with cargo capacities
ranging from 900 to 2,000 containers each. Our other three investments are in MPC
Container Ships, International Seaways and Navios Maritime Partners. Approximately 7%
of the Fund is invested in this theme across the four positions.

An important factor underlying the investment thesis for all of them is that ships are
generally highly liquid assets, particularly those in one of the three aforementioned
categories. As ships are easily movable, the market for buying and selling ships is global and
liquid, with many transactions taking place every day. For instance, only in the dry bulk
space, it is estimated that there are over 14,000 dry cargo ships worldwide with a cargo
capacity of more than 10,000 tonnes. Martin Stopford mentions in his excellent book,
Maritime Economics, an industry worker as saying that “/sJhips worth tens of millions of
USD are traded like sacks of potatoes at a country market”.

The main implication of the above is that we have updated the valuations of all the assets
relating to our four bonds. As with commodities, the freight market is highly unpredictable
in the short term, and the best protection is to maintain sufficient asset value to cover debt,
so if things go wrong these assets can be monetised (at a discount, of course). In the four
cases above, our loan-to-value ratio is less than 20%, calculated based on the myd-cycle
value of the vessels. This ratio provides us with peace of mind and gives companies leeway
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to operate and meet their debt schedules and, if needed, they can also liquidate assets at a
discount without endangering our capital recovery.

In summary, the portfolio has a YTW of 5.4% (in euros) and a duration of 2.8. We believe
that these metrics, together with our cash percentage and the superior credit quality of our
investments, will provide superior returns compared to the indices in the coming years, as
well as providing us with the flexibility to take advantage of any opportunities that arise.
Although credit spreads remain narrow, we are firmly convinced that our rigorous selection
process, active management approach and patience will ultimately be reflected in
differential returns for our investors, as has been the case in the past.

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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