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STRATEGIC BOND
Q2 INVESTMENT UPDATE

Investment specialist Sandy Jones and investment manager Torcail Stewart give an update on the
Strategic Bond and Global Strategic Bond strategies covering Q2 2023.

As with any investment, capital is at risk. Past performance is not a guide to future returns.

This communication was produced and approved in July 2023 and has not been updated
subsequently. It represents views held at the time and may not reflect current thinking.

Sandy Jones (SJ): Welcome to the Baillie Gifford Strategic Bond Q2 2023 update. As a
reminder, these are global best ideas corporate bond strategies. We seek to add value through
bond selection and active management of portfolio credit risk.

My name is Sandy Jones, I’m an investment specialist in the income team at Baillie Gifford, and
I'm joined today by Torcail Stewart, co-manager of the Strategic Bond strategies.

We're going to talk about performance and portfolio positioning today. Let's start off with
performance. Can you give us an update on performance over the last six months?

Torcail Stewart (TS): Yes. Our strategic bond strategies are slightly behind benchmark year-to-
date, and that has been caused by some spread widening among our investment grade corporate
bonds. Now by spread, what do we mean? That means the extra yield compensation that one
receives over and above government bond yields. We've also seen a little bit of poor performance
among one or two of our high yield companies.

What we saw at the start of the year was some pressure on the credit markets, and what you tend
to find is the strong company bonds selling off with the weak, but as results start to come
through, the market begins to reappraise and recognise the differences. That's what we're seeing
starting to happen now within the markets, which is positive. When we look at the fundamentals
of the companies that we lend to, we remain quietly confident in their potential long-term
performance.

SJ: You mentioned a couple of names that had underperformed over the last six months. I think
it'd be useful to get a bit more insight into what's been going on at an individual bond level.

TS: Yes, so two of the company bonds that have reduced performance recently have been that of

Ubisoft and AMS Osram. Now, Ubisoft is a gaming company. You may be aware of their long-
term franchise in Assassin's Creed, and that's still been doing well. But some of its more novel,
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innovative, new games haven't landed as well, and indeed some of them have been delayed, like
Skull and Bones.

Now, why do we remain positive on this company? Well, it's really because of its excellent
liquidity. There's a huge amount of cash on the balance sheet. What that means is that it's really
got the time to be able to turn around the business. Some of the most recent tentative signs have
been quite positive. For example, XDefiant, one of their new games, has landed very well. When
we look at the actual yield that's being offered on these Ubisoft bonds, they look absolutely
excellent when you compare it with the long-term fundamentals and the backlog of games that
they've been building to release to the market. We think that's one where if you’re patient, it
should play out in the long run.

Now, AMS Osram is a high yield company which is a combination of an Austrian business and a
German company; AMS produce sensors and Osram are specialists in lighting solutions such as
microLEDs. Well, it caters to cyclical end markets of autos and telecoms, and what we've seen
over the last nine months is that a number of their clients have been running down inventories.
That will eventually turn around, and they are guiding towards the second half looking a lot more
positive as many of their clients have to rebuild those inventories. So once again, this is a
business on a high yield, but we can see that when we look at the fundamentals, there’s a way out
for this company, it is going to do better, we think, in the years ahead, and that should be positive
for the bond price.

SJ: So, some challenging positions, but you remain confident in those. I know that performance
has ticked up over the last couple of months. Could you tell us what's been going well?

TS: Yes. We've seen a number of our high yield companies starting to pick up a canter, pick up
tempo. One, in particular, would be the likes of Marks & Spencer. We've seen resilient sales and
EBITDA (Earnings Before Interest, Tax, Depreciation, and Amortisation) margins coming
through, which is positive for the bonds. Also, Paymentsense, a payment processing company
based in the UK with a wonderful low-cost offering. You may have come across their Dojo
payment terminals, which are becoming increasingly ubiquitous across the UK. As its sales have
been growing, we've seen leverage coming down, which has been positive for the bonds.

Another one is that of Cellnex, a European tower consolidator. It is a company that has good cash
credentials. It's also been reducing leverage, and indeed it's what we term a “rising angel”, which
means we think it's going to get its composite, its overall rating, up to investment grade. Indeed,
it's on a “positive outlook” by S&P just now. Should that occur, we think it should be very
positive for the bonds.

Now, overall, we have had a bit of performance weakness recently, but what has been one of our
key learning points from the Covid crisis is that the bar for companies getting into our portfolios
is actually very high. A number of the businesses we lend to are actually very resilient, and what
we found in the Covid crisis, and what you generally find with good quality businesses, is that
their owners tend to, stump up capital and support them in their times of need.

But also further a learning point is that when you look at cyclical areas, demand and supply
eventually does rebalance. You just have to have the patience to see that play out. The bad times
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don't last forever in that sense. So, we are seeing certain sectors where they have their own little
microcosm of a cycle going on, and we should see that improving going forward in the likes of
AMS. The key is really focusing upon those fundamentals and having the patience, and we think
that will ultimately be quite rewarding for many of the bonds within our portfolio.

SJ: Patience has been a really important part of our philosophy in corporate credit. I'd like to turn
to talk about portfolio positioning now, very keen to get your views on current valuations in the
market and how has that been impacting portfolio positioning.

TS: We've started to see credit markets beginning to rally. When we actually look at where
investment grade spreads are, and when we also look at the yields (because that's the key thing to
look at just now) we see there's quite a dichotomy between spreads and yields. Investment grade
spreads are around average levels relative to history, whereas if we look at high yield spreads,
they’re actually inside their average levels relative to history. So, it doesn't look that compelling
on the spread level. But when we look at absolute yields, the absolute yield in investment grade,
particularly in “BBBs” (the lowest rung of investment grade), is at the highest yield level since
the Global Financial Crisis. If we look at high yield markets, the current yield has been reached a
couple of times, so it's not as compelling.

So, what does that mean? Well, it really means that the opportunity cost of not owning high
yields is actually very low just now. It's quite a good idea to move up the capital structure
because you're being compensated well. And so, what we've been doing within our portfolios, as
we've seen this spread rally occurring, is that we've been reducing risk. We've been moving from
high yield into investment grade credits. We now have a lot of dry powder within the portfolios.
Indeed, we have around about three-quarters of the portfolios in investment grade credits. And if
you look through that, half of it is in “single-A” and above-rated credits. “Single-A” and above is
the best portion, the highest calibre of investment grade.

What is also intriguing is that the yield on these strategic bond strategies is above the benchmark.
What does that tell us? It tells us, really, that in spite of not taking default risk, the yield
compensation is high because the market isn't recognising the true fundamentals of those
businesses.

SJ: Let's take a step back and talk about high yield in isolation. It's interesting to me that high
yield has been rallying recently. I would have thought with interest rates going up and the cost of
financing being higher, that would have negative implications for those more highly leveraged
corporates. What's driving that rally in high yield?

TS: It's an excellent question, Sandy, and really it relates to some of the things coming out of the
Covid crisis. One of the key reasons is the fiscal stimulus that went through. What people did
during that time was pay down their debts, and so leverage fell. We also saw a rise in labour
bargaining power. Why was that? Because a number of people approaching 50 decided to retire.
We also saw, sadly, reduced worker productivity because increases in Long Covid came through.

Countering that, we also saw people coming out of Covid and spending. They were out, and
about, they wanted to enjoy themselves. We saw a substantial amount of spending occurring.
That resulted in economies being more buoyant than many anticipated. But spending can't go on
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ad infinitum. Savings have a limit. And also, we've seen one of the fastest pieces of rate hikes in
the last couple of decades.

Now, as we know from the past, those rate hikes will bite eventually, and those will slow the
economy, and it will cause spreads to rise, particularly for those more indebted companies. And
really, when that occurs, bond selection has to be excellent because then you're having to
navigate a higher default environment.

SJ: That provides a neat segway to talking about the strength of individual positions in the
portfolio, individual companies. Are you happy with the shape of the portfolio?

TS: Very positive about the shape of the portfolio, Sandy. We've gone through each of the key
areas to make sure that they are resilient in the face of potential future pressures. A good example
of that would be the property sector, which, as we know, is under pressure these days. We sent
our analyst Nektarios out to both Prague and Berlin to look at a company, CPI, to kick the tyres
effectively and see what the quality of the assets were. From his research, it was quite helpful to
see that the asset quality is sound and that the company has the ability to shore up its balance
sheet through asset sales. And yet, we are lending to the senior bonds of that company on double-
digit yields. So, we're being really handsomely compensated by lending to that business, and yet
the fundamentals are sound, we can see a way for it to improve its balance sheet going forward.

SJ: So very confident in the company fundamentals of positions in the portfolio. Did any new
ideas make their way into the strategies over the last three months?

TS: Yes, a rare issuer from not very far away from Edinburgh (their HQ is over in Glasgow), is
Weir Group. That's the multinational engineering company that specialises in pumps for the
mining sector. It's a business that is cash generative and has a good track record of running with a
conservative balance sheet. Indeed, it's also on positive watch at Moody's, so there's a potential
for the bonds to do well through an upgrade.

The pipeline of new ideas coming from the team just now is really second-to-none. We're getting
a wonderful choice of new ideas to put into these strategies.

SJ: That’s a very, very positive note to finish on. In summary, there have been some challenging
positions in the portfolio over the last six months, but the key message is that we remain patient
and very confident in the company fundamentals of those individual portfolio constituents.

From a top-down perspective, we favour investment grade over high yield where we think there’s
a better relative value opportunity, and we're positioned underweight in high yield as it stands.
The other key point is that the funds continue to out-yield their respective indices. Anything to
add?

TS: We’re very positive on the trajectory of the fund. One just needs the patience to see some of
those positions play out.

SJ: Thank you very much for your time, Torcail, and thank you for joining us.
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Annual past performance to 30 June each year (net %)
2019 | 2020 | 2021 [ 2022 | 2023
Strategic Bonds Composite - GBP 62| 43| 49| -132| -17
Strategic Bond Benchmark* - GBP 7.3 30] 69| -15.1] -2.2
Fixed Interest Global Strategic Bond Composite - USD 89| 68| 81| -154| 25
Global Strategic Bond Benchmark** - USD 9.3 57| 54| -134| 39
Annualised returns to 30 June 2023 (net %)
1 year | 5 years [ 10 years
Strategic Bonds Composite - GBP -1.7 -0.3 3.1
Strategic Bond Benchmark*® - GBP -2.2 -0.3 2.8
Fixed Interest Global Strategic Bond Composite - USD 2.5 1.8 3.2
Global Strategic Bond Benchmark** - USD 3.9 1.8 3.0

*Prior to 30/06/21 the composite benchmark was ICE BofA European Currency High Yield
Constrained Index (Hedged to GBP).

**The composite's benchmark is composed of the following: 70% ICE BofA Global Corporate
(Hedged to USD), 30% ICE BofA Global High Yield (Hedged to USD). The benchmark is
rebalanced daily. Prior to 15/01/21 the composite's benchmark was Bloomberg Barclays Credit
(Hedged to USD)

Source: Baillie Gifford & Co and ICE. Returns have been calculated by reducing the gross return
by the highest annual management fee for the composite.

Past performance is not a guide to future returns.

Source: ICE Data Indices, LLC (“ICE Data”), is used with permission. ICE Data, its affiliates and
their respective third party suppliers disclaim any and all warranties and representations, express
and/or implied, including any warranties of merchantability or fitness for a particular purpose or
use, including the indices, index data and any data included in, related to, or derived therefrom.
Neither ICE Data, its affiliates nor their respective third party providers shall be subject to any
damages or liability with respect to the adequacy, accuracy, timeliness or completeness of the
indices or the index data or any component thereof, and the indices and index data and all
components thereof are provided on an “as is” basis and your use is at your own risk. ICE Data,
its affiliates and their respective third party suppliers do not sponsor, endorse, or recommend
Baillie Gifford, or any of its products or services.
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Risk factors

The views expressed should not be considered as advice or a recommendation to buy, sell or hold
a particular investment. They reflect opinion and should not be taken as statements of fact nor
should any reliance be placed on them when making investment decisions.

All investment strategies have the potential for profit and loss, your or your clients’ capital may
be at risk. Past performance is not a guide to future returns.

This communication contains information on investments which does not constitute independent
research. Accordingly, it is not subject to the protections afforded to independent research, but is
classified as advertising under Art 68 of the Financial Services Act (‘FinSA’) and Baillie Gifford
and its staff may have dealt in the investments concerned.

All information is sourced from Baillie Gifford & Co and is current unless otherwise stated.

The images used in this communication are for illustrative purposes only.

‘ BAILLIE GIFFORD
0723 Strategic Bond Q2 update

Copyright © Baillie Gifford & Co 2023. Authorised and regulated by the Financial Conduct Authority. 48704 10030593



Baillie Gifford — Strategic Bond July 2023

Important information

Baillie Gifford & Co and Baillie Gifford & Co Limited are authorised and regulated by the
Financial Conduct Authority (FCA). Baillie Gifford & Co Limited is an Authorised Corporate
Director of OEICs.

Baillie Gifford Overseas Limited provides investment management and advisory services to non-
UK Professional/Institutional clients only. Baillie Gifford Overseas Limited is wholly owned by
Baillie Gifford & Co. Baillie Gifford & Co and Baillie Gifford Overseas Limited are authorised
and regulated by the FCA in the UK.

Persons resident or domiciled outside the UK should consult with their professional advisers as to
whether they require any governmental or other consents in order to enable them to invest, and
with their tax advisers for advice relevant to their own particular circumstances.

Financial intermediaries

This communication is suitable for use of financial intermediaries. Financial intermediaries are
solely responsible for any further distribution and Baillie Gifford takes no responsibility for the
reliance on this document by any other person who did not receive this document directly from
Baillie Gifford.

Europe

Baillie Gifford Investment Management (Europe) Limited provides investment management and
advisory services to European (excluding UK) clients. It was incorporated in Ireland in May
2018. Baillie Gifford Investment Management (Europe) Limited is authorised by the Central
Bank of Ireland as an AIFM under the AIFM Regulations and as a UCITS management company
under the UCITS Regulation. Baillie Gifford Investment Management (Europe) Limited is also
authorised in accordance with Regulation 7 of the AIFM Regulations, to provide management of
portfolios of investments, including Individual Portfolio Management (‘IPM”) and Non-Core
Services. Baillie Gifford Investment Management (Europe) Limited has been appointed as
UCITS management company to the following UCITS umbrella company; Baillie Gifford
Worldwide Funds plc. Through passporting it has established Baillie Gifford Investment
Management (Europe) Limited (Frankfurt Branch) to market its investment management and
advisory services and distribute Baillie Gifford Worldwide Funds plc in Germany. Similarly, it
has established Baillie Gifford Investment Management (Europe) Limited (Amsterdam Branch)
to market its investment management and advisory services and distribute Baillie Gifford
Worldwide Funds plc in The Netherlands. Baillie Gifford Investment Management (Europe)
Limited also has a representative office in Zurich, Switzerland pursuant to Art. 58 of the Federal
Act on Financial Institutions (“FinlA”). The representative office is authorised by the Swiss
Financial Market Supervisory Authority (FINMA). The representative office does not constitute a
branch and therefore does not have authority to commit Baillie Gifford Investment Management
(Europe) Limited. Baillie Gifford Investment Management (Europe) Limited is a wholly owned
subsidiary of Baillie Gifford Overseas Limited, which is wholly owned by Baillie Gifford & Co.
Baillie Gifford Overseas Limited and Baillie Gifford & Co are authorised and regulated in the
UK by the Financial Conduct Authority.
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Hong Kong

Baillie Gifford Asia (Hong Kong) Limited 3 E 52 (F &) B B2 7] is wholly owned by Baillie
Gifford Overseas Limited and holds a Type 1 and a Type 2 license from the Securities & Futures
Commission of Hong Kong to market and distribute Baillie Gifford’s range of collective
investment schemes to professional investors in Hong Kong. Baillie Gifford Asia (Hong Kong)
Limited ¥4 85 (F&)ABE /2 B can be contacted at Suites 2713-2715, Two International
Finance Centre, 8 Finance Street, Central, Hong Kong. Telephone +852 3756 5700.

South Korea

Baillie Gifford Overseas Limited is licensed with the Financial Services Commission in South
Korea as a cross border Discretionary Investment Manager and Non-discretionary Investment
Adviser.

Japan

Mitsubishi UFJ Baillie Gifford Asset Management Limited (‘MUBGAM”) is a joint venture
company between Mitsubishi UFJ Trust & Banking Corporation and Baillie Gifford Overseas
Limited. MUBGAM is authorised and regulated by the Financial Conduct Authority.

Australia

Baillie Gifford Overseas Limited (ARBN 118 567 178) is registered as a foreign company under
the Corporations Act 2001 (Cth) and holds Foreign Australian Financial Services Licence No
528911. This material is provided to you on the basis that you are a “wholesale client” within the
meaning of section 761G of the Corporations Act 2001 (Cth) (“Corporations Act”). Please
advise Baillie Gifford Overseas Limited immediately if you are not a wholesale client. In no
circumstances may this material be made available to a “retail client” within the meaning of
section 761G of the Corporations Act.

This material contains general information only. It does not take into account any person’s
objectives, financial situation or needs.

North America

Baillie Gifford International LLC is wholly owned by Baillie Gifford Overseas Limited; it was
formed in Delaware in 2005 and is registered with the SEC. It is the legal entity through which
Baillie Gifford Overseas Limited provides client service and marketing functions in North
America. Baillie Gifford Overseas Limited is registered with the SEC in the United States of
America.

The Manager is not resident in Canada, its head office and principal place of business is in
Edinburgh, Scotland. Baillie Gifford Overseas Limited is regulated in Canada as a portfolio
manager and exempt market dealer with the Ontario Securities Commission ('OSC"). Its portfolio
manager licence is currently passported into Alberta, Quebec, Saskatchewan, Manitoba and
Newfoundland & Labrador whereas the exempt market dealer licence is passported across all
Canadian provinces and territories. Baillie Gifford International LLC is regulated by the OSC as
an exempt market and its licence is passported across all Canadian provinces and territories.
Baillie Gifford Investment Management (Europe) Limited (‘BGE’) relies on the International
Investment Fund Manager Exemption in the provinces of Ontario and Quebec.
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South Africa
Baillie Gifford Overseas Limited is registered as a Foreign Financial Services Provider with the
Financial Sector Conduct Authority in South Africa.

Israel

Baillie Gifford Overseas is not licensed under Israel’s Regulation of Investment Advising,
Investment Marketing and Portfolio Management Law, 5755-1995 (the Advice Law) and does
not carry insurance pursuant to the Advice Law. This material is only intended for those
categories of Israeli residents who are qualified clients listed on the First Addendum to the
Advice Law.
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