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Market environment  

Although over the last quarter the macro backdrop 
has been characterised by persistent inflation 
concerns, mixed economic signals, and central bank 
actions across major economies, it is fair to say the 
period has seen progress, but not victory. 
  

UK inflation remained above target, and the Bank of 
England kept the base rate at 4%, signalling any 
future cuts are likely to be gradual. In the US, the 
Federal Reserve made its first 25 bp cut of 2025, 
resuming its easing cycle whilst emphasising a 
measured path. The message from both central 
banks is consistent with our base case of “stagflation-
lite”: trend-like growth, inflation that keeps easing, 
and policy that normalises slowly rather than 
dramatically. 
 

In ‘Bondland’ long-dated government bond yields 
rose into early September and then eased, leaving 
curves a touch steeper than in midsummer. That 
blend of firmer real yields and the prospect of 
cautious policy easing supported risk assets without 
the exuberance of a rate-cut stampede. 
  

Gold reached fresh highs, a reminder that investors 
still want a little insurance while fiscal and geopolitical 
noise persists. Equity markets, meanwhile, hovered 
near record territory, and whereas participation 
broadened modestly in places, leadership remained 
concentrated in a handful of US mega-caps. 
 

The US dollar bounced back very slightly against 
sterling during Q3, but the year-to-date picture 
remains quite the opposite: sterling is still materially 
(7%-8%) higher versus the dollar in 2025, and the 
trade-weighted Dollar Index (DXY - USD versus a 
basket of major peers) is down a similar amount year-
to-date. For us, the implication is practical: we 
continue to hedge most of our currency exposure 
back to sterling to keep the income line stable. 

 

Performance  

During the quarter, the fund delivered a modest total 
return, which takes the year-to-date number to near 
6%.   

Emerging market bonds enjoyed a supportive 
backdrop. Country balance sheets have generally 
improved, and several markets continue to offer high 
real yields. We maintained an overweight to higher-

yield sovereigns to harvest carry (income earned 
while holding), while taking profits in names that 
rallied strongly after Q2’s dislocation.  
 

Our corporate credit sleeves were also additive to 
performance, on the back of duration rallying and 
spreads tightening. On the high-yield side an example 
would be Cimpress - the market had treated it as a 
structurally declining print business, but we saw a 
leading, low cost operator serving small and mid 
sized firms. As tariff and cyclical worries faded, strong 
results and an Investor Day pointing to continued 
deleveraging drove the bonds higher after first half 
weakness. 
 

Equities delivered a positive absolute return, but in 
relative terms were also our largest detractor, lagging 
a very strong and narrow global index. Frustratingly, 
this relative equity underperformance has featured 
over a number of periods over the last 18 months, 
and has become a significant headwind to medium-
term performance. The index we compare against 
remained fairly tightly concentrated in a handful of AI-
linked US mega-caps. Our equities are deliberately 
diversified and income-oriented, which tends to trail 
when leadership is that narrow, and to hold up better 
when conditions tighten, exemplified during the 
‘Liberation Day’ drawdown in Q2.  
 

A comprehensive review of company operating 
results reveals that the vast majority of holdings are 
performing in line with, or ahead of, our original 
expectations - demonstrating the disconnect 
between market sentiment and underlying company 
fundamentals. 
 

Several catalysts are emerging that should restore 
performance momentum, from a normalisation of AI 
spending, to renewed appreciation of steady 
compounders, to falling interest rates favouring 
dividend growers.  
 

We recognise clients value portfolio resilience. 
Chasing a top-heavy index may flatter short-term 
numbers, but would pull us significantly away from 
our remit. We prefer to keep portfolios robust and 
balanced, so they are well placed for a wide range of 
future outcomes. 

We remain confident that our prudent approach to 
constructing a durable portfolio will be valuable, 
particularly given the potentially challenging 
environment ahead. From AI-driven disruption to 
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geopolitical tensions, there are plenty of reasons to 
expect volatility and for froth to come out of markets. 
When that happens, we believe our portfolio is well 
placed to withstand shocks and to deliver. 
 

The common thread across the relative detractors is 
time and balance, so we retain conviction. Property 
should benefit as financing conditions stabilise and 
leasing pipelines convert to cash; infrastructure has 
visible, inflation-aware revenues and policy-
supportive capex; and sovereign bonds remain 
valuable insurance in a world where surprises still 
happen. Potential catalysts include signs of steadier 
inflation, clearer rate-cut trajectories, and evidence 
that earnings breadth is widening beyond today’s 
leaders. 

 

Positioning  

We continue to run a balanced allocation: real assets  
c31% (Infrastructure and Property), equities c33%, 
bonds c34%, and cash c2%. That shape reflects our 
long-term view that dependable income should be 
drawn from multiple engines rather than one. 

We are slightly more risk-on than last quarter. We 
added to Equities and High Yield Credit, funded from 
Cash. Our view is that growth remains close to trend, 
inflation continues above target but easing, and policy 
rates drifting down only gradually. In that world, 
diversified income and high-quality cash flows are the 
right anchors, but there is room to lean into select risk 
to keep distributions growing. 

We continue to favour diversified, resilient companies 
that can pay and grow dividends without perfect 
macro conditions. The emphasis is on free cash flow, 
pricing power and sensible leverage.  

An example of this would be the initiation of a new 
holding in MSCI Inc, a global leader in equity indices 
and risk analytics. We believe MSCI’s pricing power, 
sticky customer relationships, and structural tailwinds 
in passive and ESG investing justify a premium rating, 
making it a high-quality compounder and a strong 
addition to the portfolio. 

In high-yield we think the carry (income) is still 
attractive and added to our allocation over the 
quarter, introducing a holding in Boots, where a 
7.375% coupon offers robust, cash-covered income 
supported by a resilient franchise.  

On the exit side, we sold Brightline as our conviction 
in our thesis fell post a number of fundamental 
missteps, leaving the investment case now relying on 
an equity injection, which remains highly uncertain. In 
investment grade, a tilt to BBB helped, but our 
overweight in sterling credit lagged dollar credit as 
gilts trailed Treasuries.  

Finally, in Emerging Market Debt, on the hard 
currency side, new holdings included Guatemala 
where we see solid credit fundamentals and resilience 
and Romania, where we expect sufficient fiscal 
consolidation to support investment-grade status and 
allow spreads to compress. In investment-grade EM 
we trimmed winners and redeployed into laggards, 
keeping regional and policy diversification front of 
mind. 

On the local currency side we reduced our position in 
Thailand and Indonesia on the belief that fiscal risks 
are rising in Asia, adding that capital to a position in 
Poland where we think too much fiscal risk is being 
priced in, given growth and inflation look relatively 
benign. 
 

Market Outlook 

We believe the near-term outlook is challenged and 
uncertain. Whether it’s US Government shutdowns, 
fiscal challenges, falling employment or higher stock 
market valuations, we remain laser-focused on 
delivering clients a resilient monthly income.  
 

We are currently facing a backdrop of higher inflation 
and interest rates than we have seen for some time. 
We think in this environment diversification will be 
more important than ever - blending equities, 
infrastructure and property, and a selectively 
constructed bond book means the portfolio does not 
rely on a single outcome. When one area struggles, 
another often helps. That matters during times of 
unprecedented change. The aim is simple: keep 
distributions dependable and growing while 
preserving the capital that is the engine for that 
income growth. For calendar year 2025 we expect 
income growth to be closer to 6%. 
 

Stability, resilience and quality first. We favour 
businesses whose cash flows do not rely on perfect 
conditions, and bonds from issuers that can refinance 
without drama. With the BoE on hold at 4% and the 
Fed easing cautiously, the balance between 
disinflation and labour market strength will determine 
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how quickly duration helps and how far the equity 
cycle can run without another valuation surge.  
 

For now, the portfolio is positioned to let underlying 
cash flows do the heavy lifting, while maintaining 
enough flexibility in structure and asset mix to 
respond if the weather changes. 
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https://www.bailliegifford.com/en/uk/institutional-investor/esg/
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