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RISK FACTORS

The views expressed in this article are those of Gary Robinson and
should not be considered as advice or a recommendation to buy,

sell or hold a particular investment. They reflect personal opinion
and should not be taken as statements of fact nor should any reliance
be placed on them when making investment decisions.

This communication was produced and approved in February 2019
and has not been updated subsequently. It represents views held at
the time of writing and may not reflect current thinking.

Potential for Profit and Loss

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.

Stock Examples

Any stock examples and images used in this article are not intended
to represent recommendations to buy or sell, neither is it implied that
they will prove profitable in the future. It is not known whether they
will feature in any future portfolio produced by us. Any individual
examples will represent only a small part of the overall portfolio

and are inserted purely to help illustrate our investment style.

This article contains information on investments which does not
constitute independent research. Accordingly, it is not subject to the
protections afforded to independent research 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 article are for illustrative purposes only.
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Calton Square, 1 Greenside Row, Edinburgh EH1 3AN
Telephone *44 (0)131 275 2000 www.bailliegifford.com
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CULTURAL ADVANTAGE

BY GARY ROBINSON

Corporate culture is one of the things which separates exceptional growth companies from the

merely good or average ones. Our aim in Baillie Gifford's Global Stewardship strategy is to find

these outstanding companies and it is rational that we should focus a significant proportion of

our research efforts on analysing culture. One of the key questions in our research framework is

— Do management act like owners?

We believe that finding companies with a
distinctive culture provides us with a source of
edge over other investors. Indeed, in spite of
evidence to support the contention that culture
is a critical driver of long-term stock returns,

it is routinely ignored by most investors.

Companies with distinctive cultures behave
differently from the norm. They are thoughtful in
their approach. They are run with a clear sense
of purpose and vision for the future by founders
or management teams with significant skin in the
game. However, there is no cookie-cutter model
for culture — what works for one company may
not be appropriate for another. For example,
Google’s 20% time' would feel quite out of
place at an industrial company such as Fortive
whose distinctions are in capital allocation and
lean management practices. What is key, is that
the culture of the company provides a source of
advantage in the path to achieving its aims.

In general, however, companies with distinctive
cultures understand the need to provide products
and services which add value for customers and
for society. They understand that to endure and
thrive over the long term, they have to be willing
to invest in the future and embrace change.
Moreover, the people who run these companies
tend to be driven by factors other than short-term
monetary gain. These managers have vision,
ambition and determination coupled with a bias
to action and a willingness to experiment.

Our experience is that companies with distinctive
cultures tend to be more adaptable and durable
than average. They also grow faster and are more
adept at unlocking new growth opportunities

that weren’t apparent at the time of our original
investment. Indeed, we would contend that
culture is one of the most important drivers

of long-term stock returns.

1. Google’s engineers are encouraged to spend up to 20% of their time working on

their own projects, so long as they benefit Google.
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“The biggest risk is not
taking any risk...in a world
that’s changing really
quickly, the only strategy
that is guaranteed to fail is
not taking risks.”

MARK ZUCKERBERG

i
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Mark Zuckerberg Delivers Keynote Address at Facebook F8 Conference.
© Getty Images North America.



This might all seem like common sense. The
attributes of companies with distinctive cultures
are not proprietary or even particularly radical.
However, most companies are not run this way.
Instead, they march to the beat of the quarterly
earnings cycle, and prioritise share repurchases
and near-term growth over investments in long-
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term value creation. Indeed, a survey of 400
executives found that almost four out of five of
them would sacrifice long-term value in order to
smooth earnings. Another study found that in the
decade to 2012, companies in the S&P 500 paid
out over 90% of their net income in dividends
and share buybacks.

The Ratio of Growth Capex to Dividends and Buybacks is in Decline
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The data has been produced by Baillie Gifford, using Factset and the Worldscope database. Furthermore, a combination of FTSE and MSCI
indices have been used in order to establish a global universe for the analysis. All of the underlying data is in USD.

This shortage of long-term investment may stem,
at least in part, from poor alignment and badly
designed incentives. Many corporate CEOs have
very low levels of genuine ownership in the
firms they manage and are incentivised primarily
on short-term earnings-per-share targets or

share price movements. These sorts of incentive
schemes do not engender long-term thinking.

It should be no surprise that many corporate
CEOs choose to buy back shares and boost their
earning per share rather than invest in projects
with long-term and uncertain payoffs.

Investors must share some of the responsibility
for these short-term corporate attitudes too.
Arguably the time horizon of companies has
simply been shrinking to match that of their
shareholders. In stock market terms, this
manifests itself in maniacal swings in share
prices around quarterly earnings reports, and
hostile reactions to the companies which choose
to ignore these demands and instead invest in
their competitive advantages at the expense of
short-term profits. We’ve seen this pattern time
and time again in the portfolios that we manage.

Take Grubhub as an example: in 2015 the online
food ordering company took the decision to
improve its service through investments in its
own delivery capabilities, which was celebrated
by the markets with an almost halving of the
share price. It’s no surprise to us that many
companies are choosing to shield themselves
from the mania of markets and stay private
longer.

Fortunately, not all companies have

felt the need to succumb to such short-term
pressures. As mentioned earlier, there is a select
group of exceptional US growth companies that
have had the fortitude to ignore Wall Street’s
calls for smooth quarterly earnings progression
and invest for the long term. These companies
understand that the traditional definitions of
shareholder value popularised by Welch and GE
are deeply flawed and, to borrow from Professor
John Kay, that goals are often best achieved
when they are pursued indirectly. Amazon
understood long before a majority of investors
that, if it focused on delighting customers, over
the long term the economics would follow.
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We believe these are the sort of companies
that long-term investors should try to identify,
own and support. Our ultimate aim is to find
businesses that can grow faster for longer, but
the forces of capitalism are constantly fighting
back against this outcome. To succeed in the
face of these forces requires a bold approach.
As Mark Zuckerberg, the founder-CEO of
Facebook says, “The biggest risk is not taking
any risk...in a world that’s changing really
quickly, the only strategy that is guaranteed to
fail is not taking risks.” The types of companies
that have the best chance of succeeding are
the ones that focus on the long term and which
possess distinctive cultures.

We are amazed by how little attention culture
gets from the rest of the investment community.
At a recent company meeting we were told by a
founder-CEO that we were the only investor to
ask the about culture during the IPO roadshow.
We think the question of culture is a source

of edge, and is the most critical question in
understanding whether a company in its infancy
can maintain and build upon its early leadership.

So why don’t investors dedicate more time to
this important issue? We think it stems from a
couple of factors. The first is that the benefits of
a special culture only really manifest themselves
over periods of years. To investors with a
short-term time horizon, culture is not worth
bothering with. It’s only when you stretch out
the time horizon that the benefits of a special
culture really shine through. The second reason
is that culture is, by its very nature, intangible.
The benefits of a strong culture — for example,
durability and adaptability — are difficult to
measure precisely and are therefore not easily

incorporated into Wall Street’s cash-flow models.

But just because something is hard to measure
doesn’t mean to say one shouldn’t try. We reject
any notion that it’s impossible to identify a
special culture in advance. Indeed, we would
argue that the challenging nature of quantifying
the impact of a strong culture makes serious
analysis all the more worthwhile.

CeBIT 2016 Digital Technology Trade Fair.
© Getty Images Europe.

We believe that some of the best examples of
companies with distinctive cultures are those
which are run by their founders. It is no surprise
to us that almost all the examples of extreme
wealth generation over the last couple of decades
have come from founder-run companies.
Founder managers possess many of the attributes
described in previous paragraphs. Naturally

they take the long-term view because their
companies reflect the culmination of their life’s
work. They have an attachment to the business,
rather than the stock price, and their aim from
the outset is to build something meaningful and
significant. They also typically have significant
skin in the game, and as founders of the business
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they have the moral authority to make tough
decisions, challenge assumptions and position
their businesses for the future, even if it involves
some pain in the short term. The vision is theirs.

Take Amazon, the largest holding in our
portfolio. The business was founded just over

20 years ago as an online bookseller in the

US. Today the company is a global behemoth,
valued at around $750 billion, and one of the
dominant forces in global retail, IT infrastructure
and media. Founder Jeft Bezos has achieved

this success through consistent reinvestment

in the business. Despite sales totalling nearly
$200 billion, the company has barely turned
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a profit. This is because Amazon chooses to
invest in its own future rather than maximise
near-term profits. Such investments have

seeded valuable businesses such as Amazon
‘Web Services, Amazon Prime, Amazon Prime
Video, and Kindle. However, throughout this
period of investment, Amazon has had to
withstand constant criticism from the media and
certain factions of Wall Street. It would have
been difficult for anyone other than a founder

as talented and resolute as Jeff Bezos to have
succeeded with this radically long-term strategy.
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Netflix is another great example of where a
founder’s mind-set has proven invaluable. It’s
easy to forget, given its current dominance of
online video streaming, that Netflix actually
started life as a DVD-by-mail subscription
business. What’s most remarkable about the
Netflix story is that not only did the company
respond to a challenge to its core business, it
capitalised upon it and emerged as the clear
leader in internet streaming. Major strategic
changes like this are incredibly rare because

of barriers to change, such as vested interests
within existing business lines and corporate
inertia. To overcome these barriers requires
vision, ambition and leadership. In Netflix’s
case it was founder Reed Hastings who, from
the outset, understood the inevitability of online
streaming and used his moral authority to lead a
timely change in direction at the company once
it was clear to him that the time was right.

The above are just two examples in a long list of
situations where the long-termism and leadership
qualities of a founder were beneficial. However,

Reed Hastings, the head of the online video store Netflix.
© TOBIAS HASE/AFP/Getty Images.

evidence for the benefits of founder leadership
are more than anecdotal. Recent academic work
indicates that founder-led businesses tend to be
more innovative, create more valuable patents,
and are more likely to change technological
direction. Other work suggests these traits of
founder-led businesses can translate into strong
outperformance.

There is a very strong expression of these
viewpoints in our Global Stewardship portfolios.
Founder-run companies currently comprise
around two thirds of the portfolio, a lot higher
than the US market as a whole, which our
research suggests is around 25%. History teaches
us that only a small number of companies will
really matter over the next decade. We would
wager that most, if not all, of these companies
will be founder-run or, at the very least, that they
will possess distinctive cultures. We hope and
indeed have the aim that some of these future
winners are already held in our portfolios.

is that not only did the
espond to a challenge
business, it capitalised
emerged as the clear
nternet streaming.



As significant and long-term investors in these
businesses we aspire to play a role in their
success by supporting them in their long-term
aims. It helps that we run our own business

for the long term. Baillie Gifford is a private
partnership, so we don’t have to answer to
outside shareholders. This means we can focus
our efforts on what is in the best interests of our
clients and supporting the companies that we
invest in on their behalf. To be clear, we have no
ambitions to interfere with or impose our views
on these companies. It would be ludicrous for
us to suggest that we know better than Bezos

or Hastings. However, we do believe we can
play a useful role in providing counterbalance
to the prevailing short-termism of markets and
in providing management with the space to get
on and do what they’re best at doing — building
great businesses.
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Netflix, Amazon Fuel L.A. Office Demand as Streaming Flourishes.

© Bloomb

These truly exceptional growth businesses are
novel not only in terms of the size of the markets
that they address but also in their ability to
drive increasing returns and compound their
power as they scale into these opportunities.
They also stand out on account of the vision
and mind-set of the people who run them. Their
managers, who are often founders, are bold and
long term in their attitudes and in their actions.
We feel fortunate to invest in these outstanding
businesses on behalf of our clients. We believe
that investors ought to have significant exposure
to them.

etty Images.
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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.

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 and is authorised by the Central Bank
of Ireland. Through its MiFID passport, 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. Baillie Gifford
Investment Management (Europe) Limited is a wholly
owned subsidiary of Baillie Gifford Overseas, which is
wholly owned by Baillie Gifford & Co.

Persons resident or domiciled outwith 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.

Important Information Hong Kong

Baillie Gifford Asia (Hong Kong) Limited
FAZERE I () A R A F] is wholly owned by

Baillie Gifford Overseas Limited and holds a Type 1
licence 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
FAZE TP (B 5) A FR/2 5] can be contacted at Room 3009-
3010, One International Finance Centre, 1 Harbour View
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

This material is provided on the basis that you are

a wholesale client as defined within s761G of the
Corporations Act 2001 (Cth). Baillie Gifford Overseas
Limited (ARBN 118 567 178) is registered as a foreign
company under the Corporations Act 2001 (Cth). It

is exempt from the requirement to hold an Australian
Financial Services License under the Corporations Act
2001 (Cth) in respect of these financial services provided
to Australian wholesale clients. Baillie Gifford Overseas
Limited is authorised and regulated by the Financial
Conduct Authority under UK laws which differ from
those applicable in Australia.

South Africa

Baillie Gifford Overseas Limited is registered as a Foreign
Financial Services Provider with the Financial Sector
Conduct Authority in South Africa.

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 Securities & Exchange Commission in the United
States of America.

Oman

Baillie Gifford Overseas Limited (“BGO”) neither has a
registered business presence nor a representative office in
Oman and does not undertake banking business or provide
financial services in Oman. Consequently, BGO is not
regulated by either the Central Bank of Oman or Oman’s
Capital Market Authority. No authorization, licence or
approval has been received from the Capital Market
Authority of Oman or any other regulatory authority in
Oman, to provide such advice or service within Oman.



BGO does not solicit business in Oman and does
not market, offer, sell or distribute any financial
or investment products or services in Oman and
no subscription to any securities, products or
financial services may or will be consummated
within Oman. The recipient of this document
represents that it is a financial institution or a
sophisticated investor (as described in Article 139
of the Executive Regulations of the Capital Market
Law) and that its officers/employees have such
experience in business and financial matters that
they are capable of evaluating the merits and risks
of investments.

Qatar

This strategy is only being offered to a limited
number of investors who are willing and able

to conduct an independent investigation of the
risks involved. This does not constitute an offer
to the public and is for the use only of the named
addressee and should not be given or shown to
any other person (other than employees, agents,
or consultants in connection with the addressee’s
consideration thereof). Baillie Gifford Overseas
Limited has not been and will not be registered
with Qatar Central Bank or under any laws of the
State of Qatar. No transactions will be concluded
in your jurisdiction and any inquiries regarding the
strategy should be made to Baillie Gifford.

Legal Notices

The S&P 500 (“Index”) is a product of S&P Dow
Jones Indices LLC, a division of S&P Global, or its
affiliates (“SPDJI”). Standard & Poor’s® and S&P®
are registered trademarks of Standard & Poor’s
Financial Services LLC, a division of S&P Global
(“S&P”); Dow Jones® is a registered trademark

of Dow Jones Trademark Holdings LLC (“Dow
Jones”). Neither S&P Dow Jones Indices LLC, Dow
Jones Trademark Holdings LLC, their affiliates nor
their third party licensors make any representation
or warranty, express or implied, as to the ability

of any index to accurately represent the asset class
or market sector that it purports to represent and
neither S&P Dow Jones Indices LLC, Dow Jones
Trademark Holdings LLC, their affiliates nor their
third party licensors shall have any liability for any
errors, omissions, or interruptions of any index or
the data included therein.
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