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The views expressed in this communication are those of Lawrence Burns 
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 2021 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 communication 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 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.

RISK FACTORS

– Why Most Things Believed About Investing Are Wrong
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BELIEVED ABOUT  
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Investment manager Lawrence Burns shares the views of brilliant minds outside the industry  
that will reshape your view of what equity investing is all about.

A conversation remains stuck in my head from 
early 2020, when the terms ‘lockdown’ and 
‘social distancing’ were largely unheard of. My 
meeting with a Chief Investment Officer was 
coming to an end. We were discussing a US 
automotive company, which at the time was 
finally being recognised by the market and thus 
being rewarded with massive share price growth. 
He leaned across the table and said, “tell me you 
have been selling your shares.” What struck 
me was not his belief that we should sell, rather 
that he appeared to hold it with such absolute 
certainty. His assertion wasn’t anything to do with 
the company itself, but rather the ingrained belief 
that when a share price goes up a lot, you should 
sell. This was common sense. To do different 
would be foolish, greedy and undisciplined. 

It is a conventional wisdom that pervades much 
of the financial industry. As the old saying 
goes ‘it’s never wrong to take a profit’. There 
is some validity in this approach, hence why it 
pervades and endures. A client is unlikely to be 
unhappy or indeed notice if you sell a stock that 
subsequently goes up significantly. That loss – of 
foregone upside – is not captured in performance 
data, but perhaps it should be. On the other hand, 
if the stock in question continues to be held and 
goes in the other direction it will become a clear 
detractor in performance data and you should 

expect to be asked, if not chastised, about it.  
And so, from the investment manager’s point of 
view, perhaps it can be said that it is never wrong 
to take a profit.

But what, I hope you ask, about the client? For 
the client, equity investing is asymmetric, the 
upside of not selling is near unlimited, while 
the downside is naturally capped. Surely, for the 
client it can be very wrong to take a profit? This 
goes to the heart of why so much of investing is 
wrong. Sadly, as an industry, institutional money 
managers seldom try to get investment right 
for investors. Most conventions and practices 
exist to serve, protect and enrich investment 
managers’ interests.

The realities of investment therefore are often 
very different from the dogma. At Baillie Gifford, 
we are fortunate to be informed by a range of 
thinkers from outside our industry that have no 
incentive to prop-up the myths of investment 
management. Instead, they deal in observable 
facts, not the self-serving mantras beloved by 
professional investment bodies. This note tries to 
share a few of their perspectives that have been 
crucial to how we invest and, in the process, 
demonstrate that it is often not just wrong to take 
a profit, but it can be the worst possible mistake.
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WHERE RETURNS 
ACTUALLY COME FROM

Let’s take Bessembinder’s paper Do 
Stocks Outperform US Treasury Bills? 
as our starting point. We have all been 
told the answer is yes because stocks 
carry significantly more risk, so, of 
course the factual answer is no. Nearly 
60 per cent of global stocks over the 
past 28 years did not outperform one-
month treasury bills. 

Equity investing as a whole though 
is thankfully still worthwhile. This 
is because of a small number of 
superstar companies. Bessembinder 
notes that a mere 1 per cent of 
companies accounted for all of the 
global net wealth creation. The other 
99 per cent of companies were, it 
turns out, a distraction to the task 
of making money for clients. The 
capital asset price model (CAPM) so 
beloved by the financial industry is 
therefore nonsense because the normal 
distribution of stock returns that 
underpins it is imaginary.  

This should shake the very 
foundations of the investment 
industry. It provides not an opinion 
but a collection of facts as to where 
returns come from and what investors 
should focus on. The entire active 

management industry should be trying 
to identify these superstar companies 
since nothing else really matters. 
Investing is a game of extremes. 

But, here lies the problem, it requires 
a vastly different mentality to that 
displayed by the financial industry 
today. It requires focus on the 
possibility of extreme upside, not the 
crippling fear of capped downside. 
This requires genuine imagination 
should there be any hope to grasp  
the potential of superstar companies. 

In addition to imagination, 
Bessembinder makes it clear that 
it is the long-term compounding of 
superstar companies’ share prices 
that matters. Investing thus requires 
patience to deal with the inevitable ups 
and downs such companies experience 
as well as the ability to delay 
significant gratification. Sadly, such 
behaviours are difficult and wholly 
inconsistent with the incentives and 
annual bonuses of traditional finance. 
Nevertheless, they are prerequisites. 
After all, the point of superstar 
companies is that they can go up five-
fold and then go up five-fold again.  
If you sell after the share price merely 

P R O F E S S O R  H E N D R I K  B E S S E M B I N D E R

doubles, crow and take your profits, 
you undermine the whole point of 
identifying companies with extreme 
return potential in the first place. 

Let’s take a practical example. In 
early 2000, the founder of SoftBank, 
Masayoshi Son, made what may have 
been the greatest investment in history. 
He invested $20m in a Chinese 
ecommerce company. Two decades 
later his remaining investment is worth 
in excess of $180bn. A wonderful 
example of an extreme return. 

This is a well-known story and one 
I’ve been lucky enough to be told first-
hand by Masayoshi Son. However, 
less well-known is the story of 
Goldman Sachs. Goldman invested in 
the same company a year before Son 
on far better terms. Shirley Lin, who 
worked for its private equity fund, 
had an agreement to invest $5m for a 
50 per cent stake. Unfortunately, her 
colleagues deemed $5m too risky and 
so they opted for investing a ‘safer’ 
$3m. Five years later their stake was 
worth $22m, a seven-fold return. At 
this point, the decision was taken to 
sell under the guise it’s never wrong  
to take a profit. 
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Investing is 
a game of 
extremes. 

In many ways, this was a remarkably 
successful investment, until you 
realise that today those shares would 
be notionally worth more than $200bn 
before dilutions are taken into account.

It would seem Goldman Sachs got 
the identification, and perhaps even 
the imagination part, right. They 
spotted one of the greatest superstar 
companies of our era early on. Yet, 
when asked why Goldman Sachs 
sold, Shirley gives a depressing but 
predictable answer: “they wanted 
quicker results”. Though this example 
is extreme and straddles public and 

private ownership, the point is clear: 
in investing, it is often not only 
wrong to bank profits, it can be the 
worst mistake you make. Despite 
this, in almost every client meeting 
I am asked about our sell-discipline. 
No one has ever asked me about our 
hold-discipline, which is a shame, 
as the greater cost to clients’ returns 
comes from the inability to hold 
onto superstar companies when 
their returns are ticking upwards. 
Investment managers are usually very 
good at selling.

Bloomberg Pictures Of The Year 2019: Extreme Business. Masayoshi Son, chairman and chief executive officer of SoftBank Group Corp.

February 2021
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The notion that companies can even produce 
such extreme returns goes against much of 
economic theory which exhibits an overzealous 
equilibrium-mindset that likely has deep religious 
and spiritual roots. This mindset is the progenitor 
of a mindset of a different name common in 
finance, namely a belief in ‘reversion to mean’. 

Bessembinder’s data falsifies the assumption that 
company returns stabilise over time. Moreover, 
he shows when looking at nearly a century of US 
stock market returns the concentration of wealth 
creation is becoming yet more skewed towards 
a small number of companies. The returns are 
becoming extreme. The superstar companies  
are becoming more super. 

This is particularly odd given that economics 
focuses on diminishing returns to scale. It 
takes the work of Professor Brian Arthur of 
the Santa Fe Institute, to understand that this 
concept is rooted in observing the returns to 
scale of the “bulk-processing, smokestack” 
industrial companies of the 19th century. He 
notes that western economies have shifted 
“from processing of resources to processing of 
information, from application of raw energy 
to application of ideas”. Far from diminishing 
returns, today’s knowledge-based companies 
tend to exhibit increasing returns to scale and so, 
in the digital era, reversion to the mean is even 
less common. Returns are yet more extreme.

INCREASING 
RETURNS  
TO SCALE

P R O F E S S O R  B R I A N  A RT H U R

Professor Brian Arthur. ©  Corbis Historical/Getty Images.
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Brian Arthur came up with this early explanation of emerging 
economic reality on America’s west coast, while observing 
both Silicon Valley and the rise of Microsoft further north. 
However, as with most things today, if we wish to better 
understand the economic reality of tomorrow, we must look 
east. To help us here we have the academic Ming Zeng.  
He became Alibaba’s Chief Strategy Officer in 2006, a job  
he took to further his studies by giving him a ringside seat to 
history in the making. 

For Ming, the greatest superstar companies of the future 
will be what he calls “smart businesses” harnessing network 
coordination and data intelligence. These organisations will 
look less like a company and more like a network. He notes:

The old, diversified conglomerate was like a complex 
machine of the old industrial age. It collapsed when it 
reached a certain complexity. But the future of business is 
more biological rather than mechanical… an ecological 
system grows and becomes more and more sophisticated, 
even more robust when it becomes richer and more diverse. 

Network companies, such as Amazon, Uber or MercadoLibre, 
coordinate millions of entrepreneurs, guiding them with 
data intelligence in real-time so both the network companies 
and entrepreneurs can adapt to conditions instantly in ways 
traditional companies could never have dreamt. This marries 
the benefits of enormous scale with rapid adaptability. 
Moreover, the larger these network companies become, 
the more data they have and thus the more intelligent and 
effective the network can become. If Ming is right, then it is 
logical to assume the importance of superstar companies will 
grow even further with the application of machine learning. 

NETWORK COMPANIES UNLEASH 
UNIMAGINABLE SCALE

P R O F E S S O R  M I N G  Z E N G

February 2021
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Despite the above, we must not forget that the 
prevalence of new superstar companies will be 
determined by the amount of economic and social 
change that takes place from here. Indeed, I would 
go further still and posit that the single greatest 
determinant of whether returns will swing from 
growth to value is whether the pace of change in 
the world increases or decreases. For it is change 
which creates new markets and disrupts old ones. It 
is change that fuels the rise of superstar companies.

We therefore need to believe the conditions for 
change will persist. To give us that conviction we 
have Moore’s law. The observation and projection 
made by Gordon Moore, the co-founder of Intel, 
that, for the same price computing power would 
double every 24 months. This projection has now 
become seen as a law, given its predictive power 
over the last 50 years. In doing so it has set the 
pace for the semi-conductor industry and thus for 
human progress. 

What this means is that come the early 2030s 
computing power should be at least some 60x 
more powerful than today for the same cost. The 
implications of such a large increase are difficult 
to imagine. At the very least, the disruption 
should spread from industries like advertising and 
retail to those of even greater importance such as 
healthcare, finance, education, and many more. 

Nevertheless, it would of course be wrong for us 
to have confidence in past patterns, however long 
and persisting, without due cause. Here we are very 
much helped by the insights of Martin van den 
Brink, ASML’s Chief Technology Officer, whose 
lithography machines have been largely responsible 
for extending Moore’s law in recent times. Van 
den Brink makes two points. First, that Moore’s 
law is older than we think. It dates back not 50 
years but an entire century in all but name to when 
computing power was vacuum tube rather than 
transistor based. His second point, is even more 
significant and far reaching, because he believes 
ASML already has the technology roadmap in place 
to ensure Moore’s Law extends into the 2030s. 

It therefore perplexes me why with the power and 
predictability of Moore’s law, our industry decides 
instead to focus far more on what interest rates or 
GDP growth rates mean for investing. Frankly, I 
think we would all be much better investors if we 
concentrated on the future implications of Moore’s 
law. A 60x increase in computing power will 
profoundly shape our world. The question we must 
grapple with is what this new world will look like.

EXTENDING 
MOORE’S LAW 

M A RT I N  VA N  D E N  B R I N K

It is change that 
fuels the rise 
of superstar 
companies.
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The number of transistors incorporated in a chip 
will approximately double every 24 months.

GORDON MOORE

Intel co-founder Gordon Moore. ©  Getty Images North America.
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MASSIVE OVER 
DIVERSIFICATION 

If we follow the facts and focus on superstar 
companies as the only real creators of value 
in long-run equity returns, then it also follows 
that portfolios need to be constructed radically 
differently. Given superstar companies are by 
their definition rare, this calls for concentration. 
Alternatively, perhaps we should call 
concentration what it really is: an attempt to 
undertake actual stock picking. An attempt at 
being actual investors.

The case for concentration is well made in several 
academic studies. Yeung et al (2012) looked at 
nearly 5,000 funds and found that the top ideas 
in these portfolios consistently outperformed the 
diversified funds from which they were derived. 
Similarly, Best Ideas by Cohen, Polk and Silli 
(2010) highlighted that the top 5 per cent of 
fund managers’ ideas are consistently the best 
performers across portfolios, a point that is well 
supported by our own experience. The authors 
provocatively argue that stocks added ostensibly 
for risk control reasons are not just a mistake but a 
cynical exercise in enabling investment managers 
to add assets well beyond their alpha-generating 
capabilities. Our guess at the motivation for fund 
managers to diversify is somewhat different, but 
hardly better. We think investment managers 
embrace adding stocks so they can diversify their 
own business risk from the inherent volatility that 
comes with stock picking. 

This raises a key question for institutional 
portfolio construction. Whose risk are we really 
trying to diversify? It can only rationally be 
that of the investment manager. For whilst the 
investment manager may have a few portfolios 
at most, the client often has many. Indeed, I 
have yet to meet a client for whom our portfolio 
represents their entire equity allocation. The 
investment manager therefore benefits from the 
diversification within their portfolio, not the 
client. They already own many thousands of 
stocks. The real problem for the client is not lack 
of diversification, but radical over-diversification. 

If we combine this with what we know from 
Bessembinder, the client has two means by 
which they might capture the tiny number of 
superstar companies that have the potential to be 
meaningful for long-term returns. Pay low fees 
to own the index and never miss out on superstar 
companies but have them heavily diluted. Or, 
attempt genuine concentrated stock picking of 
superstar companies that actually justifies active 
fees. The middle ground between those two 
options often serves investment managers, not the 
clients, providing only the worse of both worlds – 
active fees for index-like returns. 

– Why Most Things Believed About Investing Are Wrong

8



Whose risk are we really 
trying to diversify? It can 
only rationally be that of 
the investment manager. 
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Finally, we should return to our opening 
and that conversation back in early 2020. 

The progress of that US automotive 
company since then has shown that we 

were wrong to hold. We should have added 
substantially. Of course, this shows that 

one never can be certain about the future.  
It is only through the brilliance of minds 

such as those noted here that we can start 
to grasp what actions and approaches 
might be most advantageous for our 

clients. This goes for building relationships 
not just with academics and scientists but 
corporate visionaries as well. It was the 
chance to talk to that company’s CEO to 
hear the ambition and vision that made  

it clear, though not certain, that the 
possibility of extreme upside was there. 

CONCLUSION
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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. 

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 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. 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 (‘FinIA’). It does not constitute a 
branch and therefore does not have authority to commit 
Baillie Gifford Investment Management (Europe) Limited. 
It is the intention to ask for the authorisation by the 

Swiss Financial Market Supervisory Authority (FINMA) 
to maintain this representative office of a foreign asset 
manager of collective assets in Switzerland pursuant to the 
applicable transitional provisions of FinIA. Baillie Gifford 
Investment Management (Europe) Limited is a wholly 
owned subsidiary of Baillie Gifford Overseas Limited, 
which is wholly owned by Baillie Gifford & Co.

China

Baillie Gifford Investment Management (Shanghai) 
Limited 柏基投资管理(上海)有限公司(‘BGIMS’) is 
wholly owned by Baillie Gifford Overseas Limited and 
may provide investment research to the Baillie Gifford 
Group pursuant to applicable laws. BGIMS is incorporated 
in Shanghai in the People’s Republic of China (‘PRC’) as 
a wholly foreign-owned limited liability company with 
a unified social credit code of 91310000MA1FL6KQ30. 
BGIMS is a registered Private Fund Manager with the 
Asset Management Association of China (‘AMAC’) and 
manages private security investment fund in the PRC, with 
a registration code of P1071226.

Baillie Gifford Overseas Investment Fund  
Management (Shanghai) Limited  
柏基海外投资基金管理(上海)有限公司(‘BGQS’)  
is a wholly owned subsidiary of BGIMS incorporated in 
Shanghai as a limited liability company with its unified 
social credit code of 91310000MA1FL7JFXQ. BGQS is 
a registered Private Fund Manager with AMAC with a 
registration code of P1071708. BGQS has been approved 
by Shanghai Municipal Financial Regulatory Bureau 
for the Qualified Domestic Limited Partners (QDLP) 
Pilot Program, under which it may raise funds from PRC 
investors for making overseas investments.

Hong Kong

Baillie Gifford Asia (Hong Kong) Limited  
柏基亞洲(香港)有限公司 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  
柏基亞洲(香港)有限公司 can be contacted at Suites  
2713–2715, Two International Finance Centre, 8 Finance 
Street, Central, Hong Kong. Telephone +852 3756 5700.
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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.

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 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.

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 material 
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.
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ABOUT THE AUTHOR
Qatar

The materials contained herein are 
not intended to constitute an offer or 
provision of investment management, 
investment and advisory services 
or other financial services under the 
laws of Qatar. The services have not 
been and will not be authorised by the 
Qatar Financial Markets Authority, 
the Qatar Financial Centre Regulatory 
Authority or the Qatar Central Bank 
in accordance with their regulations or 
any other regulations in Qatar.

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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