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Financial journalist Cherry Reynard and investment manager Praveen Kumar discuss the latest
developments in Japanese equities.

Your capital is at risk. Past performance is not a guide to future returns.

Cherry Reynard (CR): So welcome, Praveen.

Praveen Kumar (PK): Hi, Cherry.

CR: Now, you're an investment manager in the Japanese Equities Team. You manage the Japanese
Smaller Companies Fund and the Shin Nippon Investment Trust, and you're a deputy manager on
the Baillie Gifford Japan Trust. So quite a full portfolio there, thanks for taking time out today.

Now, having been quiet for decades, Japan is all over the news with markets hitting new highs and
price rises back in the mix. How important is all that for investors?

PK: | think it's potentially hugely significant and a lot of the reasons why we're seeing markets do
what they have done in the last 12, 24 months. People have been waiting for these to materialise
for decades, and the reason why we are seeing them finally take shape has been largely due to a
combination of regulatory pressure, which has become more and more intense. And also a record
level of involvement of activists who have the tacit support of the authorities, because obviously the
authorities have the incentive to force companies to get better. So, things like improving
shareholder returns, corporate governance reforms, finally companies are looking at [these], and
being a bit braver in terms of putting through price increases as well.

So, a combination of all of these and not to forget the weak currency as well, which has proven to
be a tailwind for some of the large cap exporting companies. So, a combination of all of these has
created a perfect storm for large cap traditional manufacturing type businesses to drive the market
higher, and that's what we've seen happen.
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CR: And despite that strength in the large cap, growth stocks have continued to struggle and small
caps in particular, which is kind of your part of the market. Can you talk a little bit about why that is
and why it might change?

PK: Sure. So whilst all these changes and the stocks that have driven the market up in the last year,
couple of years, whilst all this is good for the overall health of corporate Japan, unfortunately, what
this has meant is that the real high quality businesses, the fast-growing, dynamic smaller
companies, they've been left out.

Essentially what we've seen happen in the last three years, really, is people just not wanting to
touch this asset class, which is the Japanese smaller companies asset class, with a barge pole.
Virtually every single bit of capital has chased these types of large cap cyclical businesses,
companies that have a very nice shareholder returns, improvement, corporate governance story.
And unfortunately, in a perverse kind of a way, that's proven to be a significant headwind.

And again, coming back to the currency as well, the yen has blown past ¥150 to the dollar and that
has also been a significant headwind. So, a combination of all of these investors just not being
interested in growth small caps. Unfortunately, that's resulted in an environment where no one
wants to buy this asset class anymore.

CR: And can you see that changing in the near term?

PK: Yes, so one way in which | would like to think about this is some of these headwinds could
actually turn into tailwinds. So one example would be, as you know, the Bank of Japan has moved
away from its negative interest rate policy to a more normalised interest rate environment.
Typically, when interest rates rise, the currency tends to weaken. Interestingly, we've not seen that
happen yet, presumably because people were expecting the Bank of Japan to be a bit more
aggressive.

But for us, what's more important is not where we are, but where we eventually will get to. So, as
this interest rate environment normalises, as we see slightly more interest rate hikes being put
through, the currency should start to strengthen, and that's where we will start to see some of these
domestic-focused small caps come into their own.

And the other interesting and perhaps more important tailwind is just in terms of valuation. [If] you
look at some of these large cap exporter type businesses that have driven the market to record
highs, these have been re-rated quite significantly. And the gap between large cap and growth
small cap has just widened significantly. The gap is at record levels. So, a combination of these and
people focusing on fundamentals, again, should get investor interest back to Japanese growth
small caps.
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CR: And I'm interested, | mean, it must be something that lots of fund managers go through at some
point in their career. But how do you stay optimistic when the market is running against you and
clients are nervous, sort of understandably?

PK: Yes, that's always going to be a challenge as a fund manager, and there are, | suppose, a
couple of things that we can hang our hat on in terms of trying to stay optimistic, stay resolute and
focus on things that we can control. Rather than obsess and spend a lot of time on things that are
outwith our control, things like macro factors or what investors prefer.

So, the couple of things. One is just working within a team environment. So as you know, Baillie
Gifford has a very team-based culture. We don't have a staff-and-manager culture, we support
each other. And pretty much the whole Japanese team is in a similar boat, because we have a
similar style bias towards growth stocks. So for me, as a small cap manager, it's quite critical that |
keep getting inputs from the broader team in terms of what they're seeing in other parts of the
market, and | feed that into my analysis.

The second thing that actually gives me even more comfort is just where we are in terms of share
prices and valuations. We've had such a massive de-rating that you're getting companies growing
at 15 per cent, 20 per cent, 25 per cent on 11 times P/E, 12 times P/E. At least in my brief investing
career I've not seen valuations reach these extremely low levels. So, the starting point for us is a
very, very favourable one, and as and when the asset class comes back in favour | think these
stocks should do phenomenally well.

CR: Okay, let's look at the portfolio now, if we can. Is Al a growth opportunity that you're
considering at the moment, or that you find in the Japanese market?

PK: Yes, so interestingly, | would almost say Al has also been a bit of a headwind for Japanese small
caps. And the reason for that is, you know, obviously we don't have an NVIDIA in Japan. So, people
have been looking for a proxy to play the whole kind of NVIDIA, Al story. And the kind of companies
they've zeroed in on are these semiconductor equipment manufacturers. So the big, big companies
such as Tokyo Electron, which is one of the world's largest semi equipment manufacturers. So,
there again, a combination of this Al theme, weak currency, these are big exporting companies, has
resulted in these companies doing really, really well.

Within the small cap side of things, we do have a decent level of exposure to Al, so I'd like to
segregate that into hardware and software. On the hardware side, we have companies that provide
critical building blocks type of equipment, without which the whole Al theme wouldn't be possible.
These companies have alarmingly large global market shares, already in some cases as extreme as
65, 70 per cent.

On the software side, we have a large number of companies that are using Al to develop services.
One of the companies we own is using Al to automate the legal industry, for instance, where it
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manages the case load of lawyers, it helps lawyers analyse the past rulings of judges that they're
going up against, for instance. A really interesting model. We also have companies that are using Al
to improve the lifetime value of customers for ecommerce retailers, and to help them target
customers even better. So, there's a whole range of ways in which we are playing the Al theme
within the portfolio.

CR: Okay, so what else would you draw out on portfolio positioning? Are there any other themes
that you'd highlight?

PK: Sure. We run a fairly diversified portfolio of 75-odd stocks, and there are various themes that
are reflected in the portfolio. Artificial intelligence is one. Obviously, labour shortage is a problem
that is only getting worse in Japan, so we have a decent exposure in terms of companies that are
trying to solve this labour shortage issue.

We also have a decent level of exposure to companies within the semiconductor space, again, you
know, a play on Al. But if you take a step back, and if you ask me, ‘What have you been doing at a
very high level of the portfolio?’ If anything, given where we are, and what we've experienced in the
last three years, we are trying to force ourselves to be a bit braver and almost increase the growth
quotient of the portfolio. Because if we don't do that now then what's the point?

We are reaching a stage where we're not far off from maximum pessimism almost, and in that
environment when valuations are so attractive, the asset class is completely out of favour, we are
always trying to look for these really strong growth companies. When | say ‘growth’ | don't just mean
in terms of sales, but also in terms of profits. And that is, at a very high level, what we're trying to
do, trying to make the portfolio more and more growth-oriented. Because, personally, | don't think
we would get another opportunity like this, in terms of when valuations have shrunk to such low
levels, to buy a lot of these exciting high growth companies.

CR: Okay great thanks Praveen. We'll pause there and go to the Q&A to look at the questions that
have been coming in over the programme.

Okay, so one thing we're seeing: what have you learnt from the poor performance over the past
three years? Is there anything that you are doing differently now, or you would have done
differently?

PK: There are two main learnings for us from the underperformance that we've seen in the past
three-odd years. | think the first one is definitely [that] we need to be a lot more decisive and
ruthless, especially when it comes to selling companies. We have a very long-term investment
horizon.
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But we should not conflate low turnover with laziness. So that's one big, big learning for us, where if
we've seen stocks that have run really well where valuations, even for us as growth investors, seem
a bit out of kilter. Although we have taken a fair bit of money away from such stocks, | feel looking
back, with the benefit of hindsight, we could have been a lot more aggressive.

The second learning we've taken is to try and force ourselves to look in areas that we've historically
not even considered, simply because we've just assumed that there aren't any growth companies
here. So there is an element of just being a bit lazy in terms of analysis.

To give you an example, one of our recent holdings is a company called SWCC Group, which makes
electrical wires and cables, an industry that traditionally we wouldn't even consider. But having
seen an interview with the founder, having met her, and she's the first female president of the
company since its founding, we saw a very, very clear turnaround growth story, margins expanding
and valuations at single-digit P/Es. So that would be the second aspect where we're forcing
ourselves to look in areas that we've traditionally not looked at.

CR: Okay, now next question. What are the common traits you look for in Japanese companies?

PK: | would highlight three broad characteristics that we look for in every single stock. The first one
is just the growth opportunity. It needs to be large enough to sustain at least five-to-ten years’
worth of really fast growth.

Secondly, we look at the business model quite closely. So I, personally, like companies that have a
genuinely unique business model and not a business model that's maybe a wee bit different from
what already exists. So a genuinely different business.

And thirdly, we spend a lot of time speaking with management, engaging with management, just to
try and get a feel for how dynamic, how entrepreneurial these people are. What is their long-term
vision? Do they really want to change an industry, scale the business to, you know, a level where
it's no longer a small cap? So these would be the three core common characteristics that we look
for in companies.

CR: Okay, great. And now | think we've got time for just one final one. What was the last stock you
bought, and sold, and why?

PK: One of our recent purchases has been SWCC Group. So | saw an interview of the president in
the Nikkei and thought it was quite interesting, the way she was turning around the business. First
female president, first president from an R&D background. So | organised a call with her, met her in
Tokyo during one of my visits, and then thought the story looked quite exciting. No one even knew
about this company, you know, a company making electrical wires and cables, not that interesting.
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And it was at four or five times P/E. | came back, took a holding, and since we bought the holding
last year, it's more than doubled. So, you know, at least some stocks in the portfolio are going up.

The last stock we sold was a company called Pigeon, which makes baby bottles and accessories.
And this is a stock that we've owned for well over a decade, and they had a very strong position in
China. But over the years, a lot of domestic Chinese brands have become much stronger and taken
market share away from the company and management haven't really been able to respond to that
competitive threat. So, we lost faith in management's abilities, and their dynamism really, and we
just decided to sell the stock.

CR: Okay, great. All right, Praveen, thank you so much for your time today. We will wrap up there.

PK: Thanks, Cherry.

CR: And thank you all for joining us. To find out more about the topics we've discussed on the
programme, please do go to the website, bailliegifford.com. So, until next time, goodbye.
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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.

Portfolio discussions are based on a representative account for the Japan Small Cap Strategy.

This communication was produced and approved in April 2024 and has not been updated
subsequently. It represents views held at the time and may not reflect current thinking.

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.

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
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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.

Hong Kong

Baillie Gifford Asia (Hong Kong) Limited #HE 85 (&F &) AR A &l 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
ETMN(FiE)AE 22T 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
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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.

Israel

Baillie Gifford Overseas Limited 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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