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TOMORROW’S INCOME
ARISTOCRATS

INTERVIEW WITH JAMES DOW
Malcolm Borthwick

James Dow

Hello and thanks for joining us. I'm Malcolm Borthwick, managing editor of
Intellectual Capital at Baillie Gifford.

Income investing has been shaken by the coronavirus pandemic, which has forced
companies to cut back on dividends. That’s the reoccurring payments that they make
to shareholders. Global dividends are expected to fall this year by between 15 per
cent and 35 per cent, or up to $933 billion.

So, is this a short-term set back, or will it have lasting repercussions? I'm joined by
James Dow, co-head of Baillie Gifford’s Equity Income Team.

But before we start, some important information. Please remember that as with all
investments, your capital is at risk and your income is not guaranteed. And this
podcast is being recorded during lockdown, so James and | are both at home as
opposed to the usual Edinburgh studio.

So, James, let me start with what | alluded to in the introduction there. Are we seeing
a permanent reset in dividend payments as a result of the coronavirus pandemic?

Yes, in some parts of the market, Malcolm. | think that is exactly what we’re going to

see. And, what I'm hoping will come on the back of this is a surge in what | would call
good dividend investing and those dividends, | think, will bounce back and be strong,
versus bad dividend investing where | think you’re going to see a permanent reset.

Let me explain that a little bit more. There is, what | would call, this good dividend
investing where, as an income investor, you are essentially looking for genuine
growing companies that have got a healthy balance between reinvesting in their own
business and paying out dividends to shareholders. Where essentially, you, as
investor or a saver, are taking, if you like, the excess cash that they don’t need in
their own business. And that’s being used to support savers, folks in retirement,
charities, the kind of folks who are our clients. That’'s good dividend investing. I'm
optimistic about that.
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What I think we are going to see is the decline, and | think this is a good thing if it
happens, of bad dividend investing. That's where companies are, frankly,
overdistributing. They're paying too much, they’re not investing enough in their own
business, they may even be borrowing to pay dividends.

Often, these companies are structurally in decline, or they’re low growth companies.
They're paying these dividends in a sort of desperate attempt to entice shareholders.
| think these kinds of businesses are going to be forced into a permanent reset into
lower dividend payments to shareholders, as they should be. The good dividend
investing, | think, will go on stronger than ever.

Give me an example of some of these sectors where we see good and bad dividend
payers.

High street retail is a fairly obvious one. It’s structurally challenged. There have been
cases where companies are simply paying out too much. They’re not investing in
trying to make the transition to ecommerce, that kind of thing.

Some parts of the oil and gas markets, as well. 'm personally of the view that
hydrocarbons, generally, are in the sunset period of their lives. The catch with
something like a big oil company, or a bank, or a telecoms company — the usual
suspects of income funds — is that they need to invest huge sums all the time just to
keep their business level.

Whereas if you look at securities exchanges — like Deutsche Borse, the dominant
exchange in Germany, a very capital-lite business model that throws off cash — that
type of business can have growth, because they don’t need a lot of capital, and a
really stable and resilient dividend, because they naturally produce a lot of cash.

So, that’s the type of business that we’re looking for and the benefit has only been
highlighted by the current crisis. If you've got a very capital-intense business model,
you've really struggled. It's one of the reasons why UK dividends have been under
such pressure, because there’s a preponderance of those capital-heavy businesses
in the UK.

We've talked about some of the oil and gas companies that don’t have the prospect
of paying large dividends in the future. In five- or ten-years’ time, what do you think
dividend payers will look like?

| think they’ll be very much in the sort of ‘going forwards’ category. I'll give you three
examples. Healthcare is an obvious place to start. | think that the value that we, as a
society, ascribe to healthcare going forward, and our desire to see innovation and to
pay for it, is only going to go up.

Within our portfolio we have companies like Sonic Healthcare, a lab testing company,
and Roche, the genetics and testing company. That type of business, for sure, is
going to be a strong source of earnings and dividends growth, in my view, years to
come.
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How about automation? That’s an interesting area right now. As folks go back to
work and we’re thinking about how factory floors are laid out and how engineering
processes can happen, it seems to me that there’s going to be even more of demand
for automation on the factory floor to help with distancing. That’s another potential
beneficiary of the way the world will be, going forward.

Anything digital. We've seen this, all of us, in our own lives in the past three months.
Anything digital that enables us to either work remotely or to collaborate without
having to travel, all of those kind of things. Those types of business, whether it be
chip makers, software makers, whatever it might be, should be great beneficiaries.

It's tempting to look at the current environment and think, “it's doom and gloom” and,
“everything’s going backwards”, but there are lots of businesses that are going to
thrive in the years to come, that are going to be in more demand than ever. So, on a
long-term view, I'd be very optimistic.

We've talked about tech and digital companies, but, if we take a five- or ten-year
view, are you looking at different regions or countries that might offer attractive
dividend-paying opportunities in the future?

Yes. | think the most exciting one, on the five to ten-year view, is China. | know
there’s quite a lot of angst at the moment about China’s place in the world, and trade
relations and so forth, but the thing with great companies is that they tend to thrive
regardless of the geopolitical climate.

If a company has a great service that’s really in demand, it will tend to do well,
regardless of what the president of the US has tweeted recently, or whatever. And
there are a lot of those companies growing up right now in China.

There’s huge innovation going on. There are some great, often founder-run,
businesses. Many of them — the Alibabas of the world — have grown to huge stature
already. Our view is there are many more of those to come.

At the same time, as an investor, a great thing that’s happening is that the China
market is opening up to foreign investors. Our ability to invest in the local A-share
market has increased a lot over the past few years. It used to be very difficult to do.
It's now become a lot easier.

So, my guess is that if we look out five or ten years, there are going to be a lot more
of these great growth and dividend companies available to us for the portfolio, and
we’ll be able to access them through China’s A-share market.

And, what has the crisis changed your mind about, James?
The thing that, | guess, might be different in future, and exciting as an investor, is that
typically when you have a period of crisis, you get a wave of innovation of some kind

after it.

If we think back to some of the other crisis periods, very different crisis periods,
thinking back to the Cold War and the Space Race in the 60s and 70s. That
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prompted NASA to put a man on the moon and to space, and they invented all kinds
of things in the process. In the 80s, the birth of the GPS satellite havigation system
which, today, is massively important for so many different functions, came about
because of that.

If you think about the Global Financial Crisis of 2008, a lot of today’s financial tech
start-ups had their origins in the shakeup that happened in the big banks around that
time.

One way that | can see the future, and we’re discussing this internally a lot, being
very different and potentially exciting as an investment opportunity is seeing how
companies react to the current crisis, and how they can innovate to drive growth in
the future. Because, typically, you do get a huge wave of innovation after a crisis.

We’ve seen that already within our own portfolio in various different ways. | guess
there are some more trivial examples, like what you can see happening in terms of
online communication. Companies like Microsoft are, right now, innovating better
ways of doing things during the Covid crisis.

But, then, there are other less obvious examples. Within the networking and telecom
infrastructure that companies like Cisco play into, there’s quite an exciting wave of
innovation likely to come that will basically raise the speed of the internet - because,
as we're all sitting at home, we’re hitting bandwidth capacity limits. There’s a lot of
innovation that’s going to happen on the back of that, it's already started to happen,
to speed up the internet and increase bandwidth.

So, those types of innovations, for sure, are going to come flooding through in the
next five to ten years. It's going to be really exciting to see how individual companies
respond and seize that opportunity to grow and pay out higher dividends in future.

What type of conversations are you having with companies at the moment?

We've been extremely keen to reach out to every holding within the portfolio, that’s
about 60 different names, and have a Zoom face-to-face or a phone call with them.
First of all, just to offer our support as long-term shareholders, because for many
companies right now these are very challenging times.

Maybe they want to talk through different decisions, or they want to sound us out on
some particular topic that they’re wrestling with, and we encourage them to make the
right decisions for the long term. If that means spending more money and seeing
their margins go down in the short term, because it's going to set them up better for
the long term, then absolutely go ahead and do that. So, it's those types of
conversations that we've been having with pretty much all 60 names that we invest in
to offer our support and talk about the long term.

We're both sitting at home, maybe in an office, kitchen or living room. People are
working in lots of different environments. How has this affected the way you work?

‘ BAILLIE GIFFORD

Copyright © Baillie Gifford & Co 2015. Authorised and regulated by the Financial Conduct Authority. 48123 INS WE 0648



Tomorrow’s income aristocrats —July 2020

JD Well, I've got a lot more requests to fix BRIO train sets while working than I've ever
had in the office. My five-year-old, being a BRIO engineer par excellence, likes to get
me involved as often as possible. So, that’'s something | haven’t dealt with before.

In practice, it's gone really smoothly, I'm delighted to say. | feel like technology,
we’ve always invested in that heavily as a firm, has really paid off in spades in the
past six months. | haven’t had any issues there.

| guess, like all of us, I'm a little bored of looking at Zoom screens. | like talking to
people face-to-face but, it's okay, that’s not possible. We’ve coped fine. No real
problems.

One thing that’s really interesting is the working practices we’ve adopted, that we
wouldn’t have otherwise thought of. You realise afterwards, “oh, wow, that’s a lot
better than what we used to do when we could meet up in person”.

| don’t doubt that on the other side of this, our ability to keep on top of all the different
things we’re looking at will actually improve.

MB That’s a good place to end it, James. Thanks very much for joining us on the podcast
and | hope you'll join us again soon.

JD Thanks very much.

MB If you'd like to learn more about how the income generators of the future, which could
include Alibaba and Alphabet, will replace the dividend payers of the past such as
Shell and Standard Chartered, check out James’ recent paper The Great Dividend
Crisis. You can find that on the insights page of our website at
balliegifford.com/insights.

And, many thanks to Lord of the Isles for their music. The track we’ve used is called
Horizon Effect, which was released on Permanent Vacation. And, if you're listening
at home, stay well and we look forward to bringing you more insights in our next
podcast.

This recording contains information on investments which does not constitute independent
investment 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.

This communication was produced and approved in July 2020 and has not been updated
subsequently. It represents views held at the time of writing and may not reflect current
thinking.

Investment markets and conditions can change rapidly. The views expressed should not be
taken as fact and no reliance should be placed upon these when making investment decisions.
They should not be considered as advice or a recommendation to buy, sell or hold a
particular investment.
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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.

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
also has a representative office in Zurich, Switzerland pursuant to Art. 58 of the Federal Act
on Financial Institutions ("FinlA"). 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 FinlA. Baillie Gifford
Investment Management (Europe) Limited is a wholly owned subsidiary of Baillie Gifford
Overseas Limited, which is wholly owned by Baillie Gifford & Co.

Hong Kong

Baillie Gifford Asia (Hong Kong) Limited #9242 M( & /&) &M 2* & 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 #5Z 22 M &%) A& R4 5] can be contacted at Room 3009-3010, One
International Finance Centre, 1 Harbour ViewStreet, 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.
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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 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. 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 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 (“BGQO”) 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.

‘ BAILLIE GIFFORD

Copyright © Baillie Gifford & Co 2015. Authorised and regulated by the Financial Conduct Authority. 48123 INS WE 0648



Tomorrow’s income aristocrats —July 2020

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.

Israel

Buaillie 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 document 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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