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Artificial Intelligence – run by bots?
Artificial intelligence plays to some of the greatest
fears about technology: A world where we interact
with machines, rather than each other; where
‘chatbots’ solve our problems rather than people.
Setting aside the question of whether chatbots are
any worse than call centres, we believe the real
value of artificial intelligence may be in improving
the productivity of US companies.
Productivity improvement is ultimately why
companies buy technology. If one company uses it
to become more productive, any competitors who
want to keep up will have to do so too. Companies
such as Google and Microsoft are starting to put
analytics capability in the cloud, and, to our mind,
this is likely to be the most common use of artificial
intelligence.
Users can ask the analytical engine various
questions, and the analytics engine can tell them
the best way to solve that problem. For example,
we own Workday, which can take line data and
analyse it. It may flag that a company is seeing
significant sales growth in Ireland, where there is
also a significant economic recovery and adding
sales people would be beneficial to revenue
growth.
The expense of those new sales people (based on
the traditional learning curve of a salesman and
how long it takes them to become productive) can
automatically flow into the costs and allow new
projections. The same metrics can be used to
manage supply chains more efficiently.
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Management teams will increasingly be able to use
these new metrics to transform how companies
are run, rather than people sitting round a table.
Increasingly, decisions will be made in real time
based on best practice. This is, quite simply,
revolutionary.
Of course, it may move the dial for many of the
companies providing these analytics as well. It gives
businesses a clear reason to use a company’s cloud
services; not simply ‘move to our platform’ but ‘put
your data into our cloud and we will answer your
problems for you’.

The debate on China
Much of the volatility since the start of the year has
been focused on China: is it slowing? If so, is that
because of its transition to consumer-led economy?
Or is something more sinister, such as a sign that its
over-supply problems are exercising a real drain on
growth?
Recent growth numbers suggest the economy
grew at a pace of 6.7% in the first quarter of the
year, though many question the validity of the
figures. On our recent trip to China, we concluded
that the government stimulus is having an impact
and we saw signs of recovery in the Eastern cities,
though the interior is still going through a
rationalisation process.
This is not to diminish the problems still facing
policymakers: They need to address how they shut
down over-supply and rationalise their industries,
but overall, we believe the economy is over the
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worst. We remain comfortable with the prospects for our
Chinese holdings such as Baidu and CTrip.

Other findings from our China trip
Our Chinese trip also threw up some other interesting areas: The
first was on semiconductors. This is a vital sector for the growth
of the knowledge-based economy, to which the Chinese
government aspires. Chinese companies have tried and failed to
buy large semiconductor companies in the US and elsewhere. As
such, China looks likely to go it alone and spend money trying to
build up a competitive semiconductor business.
This will be good for US manufacturing groups making
equipment for this type of company. It may challenge the Asian
semiconductor industry, but this is likely to take some time to
come through. If China is serious as it appears, we believe it will
probably succeed.
The other area of interest is in smartphone penetration. Our
Grassroots research engine had already alerted us that Apple was
still gaining market share in China. This was against Wall Street
consensus, and seemed surprising, given the cost of 4G phones.
Nevertheless, Chinese consumers appear to like the product, not
just for status reasons, but also for its superior functionality.
With this in mind, we believe the new, cheaper, iPhone looks like
a good product for the Indian and Chinese markets as well. It
costs the same as a 3-year old iPhone, but has the same
processor as the 6S. The market has been crying out for a
cheaper model and the iPhone SE seems to do the job.

Back at home
The US economy ticks on at around 2-2.5% annual growth.
Although there has been some concern that a recession is
imminent, this would seem to over-estimate the impact of
weakness in the energy sector on the economy overall.
Nevertheless, valuations are high and this earnings season will be
very important. In particular, expectations for some of last year’s
top performers – Facebook, Amazon, Netflix and Google
(‘FANG”) – remain very high. It is difficult to forget that Amazon’s
fourth quarter earnings per share growth under-shot market
expectations by 34%.
The market is expecting Amazon’s gross margins to expand by
over 30% year on year. At the same time, the company must face
down a strong US dollar. The dollar may have weakened more
recently, but will still impact this set of results. Amazon was a 10%
holding for us and we have taken it much lower. Our long-term
outlook for the company is positive and ultimately it should be
worth $1000 per share, but the road to that valuation will be
bumpy.

We have also taken down our holdings in the other three of last
year’s ‘FANG’ companies. While we have faith in their growth
prospects, they too look likely to be impacted by the stronger
dollar. In a more volatile climate, the market tends to be less
inclined to assign a high rating to companies, even where their
long-term growth may merit it.
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