
Technology shake-out

It has been a tough start to the year for the technology sector. The Nasdaq has seen 
double digit falls, with a significant sell-off in some high profile technology names 
such as Tesla and Netflix. Only a handful of large companies have bucked the trend. 
Apple, for example, has been relatively steady, while Microsoft has also seen solid 
growth. At a time of significant uncertainty investors have continued to gravitate to 
companies offering stable earnings. 

The sell-off has been hardest for some of the highest growth companies. These may 
be in fast growth areas, such as software companies geared into the digitalisation 
trend. They may be growing revenues at 50%+ per year, but their share prices had 
become quite extended. They needed to grow into their valuations, even if the 
underlying businesses were still very strong. 

The biggest problem has been the change in the monetary policy environment. 
The Federal Reserve is making the right move on raising rates. Inflation can be a 
significant problem and central banks need to get hold of it in time. It is better to do 
this when the economy is strong and robust. This gives flexibility when the economy 
slows. Today, the economy is reopening and recovery is increasingly well-established. 
This seems like a good time for the Fed to act. 

However, it changes the metrics by which the highest growth companies are valued 
and has pushed share prices lower. While we have pared back our holdings in this 
area, we believe it is still worth holding 15-20% of our portfolio here. Eventually, 
investors will start looking for growth again. 

Plus, the fundamentals are strong for many of these companies. Digitalisation 
projects tend to last three years or more and have only just started, so companies 
may have two or more years of strong growth ahead. It is a similar picture with 
cyber security. Governments and businesses have started to realise that they are 
very exposed, giving these companies a strong pipeline of growth. As the situation 
in Ukraine shows, the world is becoming more dangerous and cyberspace is a key 
battleground.  
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Experimental innovation

Technology leaders are paid to be visionaries. It is often their ability to innovate that 
propelled them to greatness in the first place. 2021 has been a fertile period for big 
ideas, from SPACs to space travel to the metaverse. How can investors distinguish 
between a flight of fancy and a genuinely great idea?

We are always looking for new sub-sectors in technology that are exciting and have 
potential for high growth. There is no shortage of those ideas: the growing ‘SPACs’ 
market – where companies seek to raise money for a ‘blue sky’ idea – is full of 
optimistic CEOs with big plans. Established companies tend to have innovation 
hubs, focused on exploration and innovation. 

However, there are a number of problems. CEOs have to be optimistic to get funding, 
which can often make it difficult to judge the real potential of an idea. Equally, very 
few entrepreneurs have a second act. They have a great idea and build a great 
company, but often struggle to build on it. This makes for ‘shooting star’ performance 
– a good idea is adopted, the stock rises, but then the company disappears 
into irrelevance. 

This is even a problem for great companies with deep pockets. Alphabet, for example, 
promised to find more businesses as successful as Google with the aim of generating 
everlasting high growth. However, it has proved very difficult to find those businesses, 
even with all the resources the company has at its disposal. Waymo perhaps came 
closest, but results are still mixed. 

Innovation is difficult. Our key criteria is whether a new idea brings a benefit to the 
user that wasn’t there before, whether that is cost, efficiency or entertainment. This 
tends to be easier in medium and larger companies, where we can talk to the users of 
the product or try it ourselves. For this, we often refer to our Grassroots team, a global 
network of journalists, field investigators and industry contacts who gather research, 
talk to companies and industry experts to help us identify new stock ideas and 
sector trends.
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Living in the metaverse

The concept of the ‘metaverse’ isn’t new. It first appeared in Neal Stephenson’s 
1992 sci-fi novel ‘Snow Crash’, which imagined a world where avatars would meet, 
work and socialise in a virtual reality world. Mark Zuckerberg is betting that this 
becomes mainstream within 5-10 years, renaming Facebook ‘Meta’ and suggesting 
it could replace the internet as we know it. 

Given his track record, Zuckerberg’s ideas may be worth considering. He envisages 
a world where people have digital avatars, which connect for work, travel or 
entertainment using virtual reality headsets. If he’s right, it could be revolutionary, 
changing the way people live. Facebook/Meta has already made significant 
investments in artificial intelligence and is unquestionably serious about the change. 
It has hired an experienced team and is undertaking high quality, real world research. 

However, we question the broader adoption of the ‘metaverse’. There are 
undoubtedly a lot of active gamers – the gaming industry is bigger than the film 
and music industries combined (1.) – but only around 15% of people play immersive 
games. To suggest this will broaden out to the wider population could be a stretch. 
It is a trend we think can’t be forced.

Payments war

The payments industry has been subject to considerable disruption: new FinTech 
players have started to encroach on traditional financial institutions and card 
providers. At times, this has brought the unwelcome attention of governments. The 
Chinese authorities, for example, were initially keen on electronic wallets, such as 
those provided by Alipay, but started to get nervous when they realised wallets could 
disintermediate the banking system. They sought to regulate, which put the brakes 
on the Ant initial public offering (IPO) last year (it has now been abandoned). 

Now we see merchants flexing their muscles. Amazon has recently said it will no 
longer allow its customers to use Visa on its UK platform. Its complaint is Visa’s fees: 
the retail group is irritated that Visa has increased fees from 0.3% to 1.5% on UK credit 
card purchases in the EU (2). Its view is that card companies taking too much profit for 
themselves at a time when higher inflation is putting real pressure on retailers. 

There is a bigger threat looming – Amazon says is it considering ending its co-
branded cards in the US. The US is the largest consumer market and its loss could be 
significant. The credit card groups also face new entrants. From next year, Amazon 
users in the US will be able to use PayPal-owned Venmo. 

Merchants have tried to fight back on credit card fees before. Some have tried to 
pass costs on to the consumer, saying they’ll have to pay extra use credit cards – with 
mixed success. However, Amazon has a far greater power and global reach than 
other retail groups. 

Merchants and card providers are at an impasse. Either way, it seems likely that there 
will have to be compromise. While the merchants may not like higher fees, it is not in 
their interest to constrain customer choice. Equally, the card issuers need to maintain 
as high a usage base as possible. 

Visa has increased 
fees from 0.3% to 
1.5% on UK credit 
card purchases in 
the EU

Against this backdrop, we continue to see the merit in holding high growth 
companies. However, we have rotated selectively into ‘reopening’ companies as 
a reflection that the environment has changed. This means areas such as card 
processing or travel companies with strong business models 

Shifting advertising

Alphabet’s most recent results surprised Wall Street with a strong surge in search 
advertising revenue. It is part of a redistribution of advertising revenue in response to 
a shifting privacy environment. The group said a number of Artificial Intelligence (AI) 
improvements had boosted the efficacy of its ads, but perhaps more importantly, 
it has also been able to sidestep the effect of Apple’s privacy changes that have 
dented its rivals. 

In 2021, Apple said that iPhone users could choose whether advertisers could track 
them. With most people opting out, it has reduced the efficacy of advertising for 
companies such as Meta. More recently Google said it would limit the distribution of 
its user data with third parties. This also impacts apps such as Facebook or Roblox. 

Advertising agencies will tend to gravitate to the most effective tool. Search engines 
don’t need an identifier (such as a cookie) to know a user’s interests – the user has 
told them. As such, they are the least impacted by the privacy rule changes. They 
also tend to be cheaper than ads on other apps. Google knows if a user has been 
looking for holidays, they may need a backpack, so it shows a backpack. Facebook 
does it by profiling and following people round the internet when they’re not on 
Facebook. This model is under threat. 

Users increasingly want targeted ads, relevant to their interests. In this context, 
search engine advertising is performing really well. However, it is not completely 
immune to privacy considerations. Alphabet was recently forced to scrap a proposed 
system it had planned to adopt in place of advertising cookies. The world of online 
ads is reconfiguring and all participants need to adapt.

Social wars

Spotify is the latest company to get caught in the crossfire of a culture war. A number 
of key artists, including Neil Young and Joni Mitchell, have withdrawn their music 
from the platform over its hosting of the Joe Rogan podcast. The popular podcast 
has featured prominent antivaxxers and other controversial minority viewpoints. 

Securing Rogan’s podcast (for a reported $200m) was a major coup for Spotify and 
caused a jump in the share price. It is an important part of its competitive position 
against other platforms such as Apple and Google. It has taken a number of Rogan’s 
podcasts off the platform, but is unlikely to back away from the star altogether. 

This illustrates the problem for a lot of social media platforms today. Amplifying 
minority viewpoints can be good for the platform, but bad for society. It may also 
accelerate regulatory moves to bring platforms in line with other media outlets. 
Newspapers, for example, are subject to libel suits. This can focus the mind of 
platform owners – it makes it economically powerful not to surface difficult ideas. 
This may be coming for social media platforms.
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The future of Silicon Valley

For thirty years, a narrow strip of California has been the beating heart of the 
world’s technology industry. However, more recently its pre-eminence has come 
under threat. It has, to some extent, been a victim of its own success. There has been 
increasing competition for real estate and offices, at the same time as state taxes 
have been rising. 

This means some groups have moved out of Silicon Valley – Tesla’s headquarters 
are now in Texas, Cisco is in Colorado, Palantir is in Denver. Other states have put 
incentives in place to lure chief executives dissatisfied with the Bay Area. 

Is this a problem? We’ve always travelled and will continue to do so, but Silicon 
Valley is still a fertile source of ideas. The start-up infrastructure is still very good 
and it remains the best place for growing technology companies to find people and 
raise capital. However, we recognise there Is a trend for companies to become more 
‘virtual’. It is a slow-bleed rather than an exodus, but we are making sure we are alert 
to the new technology hubs that are emerging.
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The influence of cryptocurrency

The other potential complexity for players in the payments network is cryptocurrency. 
Traditional payment groups face a challenge from their growing popularity. While we 
remain unconvinced on the investment case, it is unquestionably disrupting the way 
people think about wallets and managing money. Brokers are making these wallets 
increasingly attractive. 

Governments don’t like cryptocurrencies – perhaps understandably. They no 
longer have control and it may represent a real risk to consumers. Wallets get 
hacked with surprising regularity. Electronic records are relatively easy to steal 
and move; it becomes difficult to trace and the money is gone. China has already 
outlawed Bitcoin and other cryptocurrencies and other countries may follow suit in 
the next few years. Unquestionably, the sector needs regulation. 

The payments industry is in the midst of a significant shake out. There are 
emerging winners, and some of the incumbents face significant challenges. 
We are watching closely. 

1.  https://eu.usatoday.com/videos/tech/2021/06/10/e-3-2021-video-games-big-
business-topping-film-and-music-combined/7637695002/

2.  https://www.ft.com/content/af1fdbb6-bf89-4c6a-9c70-08a08648d958
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