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Executive Summary

T

Q2 was marked by less synchronized global growth, with most regions outside of the
U.S. reporting slowing growth. The U.S. market was the lone exception, due largely to
the continued stimulative impact of recent tax cuts and increased fiscal spending.

As a result, the overall U.S. stock market posted a very respectable return of +3.9%
during the quarter, with much of the total due to continued strength in technology,
consumer discretionary (namely Amazon and Netflix), the outperformance of small
companies, and an impressive runup in the energy sector

Markets outside of the U.S. did not fare so well, as returns in U.S. dollars were hurt by a
strengthening dollar, modestly slowing growth momentum and rising trade tensions.
International developed markets returned -0.8% for the quarter. Emerging market
assets took the biggest hit during the quarter, with the equity benchmark declining by -
8.0%.

In terms of fixed income, interest rates rose modestly in Q2, and bond yields generally
remained well below their historical averages. In contrast to recent quarters, U.S.
commercial real estate had a stellar quarter, increasing by almost 10%.

This quarter, we continue our discussion about “thematic” investing and Artemis’
approach to capturing value in this way. In particular, we respond to some healthy
skepticism that came from some clients over the biggest claims about the new
technology coming onstream currently. We also flesh out the view that most of the
gains are and will continue to accrue to a few large companies, which has obvious
implications for investment strategy.

Artemis Portfolio Strategy. We are continuing the strategy we initiated earlier this year
of positioning client portfolios to more directly participate in attractive, enduring growth
themes, while also building some protection. The only change we are making is that we
will be moving some of the net proceeds into cash and away from fixed income assets,
at least until the Fed signals an end to monetary tightening.
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Quarter in Review

Q2 was marked by less synchronized global growth, with most regions outside of the U.S.
reporting slowing growth. The U.S. market was the lone exception, due largely to the
continued stimulative impact of recent tax cuts and increased fiscal spending.

The overall U.S. stock market posted a very respectable return of +3.9% during the quarter,
with much of the total due to continued strength in technology (+7.1%) and consumer
discretionary (namely Amazon and Netflix) (+8.2%), the outperformance of small companies
(+7.8%), and an impressive runup in the energy sector (+13.5%). See Figure 1. Corporate
earnings growth remained healthy, with estimates of +20% YoY profit growth for S&P 500
companies in Q2, and the consensus view is that second quarter GDP growth might clock in
as high as +5.1% YoY.

Figure 1: Index Returns by Asset Class in Q2 2018 (percentage points)
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Markets outside of the U.S. did not fare so well, as returns in U.S. dollars were hurt by a
strengthening dollar, modestly slowing growth momentum, and rising trade tensions.
International developed markets returned -0.8% for the quarter.

Emerging market risk assets took the biggest hit during the quarter, with the equity
benchmark declining by -8.0%. Emerging markets have been hit hard by declining dollar
liquidity (due to the Fed increasing interest rates) because emerging market assets are very
dependent on dollar inflows. At the same time, Brazil was hit by a truck driver strike that
paralyzed the economy, and China showed particular weakness largely due to President Xi’s
recent efforts to curtail domestic credit growth.

In terms of fixed income, interest rates rose modestly in Q2, and bond yields generally
remained well below their historical averages. Credit spreads also widened, but the
magnitude varied across fixed income categories.! Emerging-market debt and U.S.
investment-grade corporate spreads widened the most and ended the quarter near
historical averages, while high-yield credit spreads remained relatively unchanged.
Municipal bonds benefited from low supply as U.S. states and cities cut back on their
borrowing.

In contrast to recent quarters, U.S. commercial real estate had a stellar quarter, increasing
by almost 10%. The same was not true for international real estate, which declined by
-0.24%. And while the price of oil increased during the quarter, the diversified commodity
index only gained +0.4% during the quarter, largely because grain prices fell by 15-20%.

Technology Investing Is This Time Different?

Artificial Intelligence “is one of the most important things that humanity is working on” and
“more profound than electricity or fire.”

Sundar Pichai, Google CEO, January 2018

! The term credit spread means the difference between two bonds of similar maturity but different credit
quality. For example, if the 10-year Treasury note is trading at a yield of 3%, and a 10-year corporate bond is
trading at a yield of 5%, the corporate bond is said to offer a 200 basis point (i.e., 2 percentage point) spread
over the Treasury.
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For those of you who follow my quarterly missives, you will recall that last quarter |
introduced the concept of “thematic” investing. The basic premise of thematic investing is
that in an increasingly globalized world, it’s crucial to invest in the companies and sectors
that will benefit from the structural changes facing the global economy. These global trends
will provide attractive investment opportunities to those who can take a longer-term view.

One of the themes we are watching (and have started to directly invest in) is new
technology. The premise here is that developments in genetics, artificial intelligence (Al),
robotics, nanotechnology, 3D printing, and biotechnology, to name a few, are laying the
foundation for a revolution potentially as comprehensive and all-encompassing as anything
we have ever seen. As such, companies which produce or stand to benefit from the
adoption of such technologies will outperform.

Since publishing my report, | have received some interesting comments from readers and a
healthy dose of skepticism. One commenter raised the paradox that if this new technology
is so groundbreaking, then why hasn’t it shown up in our productivity numbers?
Productivity has indeed declined, and this observation is generating a lot of concern and
research.? As Figure 2 on the next page shows, aggregate labor productivity growth in the
U.S has declined by half in just the past decade, and real income has stagnated since the
late 1990s for a majority of Americans.

A related comment | received centers on the belief that the vast majority of the gains from
all this new technology are going to accrue to a very small subset of companies. The
implication of this “winners take all” environment is that spreading one’s bets across a wide
range of companies will disappoint.

One standard explanation is that the low productivity numbers we are seeing now are
simply due to measurement error. But as several authors have pointed out, productivity
growth has always been hard to measure, and one would have to argue that measurement
problems have gotten substantively worse over the past decade to explain the declines
shown in Figure 2.3

2 To be specific, | am referring to labor productivity growth, which is growth in output per hour worked.

3 See, for example, “Weak Productivity Growth: Don’t Blame the Statisticians,” BCA Research, Global
Investment Strategy, Special Report, March 26, 2016, and Erik Brynjolfsson, et. al., “Artificial Intelligence and
the Modern Productivity Paradox: A Clash of Expectations and Statistics,” National Bureau of Economic
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Figure 2. Labor Productivity Growth in Selected Countries
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The hypothesis that is closest to my readers’ skepticism is largely propounded by Robert
Gordon of Northeastern University. He argues that productivity growth is slowing because
the new technologies are simply not what they are claimed to be, particularly compared
with those that became widely available in the late 19t and early 20t centuries: clean
water, electricity, the internal combustion engine, and so on. According to Gordon, the IT-
driven acceleration in productivity in the decade before 2005 was a one-off exception.*

Research Working Paper Number 24001, October 2017. For a counter view, see “Hidden Productivity,” Alpine
Macro Global Strategy Report, January 12, 2018.

4 His most famous treatise on the issue is his book entitled The Rise and Fall of American Growth: The U.S.
Standard of Living Since the Civil War, Princeton University Press, 2016.
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| struggle with this explanation. There are already many examples of how robotics and Al, to
name two technologies, have brought very profound changes in the way that businesses
operate and products are produced and delivered. It is also hard to square the skeptics’
view with the enormous amount of investing that is underway. Just to provide one example,
global investment in private companies focused on Al has increased from $589 million in
2012 to over $5 billion in 2016. That’s just four years. Finally, NASDAQ's relative
performance surged in the late 1990s, correctly predicting a major wave of technological
advance. It did lead to a massive stock price bubble, but after the bubble subsided the
NASDAQ has continued to increase, signaling perhaps that technology-led growth hasn’t
subsided. See Figure 3.

Figure 3. NASDAQ Relative Performance Versus S&P 500
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Other economists and analysts point to a variety of cyclical and structural factors causing
the recent productivity slowdown, such as lackluster investment spending since the great
recession curtailing the growth of the capital stock in G7 countries. They also point out that
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the gains from the IT revolution have been waning. (This is the idea that more recent
innovations such as FaceBook haven’t exactly helped business productivity as much as
earlier IT-based innovations.) Finally, they point to the observation that many firms in
advanced economies are failing to replicate the best practices of the industry leaders. In
brief, productivity is low in part because the engine of technology diffusion is broken.

This idea speaks directly to the second comment | received from a reader — that the
“winners” are going to reap disproportionate benefits. There is some interesting data to
back this up. According to a recent Organization for Economic Cooperation and
Development international study, the most productive 5% of manufacturers increased their
productivity by 33% between 2001 and 2013, and productivity leaders in services bolstered
theirs by 44%. In contrast, over the same time period, all other manufacturers managed to
improve productivity by only 7%, while other service providers recorded only a 5%
increase.” See Figure 4.

Figure 4. Productivity Growth Since 2001
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Recent data also increasingly indicate that the most productive companies are usually the
biggest because scale has its advantages, one of which is that it makes it possible to
experiment with (usually expensive) advanced technologies that smaller companies simply

5 Dan Andrews, et. al. “The Best Versus the Rest: The Global Productivity Slowdown, Divergence across Firms
and the Role of Public Policy,” OECD Productivity Working Paper No.5, November 2016.
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cannot afford. The implication is that a small number of superstar firms may be
disproportionately reaping the benefits of the new technology while workers’ earnings are
tied to firm-level productivity differences.

A fourth possibility, largely propounded by MIT’s Erik Brynjolfsson and Andrew McAfee,
actually resolves the paradox by emphasizing that it takes a very long time to harness new
technologies. This is especially true for what they call General Purpose Technologies (GPTs),
ones that have very broad applications, much like those of the late 19t and early 20t
century mentioned earlier. As they state, “It isn’t until a sufficient stock of the new
technology is built and the necessary investment of complementary processes and assets
occurs that the promise of the technology actually blossoms in aggregate statistics.”®

In a nutshell, GPT technologies do not deliver broad productivity gains immediately, but the
current wave of innovation has the promise to do so. These authors argue that this is
precisely where we are today.

What Does All of this Mean?

We do not yet have a full understanding of why productivity growth has slowed in the
national statistics and we may not for a long time, but | reject the pessimistic view that this
“second machine age” or “fourth industrial revolution” will not be productivity-enhancing
over time. It is simply too striking what some of these new technologies are enabling and
can enable in the future. Maybe they are not going to be as transformative as electricity and
the internal combustion engine were in the 19t century, but this doesn’t mean they don’t
warrant investing in.

I am, however, concerned about how concentrated the benefits have been to date. I still
think it is unwise to try to pick the winners and invest almost exclusively in a handful of
companies. (Remember how we all rushed to buy Enron in 1999?) But at the same time, |
wonder whether a pure indexed-based implementation strategy (the way | am doing it now)
is the best way to gain exposure. We might be at a stage when a human being (or artificial
intelligence!) can do a better job of predicting which companies are going to benefit the
most from the current technological revolution. As such, | am currently looking at a broader

6 Brynjolfsson, et. al., ibid, page 10. See also the book written by the same authors called The Second Machine
Age: Work Progress, and Prosperity in a Time of Brilliant Technologies, 2" edition, W.W. Norton and
Company, 2016. In the introduction to the 2" edition, they marvel at how fast developments in Al have come
only in the last couple of years.
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range of investment vehicles in the technology space, including a brand new one powered
by Al. Stay tuned.

Artemis Portfolio Strategy

While many of you may agree with my efforts to gain some direct exposure to new
technology in client portfolios, it is a long-term proposition and it shouldn’t detract us
entirely from what else is happening in the global economy currently. On this front, | do
believe the outlook for equity assets outside of the U.S. is likely to be more challenging over
the coming months. The U.S. is waging a geopolitical war with everyone, it seems, and | am
coming to the conclusion that President Trump may not blink on the various trade fights he
is picking. And trade protectionism hurts -- as Figure 5 shows, global trade is already starting
to decrease and most major countries and regions are more dependent than the U.S. on
exports for growth.

Figure 5: Global Trade Volume and Exposure
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| am particularly worried about emerging market assets, as China doesn’t appear to have
the firepower to step in like it did in 2015 when it was engaged in a massive new stimulus.
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China’s elevated debt levels, excess capacity in the industrial sector, and President Xi’s
determination to reduce the country’s dependency on debt reduce the odds that
authorities will respond with massive new spending and credit expansion.

In addition, the U.S. dollar is a counter-cyclical currency, meaning that it tends to do well
when the global economy is decelerating. Emerging markets tend to be the first to feel the
pain of a strengthening dollar as almost 80% of their debt is denominated in U.S. dollars. A
stronger dollar makes it more expensive for emerging market borrowers to pay back their
loans. In addition, rising interest rates in the U.S. tend to lead to capital outflows from
emerging markets and force them to increase domestic interest rates to stem the flow.

Our plan is to continue the strategy we initiated earlier this year of positioning client
portfolios to more directly participate in attractive, enduring growth themes such as new
technologies, while also building some protection. Very specifically, this means modestly
adding to our technology themes, while also trimming overall equity exposure. For the first
time in a while, we will be moving some of the net proceeds into cash and away from fixed
income assets, at least until the Fed signals an end to monetary tightening.

In terms of fixed income, we are already underweight duration and are not planning any
moves currently.
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Market Index Descriptions (for Figure 1)
Equities:

The Dow Jones U.S. Total Stock Market is a market cap-weighted index providing broad-
based coverage of the U.S. stock market. Considered a total market index, it represents the
top 95% of the U.S. stock market.

The MSCI EAFE + Canada (net) is a market cap-weighted equity index that is designed to
measure the equity market performance of developed markets, excluding the U.S.

The FTSE Emerging Markets All Capitalization China A Inclusion (net) is a market cap-
weighted index representing the performance of large-, mid- and small-capitalization stocks
in emerging markets.

Fixed Income:

The Bank of America Merrill Lynch U.S. Treasuries 7-10 Year measures the performance of
U.S. Treasury securities that have a remaining maturity of at least seven years and less than
10 years.

The Bank of America Merrill Lynch U.S. GNMA Mortgage Backed Securities Index is a
market cap-weighted index, including generic-coupon Ginnie Mae mortgages, with at least
of $150 million principal amounts outstanding.

The Barclays Capital 1-15 Year Municipal Bond measures the performance of tax-exempt
investment grade debt of U.S. municipalities having at least one year and less than 15 years
remaining term to maturity.

The Bank of America Merrill Lynch U.S. Corporate 5-7 Year measures the performance of
U.S. dollar denominated investment grade rated corporate debt having at least five years

and less than seven years remaining term to maturity.

The Bank of America Merrill Lynch Global Government Bond Il Ex-U.S. tracks the
performance of public debt of investment-grade sovereign issuers, excluding the U.S.
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The J.P. Morgan Emerging Market Bond Global Core is a broad, diverse U.S. dollar-
denominated emerging markets debt benchmark that tracks the total return of actively
traded debt instruments in emerging market countries.

The Bloomberg Barclays U.S. Treasury U.S. TIPS measures all publicly issued, U.S. Treasury
inflation-protected securities that have at least one year remaining to maturity.

The Bloomberg Commodity Index is a broadly diversified commodity price index that tracks
the prices of futures contracts on physical commodities on the commodity markets.

The Fidelity Real Estate Income Composite is a benchmark that combines the total returns
of the Merrill Lynch Real Estate Corporate Bond Index (40%), Morgan Stanley REIT Preferred
Index (40%), and the FTSE NAREIT All REIT Index (20%).

The Dow Jones Ex-U.S. Select Real Estate Securities measures the performance of equity
REITs and real estate operating companies (REOCs) traded globally, excluding the U.S.

The Bank of America Merrill Lynch U.S. High Yield Master Il tracks the performance of U.S.
dollar denominated below investment grade-rated corporate debt publicly issued in the

U.S. domestic market with a maturity of at least one year remaining.

The S&P/LSTA U.S. Leveraged Loan 100 reflects the performance of the largest facilities in
the leveraged loan market.
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