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An Al Loser — Market Commentary

In August South Africa was once again a beneficiary of ZAR appreciation and the
outperformance of SA Inc shares. The local market's +3.9% return in USD terms
outperformed both Emerging (EM) and Developed Markets (DM). From steep
underperformance at the beginning of the year, SA is now at +14.7% year-to-date,
outperforming EMs by just over 5%, but still 2% behind the MSCI World. The latter is
because SA is still also just over 4% behind the S&P 500 (perhaps surprisingly the Nasdaq
is at +17.0%, trailing the S&P 500 as well).

A summary of equity market returns for August is set out in Table 1 below.
Table 1. South African and global equity returns (USD) for August 2024*

Aug-24 YTD 2024

FTSE/IJSE ALSI (ZAR) 1.4% 11.4%
FTSE/JSE ALSI (USD) 3.9% 14.7%
MSCI World 2.6% 16.7%
MSCI EM 1.6% 9.5%
MSCI Value 2.8% 14.4%
MSCI Growth 2.5% 19.0%
S&P 500 2.4% 19.2%
Nasdaq 100 1.2% 17.0%

*Total return indices, Source: Factset

Internationally August began with a bang on US recession fears. The MSCI World Index
was down -5.6% by 7 August. The market then recovered to end the month up +2.6%.
The episode was brushed off by the media as a “scare”. September began with a smaller
scare — the Index was down -3.9% by 6 September. At the time of writing the Index has
again recovered to +1.7%, touching all time highs and helped along by the all-important
0.50% Fed rate cut.

We note through all this how media commentary changes in real time with market
movements. Initially the stance was “no recession”, to move to a rapid “recession” as the
market declined in August, to “no recession” as the market recovered. A similar cycle
unfolded in September and we are currently once again at a “no recession” stance. The
lesson is to ignore the media.

Current commentary also happens to be based on backward-looking economic data. Since
investment management is all about what is to come, it is also a reasonably pure
expression of consistently having to work under conditions of uncertainty. In this context
we also note

1. for the market to decline sharply economic data has to be a surprise

2. previous recessionary declines started after Fed rate cuts, and after the yield curve
inversion disappeared

3. we continue to see indicators suggesting trouble ahead. We share one such “new”
data point in Chart 1 below - the Conference Board Labour Market Differential, or
“jobs plentiful” vs “jobs hard to get”.

Per Chart 1 below, notice what happens every time this indicator turns down. Things of
course can always be different this time. Except we suspect they will not be.
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Having said the above we do not consider ourselves macro specialists and are cognisant
of opposing views in the market. We tend to focus on underlying assets and have
constructed the M1 Capital Global Equity Fund on the assumption that we do not formally
know what the (now, we think, short term) macro outcome will be.

Chart 1. Conference Board Indicator - Jobs Plentiful vs Jobs Hard to Get

The net share of respondents who say jobs are plentiful less those who say jobs are hard to
get
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AI winners

We turn next to a different theme — Al and its market impact. The winners are well-known
and they have been driving the US market up for most of the year. Here we also make
some observations

1. Investors are starting to comment that the benefits have so far not met
expectations. Hedge fund Elliott recently expressed scepticism over the high
volume purchases of Nvidia chips by Big Tech companies. To quote:

“Many of Al's supposed uses are never going to be cost-efficient, are never
going to actually work right, will take up too much energy, or will prove to
be untrustworthy.”

Source: www.ft.com

2. The AI hype is reminiscent of the lesser covered but also relatively recent cannabis
hype, or the larger and still well-known dotcom hype of 2000. In this context we
set out Gartner's Hype Cycle in Chart 2 below. We believe this adequately
summarises current Al developments

Per Chart 2 below, we believe we are past the Peak of Inflated Expectations but have not
yet begun a path to the Trough. We would say we are probably at a point of “"Creeping
Doubt”. And as a parallel observation and an example not to get too excited, we note that
Ford and VW have stopped funding self-driving technology.

Not that we are about to exit Nvidia. The M1 Capital Global Equity Fund has been invested
in Nvidia consistently since 2016, and through, we might add, a -66% decline from the
end of 2021 to the end of 2022. Not much media commentary on that these days.


http://www.ft.com/
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Chart 2. Hype Cycle
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An AI Loser

At the other end of the spectrum we have encountered companies which, to us, are as
interesting, perhaps more so than the Al winners.

Teleperformance is a France-listed global call centre outsourcing company. It was started
in 1978 by Daniel Julien who remains its CEO today. The company derives nearly €9.5bn
in diversified revenues (30% from Europe, Middle East and Africa, 30% from North
America and Asia Pacific, 19% from Latin America, you get the idea ...). It also has a €6bn
market cap after suffering a -75% decline from the start of 2022. We illustrate its stock
price performance in Chart 3 below.

Chart 3. Teleperformance stock price vs the MSCI World Index
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Per Chart 3 above, Teleperformance is a previous high flyer on which the market has
turned sour. The market concerns are, of course, centred on the impact of Al on the
company. More specifically that clients would seek to replace its services with their own
Al responders. The founder/CEO prefers to speak of the opportunities Al brings for his
business.

We are interested in Teleperformance because we consider it a rare find. It performed
better than most through the 2008 Financial Crisis, and also through the Covid crisis. In
spite of the market fears, it is expecting 24% revenue growth and 21% growth in operating
cash flow in 2024. Companies like this tend to come with a price tag of 30, 40, 50 or 60x
earnings, yet it is now being offered at 9x historical earnings (less on a forward basis since
it is expecting further growth). Per our calculations, from the current price and PE on a
conservative view and if the market does not change its assessment, it could generate a
return of 21% p.a. over the next few years.

So the company is rare because in our eyes it remains a quality company that happens to
be trading as a classic Value share. It could all turn sour of course but so far we are siding
with the CEO. And it could always also still prove to be that AI might never actually work
right, or take up too much energy, or prove to be untrustworthy as a call centre agent.
We are keenly interested in how things develop - with Teleperformance and Al in general
in the stock market. Decision-making under uncertainty indeed.



