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Executive Summary 

 

The imminent balance sheet reduction and the rate normalization process by 
the Fed will usher in a new interest rate and volatility regime, while 
synchronized global growth, strong corporate earnings and the prospects of a 
meaningful U.S. tax reform keep equity markets afloat for now 

 

The Fed will be facing an unpleasant choice if tax reform, fiscal spending, de-
regulation, increasing funding costs and higher commodity prices create 
inflation on the back of an U.S. economy running at full employment  

 

We are in the later stages of the credit cycle and spreads in HY bonds are 
approaching all-time tights, driven by a relentless hunt for yield, pushing more 
investors in riskier and less liquid assets with asymmetrical risk/reward profiles 

 

High yield and distressed managers are struggling in this environment, as 
shorting nearly anything in credit has been difficult this year 

 

U.S. equity managers are constructive, as the global macro backdrop looks 
good, tax reform will happen, earnings and consumer spending are up, wage 
growth is muted, and markets are not excessively overvalued at 18x earnings 

 

Biotech managers are upbeat about their sector, as the pace of innovation 
remains high, outflows have stopped, valuations are attractive (below the S&P 
500 level), while the new head of the FDA is very accommodative and M&A 
activity is picking up 

 

Technology managers are excited about the confluence of trends and the 
disruptive impact that they will have on almost all industries, creating a universe 
of secular winners and losers, even though some managers are concerned 
about valuations and investment behavior (“buy the dips”)  



 
 

 

 

Technological Change and Disruptions  

 
1. Technological change is ubiquitous and accelerating, driven by new platform-

based business models 

The backdrop of technology investing remains attractive and is underpinned by broad key 
growth themes like e-commerce, mobility, automation, AI (artificial intelligence), and cloud 
computing. What, however, gets managers of technology funds really excited is the probably 
unique confluence of so many emerging sub-themes and trends which will have a disruptive 
impact on almost any industry in the near future. Some themes are still nascent, while others 
are quickly adopted by early movers. Managers of technology funds have started to invest 
in areas like IoT (internet of things), OLED, gaming (mobile gaming), Virtual and Augmented 
Reality (enhancing the gaming experience), digital advertising (now also moving to gaming), 
artificial intelligence/machine learning, and automation and robotics. 
What we are experiencing is that the speed of change is accelerating and has the power to 
cause exponential growth. Exponential growth typically starts out slowly and almost 
unnoticeably, but then turns into an explosive and profoundly transformative trend. As a 
result, the future is widely misunderstood as it is not linear. It is virtually impossible for 
ordinary, non-expert investors to comprehensively follow – let alone understand - the 
emerging trends and the pace of innovation in the various sub-fields. When it comes to a 
widely followed field such as the current state of machine intelligence 3.0, the complexity of 
the theme and the wealth of the players might easily overwhelm the average investor: 
 

 
 Source: Shivon Zilis, Bloomberg BETA, reproduced from Tim O’Reilly (www.oreilly.com). 



 
 

 

 
Technological change is not only ubiquitous and accelerating, but digitisation enabled by 
technological change is having a profoundly deflationary impact on the global economy. 
Physical products are being replaced by digital apps, but the cost of a basket of digital apps 
that you utilize on your smartphone is just a fraction of the equivalent traditional physical 
goods that you would have been forced to purchase in the past:  
 

 
Source: Arrowgrass, Arrowgrass Inflection Fund, September 2017 
 
The other effect that is sometimes less well understood is the fact that technological 
innovation supports platform-based new business models. While physical business are 
constrained by timing and the cost of working capital and capex, digital businesses have 
minimal incremental cost and their total addressable market is exponentially bigger than 
traditional, linear businesses: 
 

 
 
Source: Applico (www.applicoinc.com) 



 
 

 

The combination of the internet and the development of mobile technology has created and 
enabled powerful, disruptive new ways of doing business such as the rise of the sharing 
economy or crowdsourcing. In crowdsourcing, new sources of ideas, content or services are 
financed from a network of internet users. And the sharing economy has opened up new 
marketplaces such as the taxi/transportation business which was revolutionized by Uber or 
hospitality services where Airbnb has taken the sector by storm. In less than 6 years, Airbnb 
has overtaken the number of Marriott hotel rooms available and is now the market leader in 
the space: 
 

  
Source: Arrowgrass (left chart) and CBInsights (right chart) 
 
Technological change comes with three distinct effects: It only takes a fraction of the time 
to penetrate markets if you are a digital business. Consider for instance the number of years 
required to penetrate 40 countries: 
 

 
Source: Arrowgrass, Arrowgrass Inflection Fund, September 2017 
 
The second effect is that digital disruption has the potential to create winner-takes-all 
markets, and, lastly, it is already everywhere and it happening faster than we envisage, as 
the number of years to fully disrupt incumbent market leaders is falling dramatically:  
 



 
 

 

 
Source: Arrowgrass, Arrowgrass Inflection Fund, September 2017 
 
 
2. Investment themes 

What investors probably tend to underestimate is how disruption at one level quickly triggers 
disruption at the next level. The future of the car industry is a good example for these effects. 
A fund managers credibly asserts that the future of the automobile will be propelled by the 
“Three Zeroes”: Zero emissions, zero driver, and zero ownership. The quest for zero 
emissions will drive the first phase of the disruption, as global emissions targets are 
increasingly becoming more stringent, paving the way for the rapid market penetration of 
electric vehicles. As more and more - and better - electric vehicle models become available 
next year and in 2019, adoption of electric cars will be widespread and will soon reach an 
inflection point. Incumbent auto parts suppliers will be facing disruption, as their addressable 
market shrinks and because electric cars need far less key engine components than cars 
with internal combustion engines. Excluding battery costs, the costs for an electric car 
engine is around EUR 1’330, while the costs for an internal combustion engine amounts to 
EUR 2’800. For now, the high costs for the battery (about EUR 10’000) are a drag, but the 
costs for battery systems will drop significantly as more batteries are produced and better 
production and battery technologies become available. Cheaper electric vehicles will 
accelerate the switch from traditional cars to electric cars. 
 

 
  



 
 

 

The second phase of the disruption will be “zero driver”. While autonomous driving is a 
technology that can obviously also be applied to traditional cars as well, autonomous driving 
will usher in the next disruptive level in the car industry. As Dmitri Dolgov, Google Head of 
Self-Driving Technology, succintly put it: “We are not building a car, we are building the 
driver”. While we are probably quite some time away before (fully) autonomous driving 
becoming the industry standard, it will have a profound impact on the current ecosystem of 
car manufacturers and auto part suppliers. The chart below, produced by VC firm “Comet 
Labs”, maps 263 companies - both AI start-ups and enabling technologies – that are active 
in the field of autonomous driving, seeking to cash in on the transportation revolution. It is 
evident that the chart is only a snapshot of the current environment that might already 
tomorrow look very differently. 
 

 
Source: Wired (www.wired.com/2017/05/mapped-top-263-companies-racing-toward-autonomous-cars/) 
 
 
Security is a critical component of the autonomous vehicle. A self-driving car is a 
supercomputer on wheels which requires a robust internet connection to send and receive 
the massive amounts of data required to operate without human intervention. As a result, 
cloud security software companies broadly stand to benefit from the ramp of autonomy in 
automobiles, as a connected car will continuously generate vehicle-related data (from 
cameras, LiDAR and other sensors) and passenger data which can be uploaded to the cloud. 
Barclays estimates that a level 4 or 5 autonomous car could generate 100 gigabytes per 
second of raw data. In short, data is the new oil in the car industry. 
 
According to a McKinsey study, owners of self-driving cars could free up nearly 50 minutes 
a day that would have otherwise been spent operating their vehicles. Assuming that half of 
the collective available time is devoted to internet activities such as web browsing and e-
commerce, McKinsey foresees a huge business opportunity of up to USD 140 bn.   
 
If you also factor in “zero ownership”, as people now longer own their cars and move towards 
transport as a service, the transportation industry will have reinvented and transformed itself 
dramatically, as industry players adjust to these changes through acquisitions, mergers, and 
collaborations at a breakneck pace.  



 
 

 

In summary, autonomous driving is the way of the future. Though the industry today is 
nascent, the opportunity is vast with far-reaching implications. Apart from hardware enablers, 
the main beneficiaries will be companies that will be able to process oceans of data and put 
it into useable form. 
  
AI is another theme that attracts investors’ attention. AI is at the centre of Industry 4.0 and 
it is one of the fastest-growing areas of digital technology. It is not only considered the next 
big thing in the automation space, but it will also have a transformative effect on our daily 
lives. Machine-learning systems and big data analysis will be among the key enablers that 
will drive commercial success for market leaders and early adopters. Smart AI applications 
will lead to extra growth, through both increased productivity and higher consumption by 
clients, as people will spend more money on new or improved goods and services. The 
market is already large at an estimated USD 2 bn in 2015, yet it is expected to skyrocket to 
USD 127 bn by 2025. Investors can get exposure to that explosive growth through two main 
ways – either through hardware or software players. In hardware, semiconductors are 
among the likely winners, as companies such as Infineon - which is a leader in electrification, 
autonomous driving, and e-security – might displace current auto part suppliers, while other 
producers of smart chips, i.e. for powerful graphics processors – are also among the likely 
winners. To run the powerful AI machines will require more memory (i.e. memory chips) and 
massive cloud storage solutions to store and process the immense amount of data. 
While hardware companies can largely benefit from a one-time purchase cycle, software 
companies could emerge as the big winners, as they will launch new subscription-based 
products or solutions, often with recurring revenue streams. As in autonomous driving, those 
companies that will be able to utilize their data-crunching software to predict consumer 
behaviour and to turn the analysis of massive data into business opportunities will be the 
likely winners. 
 
For most investors, the best way to invest in the future and in disruptive technological 
change is through specialist managers in the tech space, even though many companies are 
not yet investable on public exchanges. 
 

 
 
 
In the past, innovation has always happened in the U.S. first, but, interestingly, some newer 
trends such as mobile video games and mobile payments have now first emerged in Asia. 
It will therefore become more important to invest in funds which can cover the entire globe 
and which have analysts on the ground in all major regions of the world. Our managers 
typically exhibit these qualities. Technology stocks are up significantly in 2017 and as the 
winners and losers in a sub-sector as well as the speed and scope of technological change 
is very difficult to forecast, for many investors it will make sense to invest through a 
long/short manager in this exciting, but volatile universe. 


