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Dear reader,

There is really
only one big
question in the
market today.

Just how important is liquidity to
the technology sector?

Everything else is a distraction.

Ultimately, technology is about
growth. Low interest rates, freely
available credit and the desire of
investors to capture an outsized
return have been the primary
reasons investors accumulated
positions in technology stocks
since the lows in 2008/09.

Has anything changed?

Yes and no. The Covid-19
pandemic has contributed to

the biggest recession in years.
The economic hiatus is beyond
comparison in the post-World
War II era and we simply do not
know how long it is going to take
for life to return to normal.

At a minimum, unemployment is
going to remain above the lows
posted last year for a prolonged
period.

If restaurants don’t have as
many tables, they won’t need as
many service providers. How

is a gym supposed to practise
social distancing? It will need to
have fewer patrons, less shared
equipment, less well-attended
classes.

That means fewer trainers. It’s
hard to imagine how physical
sports like rugby are going to be
played without constant testing

for infections and high demand
for antibody tests. The list of
affected businesses goes on and
on. Therefore, there is going to be
a significant hit to employment
and even when the crisis ends it
will take time to recover fully.

Incidentally, there is a small
privately held UK company,
Mologic, that is producing a home
antibody test kit. It hopes to have
millions of units available within
the next couple of months.

My recommendation would be to
get some and find out if you have
already got antibodies. Many of
the people who are infected don’t
even know if they have been
infected because the vast majority
of people are asymptomatic.

An antibody test is about the most
valuable thing we can have for
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our personal wellbeing. It gives
us direct information about how
careful each of us really needs to
be. With that information, we can
all come up with a well-informed
action plan.

The recession we are currently
looking at is going to last for at
least two and probably three
quarters. Even then, that is the
on the short side. I do not believe
we are going to have a second
larger wave of infections because
the world is alert to the risk, and
communities will be locked down
again if cases begin to rise again.

However, we have to also
consider that the economic
disruption has been widespread,
consumer behaviour has been
impacted and the dispersion of
companies that are prospering,
versus those which aren’t has
increased substantially.

Therefore, we are now in a stock-
pickers market. The stocks most
likely to do well will be those
that have got a clear near-term
bullish catalyst which outweighs
the threat from an economic
contraction.

That’s what I have found for you
this month. It’s a UK company
that has both near-term and
medium-term bullish catalysts
which are going to be positively
impactful for its balance sheet
regardless of what happens in the
wider market.

Why | do what | do

The official government and
central bank response to

the Covid-19 crisis has been
unprecedented stimulus.

Bureaucrats are eager to point out
that this is not the time to think
about deficits, which basically
means they are going to spend
money like water until growth
stabilises.

Importantly, the economic
contraction from coronavirus
will be deep but ultimately
temporary. However, central
banks are going to have a very
difficult time raising interest rates
with so much debt outstanding.
In other words, the contraction

is temporary but the stimulus is
long term in nature.

That will eventually support
technology and growth shares
again because with close to zero
returns on deposits, investors will
need to bet on growth to flesh out
their total return. In fact, we have
seen a significant rebound in the
semiconductor and mega-cap
sectors over the last month.

That begs the question: why
have I left the vast majority of
my recommendations on a hold
rating over the last couple of
months?

The easy answer to thatis I don’t
believe the selling is over yet. In
fact, you will have received an
updated trading note from me
yesterday where I recommended
closing additional positions
following the recent rally.

In the parlance I teach at my
chart seminar, we have seen

a Type-2 top formation in the
majority of global indices and
shares. That is characterised by
a massive reaction against the
prevailing trend.

The proverbial bolt-from-the-blue
does not allow people the time to
sell and it happens so quickly that
people tend to chalk it down to an
anomaly. Some will look at the big
decline as a buying opportunity
because buying the dip is the best
strategy to follow in a secular bull
market. In fact, it has been, by far,
the most successful thing to do
over the last decade .

Even as institutional investors
remain wary, retail investors
surged in to buy the dip. That
pressured those with short
positions to cover, which
helped to extend the rebound.
That process has now been
completed and anyone who took
trading positions in late March
is probably thinking about
capturing some profits.

Meanwhile, the major indices like
the S&P 500 and Nasdag-100 have
unwound most of the decline for
the year. Anyone who wished
they sold in late February is
probably now thinking this is a
good time to take some profits
and to take some risk off the
table. Afterall, no one knows how
much economic damage has been
done and how long it will take to
recover.

This kind of rationale is exactly
what happens after every Type-2
top. We never know how far the
short covering rally is going to
go on the upside, but some form
of ranging below the peak is the
base case.

That allows people who wish to
sell to do so and also allows dip
buyers to accumulate positions.
In other words, supply and
demand come back into balance.
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Subsequently, if the economy
improves, stocks can move
higher again; if the economic

hit is deeper and takes longer to
recover, we get an additional leg
lower.

In making that statement I am
limiting my comment to the

S&P 500 and the Nasdag-100.
There are plenty of banks, hotels,
airlines, etc, which are likely to
move to new lows and will have
a difficult time recovering in the
near term.

Eventually, the massive quantity
of money being printed and
borrowed to stabilise the
economy will stabilise sentiment
and the stockmarket will recover,
but that does not happen in the
space of six weeks. It is a multi-
month or possibly even multi-
year process. That means we are
likely now in a very different
environment where there will
be an even sharper dispersion
between winners and losers.

The one thing I am certain of is
that the solutions to the problems
currently assailing us will be
found in the technology sector.

It is already the best performer
coming off the lows in March and
it will also probably outperform
during any additional periods of
weakness.

In fact, the best determination
for the subsectors that are likely
to lead us up and out of this
correction will be those that do
not make new lows. Right now,
that is the mega-cap data brokers
like Apple, Microsoft, Alphabet/
Google, etc, the semiconductors,
utilities delivering renewable
energy and gaming companies.

The one thing | am certain of is that the
solutions to the problems currently assailing us
will be found in the technology sector.

It’s this last category which
has truly benefited from the
lockdowns.

With people stuck at home,
looking for something to occupy
their time, computer games
designed to offer hundreds of
hours of entertainment are
having a moment. There is one
small UK company in particular
that is primed to prosper over
coming years. It has a pipeline for
growth locked in and that is going
to deliver revenue regardless of
what else happens.

Your latest Frontier
Tech Investor
recommendation...

Let me introduce you to Frontier
Development (LSE:FDEV). It
is an AIM-100 listed company
headquartered in Cambridge.

Back in the late 1980s I was an
avid player of Elite, on my friend’s
BBC Micro. To the uninitiated,

it was a bunch of lines moving
across the screen, but to us it was
an escape into an endless realm
of spaceships, pirates and traders,
where survival and upgrading
your kit took on life or death
importance. Elite was probably
the first of the truly grand-scale
games. It offered a galaxy scale
view that was impossible to reach
the limits of.

The co-creator of the original
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Elite game is David Braben who
wrote the code for it during

his undergraduate degree
programme at Jesus College,
Cambridge, in the early 1980s.

He is a seminal influence in the
evolution of the computer gaming
industry and has been cited over
the years as being among the
sector’s most influential founders.
He is also one of the founders

of the Raspberry Pi computer
aimed at helping children develop
coding skills.

The attraction of companies

led by their founders cannot be
overstated in my view. They tend
to think of the company as one of
their children and will generally
do what is best for the company
over the long term than what is
most expedient in the short term.

Historically, founder-led
businesses have tended

to outperform the wider
stockmarket. That is particularly
true of the technology sector
where founder/CEOs are most
obvious. People like Elon Musk,
Steve Jobs, Mark Zuckerberg and
Larry Ellison all spring to mind.

When we think about games and
which become the most popular,
there are three primary aspects to
think about. These are gameplay,
graphics and scale.
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It's all about the power
in your engine

No game really scores a 10 on all
three of these metrics. Some will
be great fun, but the graphics are
subpar which detracts from the
experience. Others will be truly
beautiful works of art but lack
the excitement of game play and
they need to have enough to do to
justify spending the time to play
in the first place.

For example, the original Pong
game scored a 10 for gameplay
because it was new, but the
graphics were none existent and
there was nowhere for the game
to evolve to. Meanwhile, the
recent Call of Duty games offer
bleeding-edge graphics because
as a first-person shooter they
require graphical accuracy to
enhance the game play.

The most successful game of all
time is Minecraft. It’s what’s called
a sandbox game. That means

you can plonk down in the world
and pretty much do whatever

you want, just like sitting in the
sandbox when you were a kid.

Sandbox games have ultimate
scale because there is really no
limit on what you can do. The
gameplay is tied specifically to
how you decide to alter the world,
interact with your friends or
how much difficulty you want to
deal with. Minecraft’s graphics
are simply awful but that does
not distract from the gameplay
because it scores so highly on the
other two metrics.

Frontier Developments’ key
strength is the scale of the worlds
it creates so their scale is limitless.

That’s been a feature of the
company’s culture since the very
beginning when it started with
Elite. It has an adaptable world-
generating engine, which allows
for infinite game play.

It doesn’t matter which one of
its titles we look at — every one
of them is based on a massive
world, created on the fly, for

the player to roam around in
and develop. That is as true of a
player wishing to build a world-
scale zoo, theme park, Jurassic
Park or for someone who wishes
to explore the entire Milky Way.

Computer gaming companies
are often built from an original
graphics engine which allows
developers the scope to evolve
a story and gameplay to inhabit
the world. Without a world to
place a game in, the developer
has to either pay someone else
for access to the code to create
the game in or they have to build
their own.

Frontier Development has been
built from the ground up as a
company that specialised in
creating the framework any
number of games can be built
upon. The company’s Cobra
game engine is a key strength.

What it delivers is an ability to
rapidly scale. I've been watching
the company for a long time but
I have been waiting for a catalyst
to fuel the next stage of growth.

That arrived on Friday.
Frontier Developments signed
an agreement with Games
Workshop to develop a real-

time strategy game for the
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latest iteration of its World of
Warhammer: Age of Sigmar.

Real-time strategy games have
fallen in popularity among
gaming fans over the last decade
because they generally require

a pretty steep learning curve to
get into a position where you can
survive against veterans in an
open-world scenario.

However, for the group of
people who play real-time
strategy games, the release of
another Warhammer title will
be a must-have. That’s pretty
much guaranteed income for the
company from the 2023 release
date and onwards.

For a company like Frontier,
which has historically focused
on customisation and visual
perfection, the departure into a
systems-drive design requiring
the creation of puzzles and
scenarios to work through is a
new departure. It’s also a sign of
the depth of the programming
team as well as a willingness to
push the boundaries of the kind
of work it is willing to take on.

However, that is just the icing

on the cake from a development
perspective. The company has an
accelerating pipeline of games
that will be coming to market
over the next few years.

Content is king

There are two major releases
due in 2020 and early 2021. Elite
Dangerous (a space exploration
game) will not be released in

Q1 2021, which is a short delay
owing to the Covid-19 lockdowns.
That’s a small concession to the
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difficulties many businesses have
faced. Frontier was able to deliver
the Elite Dangerous Fleet Carriers
beta update and the Planet Zoo:
South America add-on before
Easter, for example.

Some of the company’s first
licensing agreements were for
the Wallace and Gromit games
but looking forward the company
announced in March that it has
signed a deal with Formula One
World Championship to develop
games, annually, for PC, console
and streaming content. The first
game will appear in 2022 and will
be continue into 2025, inclusive.

Formula One games can be
thought of in the same vein as
FIFA World games produced by
EA Sports. They are the kind of
games that attract fans to buy the
newest version every year as the
specs for new cars and circuits get
built into the games.

The Cobra engine has the
versatility to cater to the needs
of big franchises like Formula
One but also to the needs of
independent game developers.
The announcement in 2019 that
Frontier will act as publisher for
Haemimont Games is a good
example of how the publishing
arm of the business is going to
ensure there will be a steady
flow of new titles coming out of
Frontier over the coming years.

The number one thing that
attracts me to gaming companies
is the ability they have to scale
profits when they have a hit title.
There is no doubt it takes a lot

of time and effort to develop,
test and maintain a game but
every new sale reduces the cost

The number one thing that attracts me to
gaming companies is the ability they have
to scale profits when they have a hit title.

per hour. When you have a hit
game, no new work is required
to sustain the game other than
to ensure traffic does not slow
down online play. It’s the classic
software business model.

From a player’s perspective, one
of the primary attractive qualities
for limitless world building is

the ability to offer more than 100
hours of game play. On a cost-per-
hour basis that is a very attractive
quality which Frontier excels at.

Financials and risks

The company has a market cap
of £657.60 million and has more
cash (£28.9 million) than debt at
(£24.2 million). Free cash flow,
which is the money left over after
everything has been paid for has
grown from -£1.5 million in 2016
to £30.8 million in 2019 and with
well-regarded global franchise
deals kicking off from 2022, there
is clear scope for profit growth to
continue growing for the next five
years.

David Braben remains the largest
shareholder (31.25%) and insiders
on aggregate own 37.79% of the
company. Tencent, China’s largest
game and social media company,
owns 8.7%. These are strong
holders who are unlikely to be
big sellers of the shares. Other
major shareholders with greater
than 5% of the company include
fund managers like Invesco and
Massachusetts Mutual and banks
likes Swedbank.

The company’s three main
positive attributes in the current
environment are: the deals

with Formula One and Games
Workshop, people staying at
home during the lockdowns with
a lot more time on their hands
and the momentum building
from the third-party publishing
business.

The share surged higher in

2017 and spent much of the last
couple of years ranging. It rallied
through the psychological 1,500p
level on Friday following the
Games Workshop and Covid-19
profit surge news.

I rate the share a buy up to
2,000p. My six-month target to
2,200p and my three-year target
is 5,000p because of the building
potential for profits as a flood
of new games come to market
over coming years.

The risks with a business like
this are always going to be in
how well games are received

by the market. In that regard,
the games business is similar

to the movie business. You can
plan and research all you want
but ultimately it is difficult to
know what clicks with the public
and what doesn’t. The current
portfolio of successful games is
already in the price so the success
of new franchises is what the
potential for growth is based on.

Additionally, there is always room
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for competition since consumers

have limited resources. Perhaps Action to take: Buy Frontier Developments PLC
that is the biggest near-term Ticker: FDEV LN
risk because as the Covid-19 Price as of 05.05.20: 1,690.00 GBp
lockdowns have resulted in surge Buy up to: 2,000p
spending, there is no guarantee Market cap: £657.60 million
that will persist when people have 52-week high/low: 1,808p/829p

the opportunity to go outside and
socialise again.

All the best,
Eoin Treacy

Investment Director, Frontier
Tech Investor
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