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Al's wild ride

Great innovations have pretty much always led to bubbles. The standard
historical list includes railways, electricity, the automobile, radio, TVs,
computers, wireless and of course that internet bubble of the late 1990s.
But you don’t need to go that far back as smaller bubbles have occurred
in shale oil production, housing, and even Mary Jane (hint, became legal
in Canada in October 2018). Atrtificial intelligence (Al) certainly fits the
mold, and it may be a BIG one because it is a BIG innovation.

Narrowing the historical field to innovation bubbles, there is a generalized
path. The new technology creates a large amount of displacement,
ushering in a ‘new paradigm’ that will change the world. This is followed
by a boom then euphoria as fear of missing out (FOMO) increasingly
dominates investor behaviour. Some cracks in the extent of the new
paradigm arise, leading to big up and down swings. Then it all unravels,
and the bubble pops.

It is kind of rubbish though. The duration of bubbles can range from
months to more than a decade, and the speed and height of the rise vary
widely. Some bubbles lift up the entire economy, then let it down in the
end triggering some sort of recession. Others don’t, and really have no
broader economic impact.

Here are some questions and thoughts on bubbles and Al:

Q: Is Al a bubble?

A:Yes

The narrative is certainly strong enough. Price gains are an interesting
one which actually is very different than in the late 90s. The dotcom
bubble had tons of pure plays and IPOs, that would jump 50, 100, 150%.
One argument that Al isn’t a bubble or near its peak is the lack of pure
play companies. That will change with OpenAl’s IPO. But this bubble may
have grown within already very large tech companies, masking its rise.

There is no lack of grandiose projections — such as OpenAl committing to
$300B of cloud services from Oracle, who is estimated to have $25 billon
in cloud revenue in 2025 (that would be a 12x). This is partially financed
by a $100B investment by Nvidia in OpenAl, some solid circular
financing. One argument this isn’t a bubble is that the capex spending
had been largely driven by existing cashflow from companies. But that is
changing quickly as debt and other financing is becoming more common.
Morgan Stanley projects $2.9 trillion of capex on data centers over the
next four years, with half coming from tech company spending and the
other half from private credit, bond issuance, asset back securitization
and private equity.
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Here are some fun numbers. Estimates from Morgan Stanley have Al infrastructure spending of $2.9 trillion over the next
four years. According to ChatGPT (ironically), hyperscale data centers enjoy operating margins in the high teens. If we
say 20% operating margin and 20% tax, to generate a 20% ROI in four years’ time on a $2.9 trillion spend, you would
need about an extra $3.6 trillion in revenue by 2028. That is $440/year from every person on earth.

There is already a high level of retail participation as just about everybody is already very long this bubble. We see a lot
of advisor models, and one of the more common themes is a high U.S. equity weight. And this weight is certainly highly
tilted to names or strategies that are geared to the Al spend.

Q: Are we in the boom or euphoric phase?

A: This is the question that matters most and nobody knows.

Our current view is we are past the initial boom phase and likely in the euphoric period given many of the points above.
However, this phase can last a long time and there are certainly more tailwinds today than headwinds. As users of
various Al-enabled tools, we continue to increasingly find use cases that enhance our workflow. In fact, we are already
paying more than the $440/year. This trend will continue even if/when the bubble deflates.

Q: What does this phase potentially look like?

A: It will be exciting.

During the last three years of the 1990s tech bubble, the NASDAQ rose over 300%. But it also endured 11 corrections
measured by drops of greater than 10%. That is almost four corrections per year. This Al bubble is different, perhaps
with fewer pure plays it will be less volatile. Or perhaps it's bigger so the swings will be bigger. But we would expect to
see big swings, up and down, as enthusiasm rises and wanes. There is simply not enough clarity on the path forward,
to provide much stability.

We are positive on this space, and we love the tools. That said, $2.9 trillion in data centers gives us pause. If that much
compute is truly required, we believe they will find more efficient models as that lift may prove too much. For now,
though, the capex boom is real.

NASDAQ endured 11 corrections in the final
3 years of the 9os tech bubble
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One fear we do have is a learned response from large cap technology companies. If a large tech company missed the
smart phone revolution, they were punished by the market (like Microsoft, or BlackBerry). If they missed the technology
innovation moving towards the cloud (Cisco), they were punished by the market. The end result is with Al, large cap tech
companies will view not going ‘all-in’ as a greater risk than spending billions.

Nobody knows if the spend will have the ROI, but we do know the spending is happening now. And this kind of spending
is great for markets and the economy. The following chart is S&P 500 constituent company capex (corporate spending)
and depreciation, plotted alongside overall S&P 500 earnings. That capex line is going to keep rising faster and given
depreciation is trailing, earnings will continue to enjoy an Al super charge. This is even more amplified if just looking at
earnings from Information Technology and Industrials.

Capex spendings is great for corporate earnings as it carries a strong multiplier effect. Given what looks like limitless
capital for Al-related spending, this really bodes well for overall market earnings growth and for the economy — even if
other areas like labour or trade soften.

Ballooning Capex is driving S&P earnings higher
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Adoption of Al across corporations also continues to ramp up, with many exploring how to use the evolving tools to
improve workflow and enhance productivity. Simply put, more and more companies and people are using the services.
This certainly puts us in the camp that, while the euphoric phase may have begun, it likely will have legs.

Q: What could pop the bubble?

A: Any number of things.

Recessions can quickly alter risk appetites and capex budgets, but we don’t see that as a near-term risk. Lower
availability of capital would prove problematic, although there’s not much sign of that today. If capex doesn’t generate
enough of a return, valuations in these tech giants that carry very high weights in the market would be crushed. Is a
cutting age data center today destined to be legacy in five years? Or if you try and charge to make an economic profit,
will a competitor undercut with ever lower price points to take market share?

Final thoughts

The euphoric phase is akin to a bucking bronco, just to bring back a rodeo reference. Given there are just so many
unknowns, the bucking will be driven by oscillating levels of enthusiasm. Fortunately, we believe the potential bubble-
ending scenarios or risks are far enough out, meaning this phase could have legs. So, in the meantime, this bubble will
likely continue to inflate. But we would not be surprised to see increasing frequency of market corrections.
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Source: Charts are sourced to Bloomberg L.P., Purpose Investments Inc., and Richardson Wealth unless otherwise noted.

The contents of this publication were researched, written and produced by Purpose Investments Inc. and are used by Richardson Wealth Limited for information purposes only.

*This report is authored by Craig Basinger, Chief Market Strategist at Purpose Investments Inc. Effective September 1, 2021, Craig Basinger has transitioned to Purpose Investments Inc.
Disclaimers

Richardson Wealth Limited

The opinions expressed in this report are the opinions of the author and readers should not assume they reflect the opinions or recommendations of Richardson Wealth Limited or its
affiliates. Assumptions, opinions and estimates constitute the author's judgment as of the date of this material and are subject to change without notice. We do not warrant the completeness
or accuracy of this material, and it should not be relied upon as such. Before acting on any recommendation, you should consider whether it is suitable for your particular circumstances
and, if necessary, seek professional advice. Past performance is not indicative of future results. The comments contained herein are general in nature and are not intended to be, nor
should be construed to be, legal or tax advice to any particular individual. Accordingly, individuals should consult their own legal or tax advisors for advice with respect to the tax
consequences to them.

Richardson Wealth is a trademark of James Richardson & Sons, Limited used under license.

Purpose Investments Inc.

Purpose Investments Inc. is a registered securities entity. Commissions, trailing commissions, management fees and expenses all may be associated with investment funds. Please read
the prospectus before investing. If the securities are purchased or sold on a stock exchange, you may pay more or receive less than the current net asset value. Investment funds are not
guaranteed, their values change frequently and past performance may not be repeated.

Forward Looking Statements

Forward-looking statements are based on current expectations, estimates, forecasts and projections based on beliefs and assumptions made by author. These statements involve risks
and uncertainties and are not guarantees of future performance or results and no assurance can be given that these estimates and expectations will prove to have been correct, and
actual outcomes and results may differ materially from what is expressed, implied or projected in such forward-looking statements. Assumptions, opinions and estimates constitute the
author’s judgment as of the date of this material and are subject to change without notice. Neither Purpose Investments nor Richardson Wealth warrant the completeness or accuracy of
this material, and it should not be relied upon as such. Before acting on any recommendation, you should consider whether it is suitable for your particular circumstances and, if necessary,
seek professional advice. Past performance is not indicative of future results. These estimates and expectations involve risks and uncertainties and are not guarantees of future
performance or results and no assurance can be given that these estimates and expectations will prove to have been correct, and actual outcomes and results may differ materially from
what is expressed, implied or projected in such forward-looking statements. Unless required by applicable law, it is not undertaken, and specifically disclaimed, that there is any intention
or obligation to update or revise the forward-looking statements, whether as a result of new information, future events or otherwise.

Before acting on any recommendation, you should consider whether it is suitable for your particular circumstances and, if necessary, seek professional advice.

The particulars contained herein were obtained from sources which we believe are reliable but are not guaranteed by us and may be incomplete. This is not an official publication or
research report of either Richardson Wealth or Purpose Investments, and this is not to be used as a solicitation in any jurisdiction.

This document is not for public distribution, is for informational purposes only, and is not being delivered to you in the context of an offering of any securities, nor is it a recommendation
or solicitation to buy, hold or sell any security.

Richardson Wealth Limited, Member Canadian Investor Protection Fund.
Richardson Wealth is a trademark of James Richardson & Sons, Limited used under license.
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