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“A bird in the hand is worth two in the bush”

The proverb and its variants (apparently the Czechs say “a sparrow in the fist is better than a pigeon on the roof") infers a sure thing
is better than a larger opportunity which may come to naught. The promise of less is preferable to the possibility of more.

This wisdom also applies to investing. It is human nature to seek the big wins, whether it is to find the next Apple Inc in its infancy
or make “brave” market timing calls. Call it FOMO (fear of missing out) or overconfidence (e.g. most drivers think they are “above
average"). The huge market fluctuations, investor style shifts and sector rotations in 2020 and so far this year had the possibility of
many thrilling “two in the bush” opportunities.

The reality is that investing for long-term savings (the objective for almost all our clients) is a grinding marathon not a sprint.
Capturing the power of compound growth requires consistency rather than intermittent spectacular success.

It is a tale of two investment portfolios. The first portfolio, let's call it Tortoise Inc, is more stable but will deliver a seemingly lower
annual return of +7.5% p.a. (which happens to be the average historic return for global stocks). It would hold dull secular growers,
such as the healthcare insurance sector. The other portfolio, called Hare Inc, is much more exciting to talk about but it is more
volatile. For example, it might be tempted to win big on a bombed-out airline stock. Every two years it is up +30% in year one (i.e.
four times more than Tortoise Inc) but falls -15% in year two. As illustrated in the chart below, the plodding Tortoise trumps the
helter-skelter and sometimes scatty Hare.

The tortoise always wins in the end
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Academic studies since the 1970s have found lower volatility stock portfolios have outperformed more volatile versions. This is
contrary to the theoretical view taught to CFA candidates or at business schools that taking more risk is rewarded with higher
returns. Explanations put forward include the desire for investors to consistently beat the market over short time horizons,
professional investors' misaligned interests when managing client money, the thrill of lottery-like payoffs, investor overconfidence
in their own “skill” and overpaying for attention grabbing stocks.

The outperformance in 2021 of last year’s losers (e.g. energy, banks and away-from-home stocks) may well persist. We, nor
anyone else, can pinpoint how long the outperformance of lower quality businesses will last. The relative merits of high-quality
stocks remain compelling beyond the myopic view taken by stockbrokers (who make money by getting their clients to trade as
much as possible) or the media (who sell exciting stories).

If we look at all the companies currently held in our Melville Douglas global equity portfolios, viewed as a single stock, Bloomberg

Portfolio Analytics estimates the following characteristics compared to our global equity investment universe as defined by the
MSCI All Country World index.

I MD Global Equity MSCI All Country World

Return on capital employed 12% 5%
Financial leverage (debt to EBITDA) 2.1x 4.5x
Price to free cash flow 31x 25x

Source: Bloomberg PORT, Melville Douglas

As shown above, the Melville Douglas portfolio has significantly higher profitability with half the financial leverage compared to
the broader market. The return on capital employed (ROCE) is a particularly pertinent factor to monitor as it represents how
much profit can be generated by the businesses in the portfolio for every $1 of capital invested. The portfolio ROCE is more than
double the MSCI AC World index. For this higher quality asset, there is a price; the price to free cash flow ratio is 24% higher
than the market (note: free cash flow multiple is our preferred metric as it is a less distorted accounting measure of the profits
generated by the business).

At what level does high valuation offset the merits of quality?

The answer is that it is much higher than you might initially observe. Due to the power of compounding, paying an expensive
looking price for a significantly higher ROCE company will only impact your long term returns at extreme valuations. On the other
side of the coin, a cheap low ROCE company is unlikely to generate particularly strong long-term investment returns because the
share price is anchored to the slow growth in underlying earnings.

The below simulation illustrates this point by looking at three scenarios. In each case we assume half of the annual profit is
reinvested, and the other half is paid away as dividends, share buybacks or idling away at the corporate treasury earning close to
0% (or in bitcoins if you are Tesla). If we started with capital of $100, then a company with a ROCE of 12% that reinvested half its
profits every year would grow its capital base to $106 in year 1, $112 in year 2 and so on.
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Quality eventually shines through
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The blue line is the MSCI All Country World index with a ROCE of 5%. The copper line is a quality portfolio with a 12% ROCE. In our
portfolios, quality does not just mean high earnings power. A company must also be operating in a growing market where there are
attractive reinvestment opportunities. Unsurprisingly, the quality company will grow its capital base faster than the index.

The grey line is a pessimistic scenario whereby a portfolio with a 31x price-to-free cash flow ratio loses all its valuation premium to
the market multiple of 25x by the end of this year. Maybe, as is the case today, the market is favouring cheap recovery stories rather
than something more dependable. It is pessimistic because quality should have a valuation premium, particularly if one assumes
long-term earnings growth is scarce in a world with ageing demographics and elevated indebtedness, but let's assume a big de-
rating in quality anyhow. Due to the power of compounding, the market value of the portfolio would be the same as the MSCI AC
World by year six, and compound higher beyond that time period. A more realistic downside scenario is a gradual erosion of the
quality premium to a more modest premium over time. If so, the grey line may not be below the blue line for long, if at all.

In conclusion, our investment strategy remains compelling for clients with a five year-plus time horizon. Amidst the clamour (albeit
not from our client base) to trade in whatever themes might be working today, we will not lose sight of the big picture.

To reaffirm, our investment strategy is to:
1. Pay afair price for a concentrated yet diversified portfolio of quality, profitable and growing businesses.

2. Closely watch the holdings for any changes to competitive advantages and addressable markets.
3. Let patience and time do the heavy lifting.
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From our Fund Manager’s Desk

Our quarterly reports regularly explore the investment rationale of one of the companies we own in the Fund to articulate what
we find compelling. This time round we have chosen Microsoft.

“It is not the strongest of the species that survives, nor the most intelligent, but the one most responsive to change”
Charles Darwin

Remarkably, for a 46-year old tech company, Microsoft continues to thrive in an industry where longevity is akin to the mayfly-like
career of a Premier League football manager. This note explains how the company has transitioned into one of the big winners of the
cloud computing age. And why it deserves its place as one of the fund’s largest holdings.

Creative destruction

The technology sector is centred around creative destruction, whereby innovation destroys what came before it. There are no
sacred cows. IBM is a good example and the start of our story.

The old saying “nobody ever got fired for buying IBM” encapsulated the strength of its brand in the 1970s. Having dominated the
market for room-sized mainframe computers, the company known as Big Blue fumbled the transition to personal computing. It
launched its own PC in 1981 but outsourced the operating system to an upstart Microsoft. It did not take long for competitors to copy
and commoditise IBM's hardware. Microsoft supplied its operating system to not only IBM but also to its competitors. It became the
industry standard and the rest is history.

During the 1980s and 1990s Microsoft established a lucrative monopoly centred on its proprietary Windows operating system and
Office software (i.e. Word, Excel, Outlook, etc.). Try working in an office or home office without Microsoft's software for a day, and
you will have difficulty. But innovation has disrupted the way we use computing power in many other ways. And by the 2000s it was
widely felt that Microsoft had missed multiple boats.

One missed opportunity has been its failure to capture more of the web applications market. For example, despite its dominant
operating system, Microsoft's Bing has only 7% market share in internet search compared to Google's 87%. Another misstep was
the smartphone market. The Windows Mobile smartphone operating system dismally flopped in its attempt to break the iPhone and
Android duopoly.

Fortunately, it was third time lucky — cloud computing. There was a belief that Microsoft would never be a meaningful player in the
cloud, and even a net loser. Despite entering the cloud computing market four years after the leader Amazon, it is best placed in the
industry to garner a sizeable chunk of a massive pie.

What is the cloud?

Apart from the weather, when people talk about the “cloud” they mean the internet. Cloud computing refers to software, data and
services that can be accessed remotely on the internet, instead of being saved locally on your computer. Many cloud services are
simply accessed through a web browser, such as Microsoft Explorer or Google Chrome. Consumer examples include Apple iCloud,
Netflix, Dropbox and Microsoft OneDrive.

It makes a lot of sense for businesses to transition to a cloud computing model. The old “on-premise” model involves a substantial
upfront outlay. This includes buying the hardware and software, and then hiring technicians to install and manage the system. By
contrast a cloud model is more flexible, scalable and secure at a lower cost.
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It is lower cost because there is no overspend on capacity and there are efficiencies in outsourcing to experts with scale. The
traditional way of planning for unexpected growth is to purchase and keep additional servers, storage and software licenses. It may
take years to use the reserve resources. By contrast, cloud computing services charge based on the features, storage, number of
users, time and memory space among other factors. If you need more capacity or additional features your cloud provider will simply
upgrade your package within minutes. Whereas on-premise new software implementations take months or even years for the in-
house IT department to rollout.

The pandemic has highlighted mobility and security as a major benefit of cloud computing. The service enables employees to work

from any location, such as from home or whilst travelling. Last year demonstrated the benefit of cloud computing services as backup
storage, a better way for employees to collaborate on projects, a more secure way to store data and a plan for disaster recovery.

How big is the cloud market opportunity?
Cloud computing services are usually categorised into three main components: infrastructure as a service (laaS), platform as a

service (PaaS), and software as a service (SaaS). When they are combined it is called a “stack” because each service is built on top
of one another.
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laaS is the most basic category. With laaS you rent IT infrastructure (i.e. servers, storage, networking and the necessary operating
systems) from a cloud provider on a subscription basis. Amazon, Microsoft and Google are the top three global players in laaS. In
China, Alibaba and Tencent are the market leaders. As it is a commoditised service it is the lowest margin of the three cloud service
categories. Economies of scale is the competitive advantage.

The next level up is PaaS. Essentially you are also renting the platform software sitting on top of laaS. It provides an on-demand
environment for developing, testing, delivering and managing software applications. Paa$S allows developers to quickly create web
or mobile applications without needing to set up the underlying IT infrastructure.

The most profitable part of the cloud is SaaS. The customer is only responsible for their data and the SaaS provider supplies
everything else, including applications. In a nutshell the application software sitting on top of PaaS is being rented.

The exciting aspect for Microsoft is that it has the biggest footprint across this stack through its cloud computing service and its
Office and Dynamics products (more on this a little later). As such it can capture much of a customer’s hardware and software
budget as well as their external and internal IT services expenditure. According to TSO Logic (owned by Amazon), migrating from
on-premise to the cloud can reduce a company’s IT infrastructure costs by 36% on average. However, Microsoft revenue is not
just derived from garnering a slice of these savings, but also by capturing software sales from other vendors that do not provide a
bundled service. Furthermore, once a company has chosen a cloud provider and has lots of its business on its cloud it tends to stay
with it. This makes cloud revenues sticky and reliable.

Estimates of the amount of IT spending that could shift to the cloud varies depending on which person you speak to and how they
define its scope. Sanford Bernstein estimates sales of around $2 trillion per annum based on IT spending on software, services,
hardware and data centres in 2019. This estimate refers to a maximum calculated size and not how large the cloud market will be
in the foreseeable future. The main limiting factor is that some work will need to stay on-premise due to legal, regulatory, business
and security reasons. Nonetheless, despite two decades of existence, cloud adoption is still in the early stages with lots of runway
remaining.

How does this all translate into revenue and profits?

We expect Microsoft to almost double its group sales by 2025, driven by +20% annual growth of its cloud-centred businesses. Last
year these businesses were about one third of total sales. They are expected to be more than half by 2025.
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Microsoft — cloud versus non-cloud revenue
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Microsoft has plenty of other irons in the fire.

First, itis performing well against other major cloud service providers, and has been gaining market share. A notable win was in 2019
when Microsoft secured a cloud contract with the US Department of Defense to provide services to the Pentagon, beating Amazon
for the $10 billion deal. The top three players in descending order are Amazon, Microsoft and Google. Through their larger scale the
Big Three offer customers lower costs and a better overall experience than the also-rans.

Second, Microsoft's Dynamics has become a significant profit driver. This software service helps companies manage their finances,
strategy, customer relationships and supply chains. It also owns LinkedIn, which is the world’s largest professional network that
helps organisations hire talent and individuals to grow their personal career and contacts. The business makes money from job
advertisers and news feed adverts, both of which have been seeing rapid growth.

Third, is its long running strength in office productivity. As mentioned earlier its Microsoft Office 365 software subscription suite, a
tenth of current sales, enjoys a virtual monopoly in office productivity (i.e. Word, Excel, Outlook, Teams, etc) with nearly 90% market
share and a wide competitive moat. It continues to improve the value of its offerings. Its basic “E3” Office package sells for $20 per
seat per month. The cost of assembling best of breed single point solutions to yield the same functionality is estimated at $50 to $60
per month. For its highest priced package “E5” the cost is $35 compared to around $100 for a DIY version.

The increased use of Teams (its unified communications platform) and demand for security during lockdowns is growing uptake of
E5, whichis a powerful driver of revenue and profit. The E5 version of Teams includes advanced features such as audio conferencing
that can accommodate up to 250 people and a phone system that can replace expensive and complicated on-premise equipment.
Given security products are usually taken as add-on products, Microsoft can gain share and disrupt the industry by offering security
products which work with the cloud.
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Fourth, is its gaming business. Its Xbox is the most popular game console in the US. Sales surged last year as a result of COVID-
related stay-at-home restrictions. Beyond the pandemic, Xbox and Sony's PlayStation are expected to continue to dominate the
market as scale begets scale given there are powerful network effects associated with the social aspects of modern gaming.

Importantly, Microsoft is acash generation machine. It has a fantastic track record of translating around a quarter of its revenues into
free cash flow over the past five years. This is cash available to distribute to shareholders or reinvest in new growth opportunities to
create more wealth for shareholders. Given most of its businesses are becoming more subscription-based, a more robust, recurring
and predictable business model should command a higher stock market valuation.

What could go wrong?
Tech companies are like the Red Queen in Lewis Carroll's “Through the Looking Glass”. They are constantly running to stay in
the same place. Microsoft could trip up. It has a host of big and small competitors that are a who's who of the technology sector.

Amazon, Google, Oracle, salesforce.com, SAP, Slack and even its old foe IBM are among them.

Fortunately, itis not necessarily a zero sum game as the cloud opportunity is big enough for multiple winners. However, complacency
is a recipe for obsolescence. So, we watch developments.

An often-cited risk for Big Tech investors is regulation, particularly in light of recent antitrust cases and legislation. Microsoft is
not currently under the same level of scrutiny as Alphabet (Google's parent company), Amazon, Apple and Facebook. The healthy
competition within cloud computing and lower consumer-focus has meant Microsoft has not had the same level of scrutiny as its
other Big Tech peers.

While the cloud transition continues to march on, accelerated by the impact of COVID-19 and Work from Home, one or more large
cybersecurity breaches of major cloud providers could negatively affect the transition. Cloud is perceived as just as safe or safer
than on-premise. So, a major breach could knock confidence.

Cloud Nine

Microsoft has successfully transitioned from a yesterday's story to a big winner. As a result, it has reinforced its entrenched
competitive advantages, a lucrative recurring revenue model and huge addressable market opportunities.

Our investment philosophy is all about capturing compound returns by owning stakes in companies that can consistently deliver
high returns on their shareholders’ investment capital, reinvest and repeat. Microsoft has been a textbook example.

Melville Douglas

Disclaimer



