MONTAKA GOPAL ACCESS FUND MONTAKA

UNIT PRICE!

DECEMBER 2017 $1 0629
FUND COMMENTARY PERFORMANCE ATTRIBUTION'* (%)
In the month of December, the Montaka Global Access Fund declined December 2017
Ey 2.;15 ﬁ)er(;:en’r, net of f?e;s. This b;oughf the quor’rerlyfr?‘rurn _{_(;r the Long porffolio contribution 120
OLlJrT OIco ;r(w)]c;r qL:on‘er o ](5')31374To .56 ;:er (:Ten;,fnefod ers. j e . Short portfolio contribution 0.63)
calendar return was 13.34 per cent, net of fees, delivered wi Change in AUD/USD (3.02)
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MSCI World Total Return Index in Australian dollar terms (the Global
Market) delivered 13.32 per cent over the calendar year, but with 100 Since inception? 8.65
per cent net market exposure.

) ) ) ) EXPOSURES (as at 31 December 2017)
Since inception, the Fund has delivered a return of 8.65 per cent,

net of fees, with an average net market exposure of 47 per cent. By
comparison, the Global Market delivered 17.34 per cent over the Long exposure 83.1
same period, but with 100 per cent net market exposure.

% of NAV

Less: short exposure (42.7)

Calendar 2017 can be characterized as a year of strong and stable
returns for global equity investors. First, the year delivered strong

annual returns with the MSCl World Total Return Index increasing by POSITION METRICS (as at 31 December 2017)
22.4 per cent (in US dollar terms).

Net market exposure 40.4

Long Porffolio Short Portfolio
Number of positions 22 29
Largest position size 6.3 2.3
FUND PERFORMANCE
Smallest position size 1.0 1.0
T nderiving und (200) MaRF(AUD) Average position size 3.8 1.5
115,000 Note: sizes shown as % of NAV
110,000 TOP 10 LONG POSITIONS (as at 31 December 2017)
% of NAV
105,000
1 St James’s Place 6.3
100,000 . 2 Union Pacific 5.2
3 Rea Group 5.0
95,000 T~
/ 4 Facebook 4.9
90,000 ,"l 5 Insperity 4.7
/ 6 NetEnt 4.7
85,000
Jun-15 Dec-15 Jun-16 Dec-16 Jun-17 Dec-17 7 Apple 44
8 Jupiter Fund 4.4
9 Alibaba 4.1
10 Essilor 3.9
PERFORMANCE (%) ‘ ™ ‘ 3M ‘ 12M ‘ INCEPTION 7 410 Tong posifions 175
Fund (AUD)? (2.5) 4.6 13.3 8.7
) ‘ ‘ ‘ ‘ FUND SIZE (NAV) ($M) (as at 30 November 2017)
Underlying Fund (AUD)* (2.5) 4.6 133 245
Montaka Global Fund 172.4
Average Net Market Exposure® 40 44 45 47
of which: Montaka Global Access Fund 68.7
Global Market (AUD)? ‘ (1.6) ‘ 5.8 ‘ 13.3 ‘ 17.3
1) The fund is forward priced; you will receive the price struck subsequent to the receipt
Average Net Market Exposure? 100 100 100 100 of your application/ redemption request.

2) Inception: 1 November 2015
) Based on average of month-end net market exposures
) Montaka Global Fund; inception 1 July 2015
) MSCI World Net Total Return Index in Australian dollar terms
* all exposures, metrics & positions are derived from the Underlying Fund (Montaka
Global Fund)
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Second, these global equity returns were delivered with unusually low
volatility. Consider the chart below that illustrates the monthly returns
of the global equity market since the Fund’s inception.

One can clearly observe a near-collapse in volatility from November
2016.
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This extremely low level of variability in monthly returns was surprising
to us, especially in light of 2017 being a year in which historians will
look back and mark a genuine shift in the World Order. Significant
changes in the domestic politics — and political systems — of the
following nations were observed during the year:

* The United States — the election of President Trump and subsequent

(ongoing) challenging of the nation’s Constitution;

* Russia — the ongoing consolidation of power by President Putin and

the rise in his outward brazen attacks on foreign democracies;

¢ China — the complete consolidation of power by an increasingly
authoritarian President Xi;

* Saudi Arabia — the complete consolidation of power by an

increasingly authoritarian MBS;

¢ North Korea — the attainment of an intercontinental ballistic missile

capable of reaching the east coast of the United States; and

¢ The United Kingdom — the ongoing and muddled extrication from

the European Union.

With so much geopolitical change occurring in one year, how was it
that global equity markets were able to deliver an average 1.7 per
cent monthly return, almost like clockwork?

In our view, this remarkable set of strong and stable monthly returns
was the result of the Goldilocks economic conditions to which we
have referred in the past. That is, global economic conditions have
strengthened; while at the same time, global monetary conditions
have remained highly-accommodative. For equities in general, this
loosely translates into accelerating revenue and earnings growth,
generated by assets funded with abundant and low-cost sources of
capital. Good times, in other words.

Indeed, according to the IMF, 2017 marked the “broadest
synchronized upswing the world economy has experienced in the last
decade.”’ And in our view, this is the most noteworthy theme of the
year — in large part because very few would have predicted as such as
recently as two years ago. But the combination of an enormous and
globally coordinated economic stimulus in early 2016, combined with
economically-friendly election results in the US and Europe, has led to
a favourable set of global economic conditions, the likes of which we
have not observed for some time.

A FIRMING RECOVERY

The projected pickup In global growth remains on track.

2016 2017 2018 2016 2017 2018 2016 2017 2018

Global Advanced Emerging Markets &
Economy Economies Developing Economies
Source: IMF

By way of example, consider the US economy, the world’s largest
and therefore one of significance to any global investor. We would
argue that this economy is in the midst of a “triple dose” of economic
stimulus:

1. Monetary conditions remain highly-accommodative with the target
range of the Federal Funds Rate at 1.25-1.50 per cent; and Federal
Reserve balance sheet assets at US$4.5 trillion. Most would consider

these levels to reflect “emergency settings” of monetary policy.

2. Since the beginning of the calendar year, the US Dollar Index — a
trade-weighted average US dollar exchange rate — has declined by
more than 10 per cent. This is an effective form of stimulus in the
sense that US goods and services are 10 per cent cheaper in foreign

currency ferms — and therefore, in greater demand.

3. In the days prior to Christmas, President Trump signed info law
the largest set of changes to the US tax code in more than three
decades. Officially, this is a US$1.5 trillion tax cut, though in practice,
it will likely be a significantly larger cut to US tax revenues than this.
From an economic perspective, this is a genuine and significant fiscal

stimulus of the US economy in the short to medium ferm.

1 (IMF) A Firming Recovery, July 2017
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Many of the businesses we own on behalf of our investors are
benefiting from the dynamics described above — both in the US and
abroad more generally. We believe it is of critical importance to
monitor closely the economic and geopolitical developments in the
world. It is the interpretation of these observations that shape our
judgement for the prospects of any potential investment opportunity.

That said, what matters most for any business we own is what

is already priced into the stock. And this forms the basis of our
Expectations Framework for investing. Put simply, our framework

leads us to: (i) identify the key value drivers of the business we are
evaluating; (i) reverse engineer what the current stock price is implying
about the market’s expectations for each of these value drivers; and
(iii) evaluate the reasonableness, or otherwise, of said expectations.

If the market’s expectations for the key value drivers of a business

look reasonable, then there is no investment opportunity. No matter
the quality of the business or the strength of any tailwind it might be
experiencing: if the market has already priced in these factors, then
there is no case for owning the stock. Only if the market’s expectations
are unreasonably conservative is there a case fo own a stock.

By way of example, we examine a case study on Union Pacific (NYSE:
UNP), one of the largest rail businesses in the US and a top 10
holding by the Fund. What is key in this example is not the quality of
the business — though it is an extraordinarily high-quality business, but
rather the market’s expectations for this business, which we believe
remain too conservative given the favourable conditions that this
business will experience medium-term.

CASE STUDY: UNION PACIFIC

UNP is one of the few Class | rail business in the United States that
links 23 states in the western two-thirds of the country with over
32,000 miles of rail. Shown below is the geographical footprint of
UNP’s business with the line thickness depicting traffic density. UNP
owns a highly-critical segment of the US and global supply chain that
is effectively impossible to recreate.

Lane density based an carloadings.
Line thickness depicts traffic density.

Source: UNP

In addition to owning a highly-valuable and scarce asset, UNP
benefits from favourable competitive conditions. We view the market
as being fairly “cooperative” and believe the industry has organised
itself into three geographic duopolies:

¢ UNP and BNSF (owned by Berkshire Hathaway) in the mid-west;
e CSX and NSC in the east; and
* CP and CNR in the north (primarily Canada).

While competition is the friend of the consumer, cooperation is the
friend of the shareholder.

UNP’s demand drivers are diversified and resilient in nature. The table
shown below illustrates the split of UNP’s operating revenues.

Segment Share of 3Q17 revenue

Agricultural 17%
Automotive 9%
Chemicals 17%
Coal 13%
Industrial Products 20%
Intermodal 18%
Other 7%
Subtotal 100%

Source: UNP

Given this diversification, UNP’s volume growth is substantially driven
by the real industrial growth of the US economy in general. And this
has been one aspect of the US economy that has been strengthening
recently, as illustrated below.

US Industrial Production Index (Percent Annual Growth):

FRED -+ — industrial Production index
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Source: FRED
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Over the longer term, UNP’s revenues have grown at an average

rate of more than four per cent per annum, as illustrated in the

chart below. This rate of growth appears sustainable and can be
rationalised as, say 2.5 per cent of real industrial growth in the US,
plus 1.5 per cent of pricing power — which itself is conservative,
especially in light of the current truck driver shortage in the US which is
driving up rates for the only real substitute to rails.

UNP: revenue USS$B (LHS, blue) vs growth % (RHS, red)
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Source: Bloomberg

A study of UNP’s historical financials further supports our hypothesis
that UNP is a very high-quality business. Cash flows have more than
matched earnings; the balance sheet remains clean; and UNP’s
post-tax returns generated on shareholder equity have remained
north of 20 per cent for the last five years (as shown below). It should
also be noted that UNP’s effective tax rate for reported earnings has
historically averaged 38 per cent. Under the new Trump tax plan
beginning 2018, this effective tax rate will nearly halve!

UNP: Return on Equity
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Source: UNP; MGIM

One underappreciated aspect of UNP’s business model is its very low-
cost funding structure. As illustrated below, UNP’s business assets are
funded in part by equity, debt and deferred tax liabilities (DTLs). These
DTLs stem from timing differences between the taxes provisioned for
financial reporting and the taxes actually paid as required under tax
reporting. Economically, they are equivalent to an interest-free loan
from the US government. One can intuitively see, therefore, that
UNP’s blended cost of funding is very low. DTLs cost nothing, debt
costs UNP around 2.5 per cent in US bond markets at present and the
remainder is equity.

UNP: Funding Structure

100%
80% Debt
60%
Deferred Taxes
40%
20%
Equity
0%

Funding

Assets
Source: UNP; MGIM

Another underappreciated aspect of UNP’s business model is the
extent fo which it stands to benefit from the Trump tax plan beginning
2018. There are three key ways in which UNP stands to materially
benefit from the new tax law:

1. From the reduced corporate rate of taxation to 21 per cent (from
35 per cent previously);

2. From the five years of full expensing of new capital investment,
followed by the five subsequent years over which this rule will be
phased back out again; and

3. From the resulting boost to economic growth in the US which
should drive incremental demand for shipments by rail.

UNP currently provisions taxes at an effective rate of 38 per cent,
spends the equivalent of roughly half of its pre-tax earnings in new
capital investment each year and is entirely levered to the growth of
the real economy. Given this, we struggle to imagine a business that
will stand to benefit from Trump's tax plan relatively more than UNP
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That said, none of this analysis is helpful if the above has already been
priced in by the market. Upon applying our Expectations Framework,
we believe the market is effectively implying an average revenue
growth rate of only 2.5 per cent per annum. This is not only well
below the historical average, it is also well below the rates of demand
growth we expect to see over the medium term as the US economy
strengthens from its “triple dose” of stimulus it is currently experiencing.

When the expectations being implied by the market price of a stock
are too conservative, we are interested. In UNP. we believe we have
identified a high-quality business positioned in the right market at
the right time with market-implied expectations that remain too
conservative. Said another way, we believe this stock is materially
undervalued.

To round out this case study, our investment in UNP has illustrated a
subtle, yet important, distinguishing feature of our global research
team: agility. We are a relatively small, flat team of generalists that
continually test and evolve hypotheses as a team. Our research
process is designed to ensure we only buy businesses when the
reward-to-risk ratio is sufficiently high; and our discipline ensures we
are patient to wait for the right entry-point.

We have followed UNP in detail for many years but it was only in late
July when we believed the time was right to build a position based
on the conservative nature of the market-implied expectations of the
stock price at the time. A decision to invest that could take months in
other research teams took us only days. This agility to act is a source
of great advantage for our investors as it allows us to move quickly to
pounce on opportunities as and when they present themselves.

UNP stock price (USS/share)
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Source: Bloomberg; MGIM

In our review of calendar 2017, we identified the strong and
synchronized economic growth being observed in many key regions

in the world, including China, the US, the EU and Japan. At the same
time, we noted the highly-accommodative monetary policies that
continue to persist as we enter 2018. The first-order outlook for 2018,
therefore, is a continuation of these wonderful Goldilocks conditions
that have served global equity investors so well for nearly two years.

And yet, we have built a healthy dose of conservatism into the Fund’s
portfolio — the evidence for which can be observed in our 40 per
cent net market exposure. The obvious question, of course, is: why so
conservative if conditions are so favourable?

It is not the first-order outlook that concerns us. It is the second-order
possibilities that may stem from our first-order outlook that give us
pause.

Top of our list of risks to be weary of is the Federal Reserve’s
normalization of its US$4.5 frillion balance sheet. Flagged in 2017
to be gently unwound over many years, the Fed may be forced to
accelerate its unwinding — pushing longer-term interest rates upwards
— as a direct result of the US economy overheating.

It may sound strange to hear of a major economy “overheating”
given the preceding decade of sluggish global growth and low levels
of inflation. But the Fed believes that the US economy was already
operating at its capacity in 2017. And this was before the Trump tax

cuts were signed into law.

There are two key reasons why equity investors need to be weary of the

Fed’s monetary tightening, in our view:

1. As interest rates rise, lower-risk assets, such as bonds, become
relatively more aftractive than higher-risk assets, such as equities.
Under this scenario, capital that has been flowing info equity markets

over recent years may reverse course, and

2. The impact of higher borrowing costs for corporates, households
and governments can act as an anti-stimulus for the real economy.
In particular, consider that US Federal-Debt-to-GDP ratio is a
little over 100 per cent — with the maijority of this debt maturing in
less than five years. This means that, for every one percentage point
increase in interest rates, higher government interest repayments will
result in around a negative one per cent contribution to GDP growth.

This would be a significant drag on economic growth.

The second key risk to be weary of in 2018, in our view, is a slowing of
the Chinese economy. All global investors need to focus on the health
of the Chinese economy given it has accounted for approximately 40

per cent of total global economic growth over the last decade.
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We believe there are two dimensions fo a potential Chinese In closing, | would like to take this opportunity to make a special thanks

economic slowdown — the first is widely known, while the second is fo the entire Montaka team. It has been a year of very hard work by

underappreciated: each member of the team. We are proud of our results for the year and

look forward to working at least as hard again for our investors in 2018.

1. China's growth miracle of the last decade has been largely credit- Finally, we thank each of our investors and readers for their trust and

fuelled and focused on fixed-asset investment. It remains to be seen ongoing support. From all of us at Montaka, we wish you a happy and

if there will be genuine write-downs of loans that have funded this DrOSPeroUs new yedr.
investment which could create liquidity problems in the country’s
US$15 trillion wealth management sector; and

Sincerely,

Andrew Macken

2. There are increasing indications that the Trump Administration
will effect retaliatory trade policies against China in 2018. But unlike
many of Trump's proposals, such punitive measures being drafted are

reportedly gaining support from both Republicans and Democrats in W

the Congress.

These are the major risks we are focused on as we enter the new
calendar year. We have been surprised by the unusually low variability
of global equity market returns in 2017. And while we would hope these
conditions continue, this is not a sensible use of time for us. Instead,

we are paid to continually evaluate what could happen (not what

will happen) and ensure the Fund is positioned appropriately for all

possibilities.

We continue to own a portfolio of high-quality global businesses that
should remain resilient across a range of global economic conditions.
And, of course, what is most important for us is that we believe the
market’s expectations for these businesses remain too conservative.

That is, we believe the stocks we own remain materially undervalued.

In addition, the Fund is short a number of business facing technological
displacement which we believe are misperceived and fundamentally
overvalued. By combining the exposures of the Fund’s long and

short portfolios, we arrive at a net market exposure of 40 per cent.

This conservatism reflects the risks associated with the second-

order possibilities of the economic dynamics that are currently being

observed, and that we have discussed above.
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LONG PORTFOLIO
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Note: exposures shown as % of NAV

INVESTMENT MANAGER

Montgomery Global Investment Management Pty Ltd

Authorised Representative No: 001007050

Suite 7.02, 45 Jones Street
Ultimo NSW 2007

Telephone: +61 2 8046 5000

WHO DO | CONTACT

For direct investors, pleose contact
David Buckland at dbuckland@montinvest.com
Paul Mason at pmason@montinvest.com

For advisors, institutional investors and consultants, please contact
Scott Phillips at sphillips@montinvest.com

Telephone: +61 2 8046 5000

DISCLAIMER

#Fund performance is calculated after fees and costs, including the investment management fee and performance fee. All returns are on a pre-tax basis.

This report was prepared by Montgomery Global Investment Management Pty Ltd, (ACN 604 878 533) (CAR) #001 007 050 (Montgomery) the investment manager of the Montaka Global Access Fund (ARSN 607 245
643). The responsible entity of The Fund is Fundhost Limited (ABN 69 092 517 087) (AFSL No: 233 045) (Fundhost). This document has been prepared for the purpose of providing general information, without taking
account your particular objectives, nancial circumstances or needs. You should obtain and consider a copy of the Product Disclosure Statement (PDS) relating to The Fund before making a decision to invest. While the
information in this document has been prepared with all reasonable care, neither Fundhost nor Montgomery makes any representation or warranty as to the accuracy or completeness of any statement in this document
including any forecasts. Neither Fundhost nor Montgomery guarantees the performance of The Fund or the repayment of any investor’s capital. To the extent permitted by law, neither Fundhost nor Montgomery, including
their employees, consultants, advisers, of cers or authorised representatives, are liable for any loss or damage arising as a result of reliance placed on the contents of this document. Past performance is not indicative of

future performance.
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