Desautels Capital Management

Adobe Systems, Inc. (NASDAQ:ADBE)

TMT
Daniel Milne, Senior Analyst

SuRRy-We-Senier-Analyst

Cody Jones, Junior Analyst
Rakan Lamy, Junior Analyst

November-22-2018

[N

1Y DESAUTELS GeZten e captaon




Why Adobe? F A acoe
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What Comes to Mind When You Think of Adobe?
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Source:
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Presentation Outlook '~ Adobe

Misunderstanding Adobe? - Adobe Systems Overview

Thesis 1 — Business Shift: MarTech

Thesis 2 — Recession-Proof / Quasi-Monopoly

Thesis 3 — Complimentary Products / Cross-Selling

Valuation
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Adobe Systems Overview

SECTION |
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Misunderstanding Adobe? h Adobe
Adobe Systems (NASDAQ:ADBE)

(in $US millions, unless noted)

Business Overview Financial Summary
= Adobe Inc. operates in the software subsector Current Market Valuation
= The company develops_programs that focus on_pri_nt a_nd Share Price $218.72
electronic content creation, management and distribution
, . . . Shares Outstanding 488.1M
= The company’s core segments are Digital Media and Digital
Marketing Market Cap $110.3B
= Some of its biggest products include: + Total Debt $1,885.0
— Flash + Minority Interest 0.,0
- Photoshop + Preferred Shares 0.0
— lllustrator - Cash $4,847.10
Revenue Segmentation Enterprise Value $107.3B
Product Geography Revenue Growth (FY2014-FY2018E)
2% 1,099.87
10,000
‘ 8,000
6,000
4,000
2014 2015 2016 2017 2018

= Digital Media = Digital Experience = Publishing . americas = EMEA = APAC

Adobe has an extensive history in the Digital Media space, but is lesser known for its Digital Marketing products

Source: Bloomberg. CaplQ 11/20/2018
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Stock Price Chart "‘Adobe

Adobe’s stock price is up 20.3% over the last 12 months oo ,
Adobe announces the

Performance acquisition of Marketo, a ! Volume (M)
00% ! marketing technology ! 40.0
company |
' Adobe, Microsoftand SAP | s---eeeoooooo EEEEETEETEEETTET.
50% | announce their OpenData ' : 35.0
' Initiative in order to share | :
. data between each others | RSP .
40%  TTTTTTmoTTmooomoomooooooooooooes ' 30.0
ws | Adobeannouncesits | 250
| acquisition of Magento, an e- F-------- T
commerce platform :
0% T ' 20.0
10% 15.0
AN
oY
0% o 10.0
| ‘| ‘ ‘ h “ )
TR ||“ bl ||||‘ ‘||| 0 0 |m |‘| ‘ Wi O |||‘ il ‘ m I ||||| ‘ y

10-2017 11-2017 12-2017 01-2018 02-2018 03-2018 04-2018 05-2018 06-2018 07-2018 08-2018 09-2018 10-2018

EEEN ADBE US Equity - Volume ~ === ADBE US Equity ~ =====S5INFT Index e .
| A : Earnings Surprise |

Adobe has significantly outperformed the information technology index, but has also been affected by the tech sell-off in the past months

Source: Bloomberg, CaplQ
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Revenue Build h Adobe
See Below, pls. Thx.

Revenue Streams
\

Digital Media

$6Bn a0k
Revenues

Creative Cloud Document Cloud

( : |
O@@E E
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Revenue Build

" Adobe

See Below, pls. Thx.

Revenuek Streams

Digital Media

$6Bn
Revenues

+30%

Creative Cloud

A

[ |
Al Pr [ Ps|

Document Cloud

Digital Experience

Experience Cloud

$2.3Bn
Revenues

+25%

— Adobe Marketing Cloud

l Adobe Analytics Cloud

(M)

Magento Adobe Advertising Cloud

——

@1 —  marketo

.l.l’

Adobe
- @ Analytics

@ — bTubeMoguI
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Revenue Build h Adobe
See Below, pls. Thx.

Revenue Streams

\
[ \
Digital Media S ‘ Digital Experience
. Adobe Sensei |
- - Lo o >
$6Bn +30% $2.3Bn 250
Revenues Revenues
) ""
l C] —  Marketo
— Adobe Marketing Cloud
N Adobe
Creative Cloud Document Cloud Experience Cloud k> Analytics

A

!
rln @ — bTubeMogul

Magento

[ |
Al Pr [ Ps|

:' Industry-leading artificial intelligence platform that uses predictive analytics to help tailor a
! bespoke customer experience, leveraging data collected from both revenue streams

____________________________________________________________________________________________________________

Se————
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Revenue Build

" Adobe

See Below, pls. Thx.
Revenue Streams

Digital Media P — ‘ Digital Experience
. Adobe Sensei |
- —- T
$6Bn 0% $238n e
Revenues Revenues
.l.l’
l % —  Marketo
Adobe Marketing Cloud

Creative Cloud Document Cloud

A

[ |
Al Pr [ Ps|

Thesis Q
Adobe Not Seen as an
AdTech Player

!
(M)

Magento

Experience Cloud

Adobe
—> .
Analytics
Adobe Analytics Cloud
% — b TubeMogul
Adobe Advertising Cloud

~——
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Revenue Build

" Adobe

See Below, pls. Thx.
Revenue Streams

Digital Media

___________________

$6Bn a0k
Revenues

Digital Experience

Creative Cloud Document Cloud

A

[ |
Al Pr [ Ps|

Thesis Q
Adobe Not Seen as an
AdTech Player

!
(M)

Magento

Thesis 9

Subscription
Recession Proof

Experience Cloud

$2.3Bn
+25%
Revenues
.l.l’
l % —  Marketo
Adobe Marketing Cloud

Adobe
—> .
@ Analytics
Adobe Analytics Cloud
% — b TubeMogul
Adobe Advertising Cloud

~——
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Revenue Build

" Adobe

Revenue Streams

Digital Media

____________________

$6Bn
Revenues

+30%

Digital Experience

SUEICIES
Cross-Selling
Network

Effects l

Creative Cloud Document Cloud
\
( |

Thesis @ Thesis @
Adobe Not Seen as an Subscription
AdTech Player Recession Proof

$2.3Bn
+25%
Revenues
.l.l’
l % —  Marketo
Adobe Marketing Cloud
— Adobe
Experience Cloud - Analytics
Adobe Analytics Cloud
rU" % — > TubeMogul
Magento Adobe Advertising Cloud

~——

Thesis @

Top Al Enables Meta-
Data Collection, Cross-
Selling, Network Effects
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Thesis 1 — Business Shift: MarTech

SECTION |
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What is Marketing Tech? " Adobe

Technology here to switch things up again

Marketing Tech

A collection of solutions for marketing, analytics, advertising and commerce, usually offered over the cloud as a SaaS model. This helps
companies optimize their marketing strategies, from managing content and delivering email campaigns to automating their ad buying and
measuring their success

1.7x 1.6x 1.4x +4.2% -3.4%

Customer Customer Revenue Marketing Staff Administrative
Retention Rates Lifetime Value Growth Productivity Overhead

Main Players in Marketing Technology

/— E-Commerce —\ /— Marketing Automation /— AdTech —\
() shopify Google @ theTradeDesk

MarTech leads to faster revenue growth, cost and time savings & optimization of marketing investments

Source: Forrester, Nucleus Research
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Adobe Segment Overview - Digital Experience '« Adobe
A fully integrated platform

Data Analytics

L7

Campaign Execution

Audience Profiles Management

\

Content management

Advertising Personalization
E-commerce B2B Marketing

The integration between all of Adobe’s solutions leads to a large amount of cross-selling

Source: Adobe
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Forecasted Growth Trailing TAM Growth " Adobe
Fast growth ahead

Digital Experience: Revenue vs TAM Digital Experience: Revenue Growth % vs TAM Growth %
Rev. ($B
TAM ($B) ($B) 50%
80 5.0
45
70 40%
4.0
60
3.5
30%
50 3.0 ’
40 2.5
20%
30 2.0
1.5
20 1.0 10%
10 05
0 0.0 0%
FY2015A FY2017E FY2017A FY2018E FY2019E FY2020E FY2021E FY2017A FY2018E FY2019E FY2020E FY2021E
mmmm Digital Experience Revenue == Digital Experience TAM B TAM Growth %  m Digital Experience Growth %

The market currently forecasts Adobe’s Digital Experience revenue growth to slow down, despite the TAM’s
exponential growth and Adobe’s leader position in a winner-takes-it-all industry

“Human brains are not able to understand exponential trends.”

[
|
[
|
[
: - Paraphrase of Vincent Bérubé, McKinsey Partner

Adobe’s Digital Experience segment will grow much faster than the market expects, mainly due to its market leader position

Source: Company Filings, Equity Research, Bloomberg
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The Winner Takes It All " Adobe

“The most important thing is trying to find a business with a wide and long-lasting moat around it” — Warren Buffet

Marketing Technology is a winner-takes-it-all industry

Network effects Switching costs Integration

Adobe is in a great position to use its Digital Media cash cow to win in the Digital Marketing industry

Source: Credit Suisse, Adobe
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The Winner Takes It All " Adobe

“The most important thing is trying to find a business with a wide and long-lasting moat around it” — Warren Buffet

Marketing Technology is a winner-takes-it-all industry

Network effects Switching costs

|

I “Adobe is clearly a leader with content and data driving its advantage in this competitive market. We believe |
| Adobe will remain one of two clear winners in this massive market.” :
I - Credit Suisse Equity Research I
|

2/3 of Fort 500 Market-I i
/3 of Fortune arket-leading Most complete Ability to acquire

smaller contenders

companies already margins leading to product suite on
using it cheap financing the market

Adobe is in a great position to use its Digital Media cash cow to win in the Digital Marketing indsutry

Source: Credit Suisse, Adobe
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Growth Through Accretive Acquisitions

" Adobe

Top of the food chain

Adobe has closed 2 large acquisitions so far in FY2018

/— Iﬁll\/lagent@ 4\

v" Closed in May 2018

$ 1 . 68 B v' E-commerce

software

v' Supports more than
$155 billion in gross
merchandise volume

In Cash

Y 11) Marketo TN
$4_7SB v Closed in

September 2018
In Cash and

v' Cloud platform for
Debt v" Over 5,000

- /

B2B marketing
\ customers /

i

Strong opportunity for other acquisitions

$4.9B

$1.9B

Strong Cash Balance Low LT Debt

5,000+ cos

Extremely
Fragmented Market

0.0x

Net Debt/EBITDA

Adobe is a leader in a nascent, fragmented market that will be a winner-takes-it-all industry

Source: Adobe, Press releases, Bloomberg, Quarterly reports
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Thesis 2 — Recession-Proof / Quasi-Monopoly

SECTION IlI
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What is Digital Media? AL

Adobe Has a Quasi-Monopoly in the Creative Cloud and Document Cloud Industries

Creative Cloud Document Cloud

Apps and services for video, design, photography, and Adobe Acrobat Reader, Adobe Scan, and Adobe Sign —
the web - built-in tutorials and templates, helping the full suite of PDF applications and solutions: create,
beginners and pros, alike edit, scan, and sign PDFs

>90%: | 90%: | >50%: | 8Bn: [ 200Bn:

of World’s Creative Cost Savings & of Fortune 100 e-Signature
Professionals Use Environmental Use Document JICUREI]
Creative Cloud Impact Reduction Cloud

Main Players in Creative Cloud Industry

AUTODESK.
'i @ o™ Microsoft

PDFs opened in
Adobe Products?

Main Players in Document Cloud Industry

<3 Dropbox % Microsoft

Creative cloud and document cloud have strong clouds and virtually no competition in their markets, respectively

Source: Forrester, Nucleus Research
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Document Cloud Business Model " Adobe

Razor and Blade Model Allows Creates a Quasi-Monopoly

PDFs Free To Use

Creates Ecosystem

_ Network Effects Make PDFs
Ubiquitous

Ancillary Solutions
Generate $

Streamline: Sales, HR, Procurement,
Legal, and Digital Enrollment

/ N\

$7.5Bn:

N

Monetization

I’ 1) With scale, security becomes more and more important I
| 2) Seamless integration saves time (scan, edit, sign, send) |
\ 3) Tiered subscription model attractive to users needs I

PDFs can be considered a loss-leader which helps enable Adobe to build an monopolistic ecosystem

Source: Company Website

21 1) 2021 TAM, according to Adobe and Equity Research ($0.5Bn from market expansion, $4.5Bn from value expansion, $2.5Bn Desautels Capital Management
from core growth)




" Adobe

Creative Cloud Business Model
High Switching Costs Creates a Quasi-Monopoly

First Mile: From Zero to Hero

Photoshop

/ N\

Expand to Non-Pros: Extend the
Power of Creative Cloud to All

$2928 N 1 Premiere

Multi-Surface Systems: Phone,
Tablet, Laptop, & Desktop

Growth Strategies

Pro
TAM

Services: Adobe Stock, Fonts, &
Behance

[ 1) High switching costs — difficult to train people in I
: Photoshop and have to re-train them :
I 2) Lots of cross-selling and add-on sales |

The Creative Cloud is a good revenue anchor due to its high switching costs and subscription-based model

Source: Company Website
22 1) 2021 TAM, according to Adobe and Equity Research ($7.2Bn from market expansion, $7.5Bn from value expansion, $14.5Bn

from core expansion)
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Drivers of Recession-Proof / Monopoly Power

" Adobe

“If you stand by the river long enough, you’ll see the bodies of your enemies float by”’- JP Morgan CHASE MD

Subscription
Cancellation

‘RIGGEQ

"% a“

“gw»\.q

4 cnoﬂ‘

Higher
Margins /
Liquidity

Crunch

v

High

Switching

v

Blade Model

v

Source: Freepik, monkik, CapitallQ

v

Continued updates and
improvement creates
customer stickiness

Superior financial

position provides
flexibility

Network + learning
curve = inconvenient
switching

Acrobat is free, but

customers will pay for
increased functionality

23
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Thesis 2 Assumptions Explained h Adobe

A combination of factors will continue to grow Adobe’s Digital Media segment
(in $US millions, unless noted)

More people are engaging in DIY projects and freelancing for their work, representing a need for Creative Cloud products

[ = = = = e = = o o ===

. | Percentage of US Workforce

I /., 7 I Freelancing

I 53 : £ 1 e 50%!

: e T | oo -

| > | o L
. | 20% I

I Skills | | | I L 10w : :

I ;0% —

- o o o o o o o o Em Em Em Em Em Em Em Em Em Em = 2018 2028

%]
=]
8  $700,000 ) ) "
~ Linear Regression Statistics
S $600,000
S R Square 0.900698
P $500,000
o =~ Intercept 9813.386
5 5 $400,000 N
=) Coefficient -0.1225
O  $300,000
- Equation 9813.386 — 0.1225x
é $200,000 , ,
3  $100,000
Q [ ]
- $0

74,000 75,000 76,000 77,000 78,000 79,000 80,000 81,000 82,000 83,000

Paper Consumption (1000s of tons)?

Numerous workplace, cultural and sustainability tailwinds support increasing adoption of Adobe products

Source: Company Filings, Morgan Stanley, Statista, Freepik

1) Morgan Stanley 2) Statista 3) Company filings Desautels Capltal Management



Thesis 3 — Complementary Products

SECTION V
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Thesis 3 — Complementary Products

'~ Adobe

Product segments made for each other

4 )

Cross-Selling Between
Products

~39% of Experience
customers are subscribed
to more than 2 solutions

gum—

o /

Artificial Intelligence

Adobe Sensei is a leading
Al system able to
capitalize on the data
gathered by Adobe

4 )

4 N

Open Data Initiative

Agreement to share data
with Microsoft and SAP

& /

o

L\l

|

Economies of scope complemented by strong operating leverage

o C—

Increased Operating Margins

The complementarity of Adobe’s product line will lead to higher margins

Desautels Capital Management



Valuation

SECTION V
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Valuation Implications '« Adobe
DCM vs. Market Implied Valuation

(in $ millions, unless noted)

Revenue: Adobe has strong network effects that protect it from high churn and international exposure will increase their user base
Mkt. Implied: 33% EBITDA margin & ~$23,815Bn revenue in FY26E

FY26E Delta: 2% EBITDA margin, ~$1,5Bn in FY26E A

$27,000
Mkt. I
imolied Analysts DCM JA
C ApGR CAGR CAGR
o) 0,
6.77% 11.77% 13.78% — $22.000
]
DCM recommends a buy for Adobe Systems, Inc. with a price
target of $335.72, representing a 53.49% upside .
$17,000
= !
——
R $12,000
.
$7,000
FY2018E FY2019E FY2020E FY2021E FY2022E FY2023E FY2024E FY2025E FY2026E
= Market Implied Revenues Street Revenues mmmmm DCM Revenues DCM EBITDA Margin % Street EBITDA Margin %

Source: DCM Model
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Adobe SaaS & AdTech Peers " Adobe

Despite Trading at a Premium to Its Peers, Adobe is a Uniqgue Company and Many MarTech Peers are Private

Overview Operating Metrics
Company Name EV ($mm) Market Cap _Levered Beta Revenue Growth Net Debt/EBITDA EBITDA Margin EV/Sales
18E-19E FY18E FY19E
SAP 109,088 106,111 0.93 7.93% 0.47x 33.64% 4.53x 4.20x
Oracle 186,429 187,727 1.31 0.91% -0.11x 47.03% 4.67x 4.63%
Microsoft 750,569 803,086 1.07 10.76% nm 42.42% 6.53x 5.90x
Cerner Corp 18,161 18,534 1.29 9.19% nm 29.30% 3.48x 3.19x
Intuit Inc 50,260 51,538 1.21 10.72% -0.52x 35.61% 8.28x 7.48x
Salesforce.com Inc 92,539 91,568 1.07 22.67% nm 24.69% 7.85x% 6.40x
Vmware Inc 53,638 62,700 1.57 9.18% nm 40.44% 6.38x 5.84x
Digital Media/Marketing
The Trade Desk Inc. 4,752 4,918 2.30 36.29% nm 30.58% 11.33x 8.31x
Alliance Data 31,539 10,512 1.37 154.24% nm 26.80% 9.71x 3.82x
Omnicom Group Inc. 20,861 17,223 0.56 -0.15% 1.21x 15.73% 1.36x 1.36x
OUTFRONT Media Inc. 5,266 2,947 0.91 51.59% nm 29.59% 4.85x 3.20x

25th Percentile 26.80%
75th Percentile 109,088 106,111 36.29% 40.44%

Adobe Systems Inc 20.48% 45.82% 10.09x

Premium / (Discount) -4.50% 1.06% -25.21% -43.56% -196.59% 13.28% 46.78% 57.69%

Source: Bloomberg, CaplQ
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Appendices
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Sensitivity Analysis

" Adobe

(in $ millions, unless noted)

Terminal g%

1.50%
1.75%
2.00%
2.25%
2.50%

WACC
12.61% 12.11% 11.61% 11.11% 10.61%
$ 30666 $ 32397 $ 34312 $ 36441 $ 388.20
$ 31137 $ 32930 $ 34917 $ 37132 $ 396.12
$ 31631 $ 33489 $ 35553 $ 37860 $ 404.51
$ 32148 $ 340.76 $ 36224 $ 386.29 $ 413.39
$ 32691 $ 34694 $ 36931 $ 39443 $ 422.83

31
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Risks & Catalysts " Adobe

Adobe’s risks and catalysts depend on the strengths and weaknesses of its applications
(in $ millions, unless noted)

NEEH Catalysts:

« Data privacy laws » Adobe is acquired by
limit digital marketing a larger competitor

capabilities Further accelerated

A competitor creates growth of

a substitute for any ‘ AdObe DIY/freelancing

» Adobe develops a

Adobe platform
Any weakness in new way to integrate
data protections current products

32 Desautels Capital Management




Why SaaS?

" Adobe

Technology disrupting another industry

Healthcare SaaS companies currently trade at a discount to the SaaS market as a whole

EV / Revenue

1 Enterprise SaaS: ~9.5x :
 Healhcare Saas: __63x ]
Growth %

: Enterprise SaaS: 22% :
 HealthcareSaas: __20%
Margin %

: Enterprise SaaS: 26% :
L Healthcare Saas: ___20% _ |

Adoption rate will start increasing
US telemedicine customer retention rate

18%

= <10%
= 10-20%

,‘ %
20-30%

55% 12% = 30-40%

40-50%
5%

50 = >50%

Reimbursement Uncertainty

Nascent Industry

Slow Adoption Rate & Heavy Regulations

5-Yr Levered Betas

US Technology: 1.00 :
Enterprise SaaS: 1.18 [
Healthcare SaaS: 1.15 :

Significant cost savings

40%

30%

20%

10%

0%

Cost savings from using health SaaS
according to practitioners

>20% 15-20%  10-15% 5-10% <5%  No savings

Healthcare SaaS companies currently trade at a discount to the SaaS market, which is not warranted

Source:

33
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Revenue Build

"‘ Adobe

Revenue Streams
\

Publishing

$0.2Bn
Revenues

Digital Media

$6Bn
Revenues

Digital

Experience

$2.3n
Revenues

34
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Summary

" Adobe

Key People:

CEO & President: Shantanu Narayen

CFO: John Murphy

Headquarters:
San Jose, CA, USA

Main Revenue Drivers:
Digital Experience Growth

Market Cap:
$110.3B

Valuation Metrics:
EV/Revenue: 11.9x
EV/EBITDA: 22.8x
P/E: 46.7x

Investment Theses:

1) Digital Experience segment
misunderstood

2) Recession-proof

3) Cross-selling

Price Target:
$335.72

35
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