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June 2018 Quarter
The L1 Long Short Fund Limited had a weak quarter as stocks we view as speculative continued to
rally globally on little fundamental news, while value stocks continued to drift lower. While the past few
months have been disappointing, we believe our strategy of making long-term investments based on
enduring investment principles, such as cashflow generation, industry structure, management quality,
operating trends and balance sheet strength will stand the Company in good stead over time. While we
sometimes use thematic descriptions to summarise where the portfolio made or lost money, we do not make
‘thematic’, top-down investments. We always conduct detailed, fundamental, bottom-up research that
provides us a more complete and objective view of a company’s prospects than the average investor. We
seek to generate superior returns to our investors by identifying a diversified set of mispriced stocks where
we believe we have genuine differentiated insights into the outlook for a company or industry.
At present, the average long position in our portfolio now trades on a FY19 P/E of only 13x, compared to our
shorts, which are now trading on close to 30x. Furthermore, the earnings growth of our long portfolio is higher
than that of our shorts. We believe the current market backdrop provides an ideal hunting ground for generating
alpha over the coming years and we are very excited about the valuation anomalies currently on offer.
Over the quarter, performance was hindered by long positions in several ‘value’ stocks both in Australia and
overseas (such as Boral, Nufarm, HeidelbergCement and CK Hutchison). Furthermore, the recent surge
in price momentum has caused a number of high P/E stocks to rally aggressively with no apparent material
new company information. In section 2 of this report, we provide several charts that clearly highlight the
extreme point we have reached in markets. The relative valuation of growth versus value stocks are near the
20-year extreme – a level not seen since the peak of the dot com bubble in 1999. Furthermore, the price
momentum factor has surged and is now amongst the highest levels of the past 25 years in the U.S. and
Australia.
In section 3, we provide an overview of our investment thesis in Nufarm, which has suffered in recent
months from severe drought conditions in Australia. We believe Nufarm remains a compelling investment
as it is on the cusp of an exciting earnings growth trajectory, courtesy of its European acquisitions and its
revolutionary Omega 3 technology. Finally, in section 4 we outline the investment thesis behind our short
position in the electric vehicle company, Tesla, which we believe is dramatically overvalued and at risk of a
significant share price fall as competition intensifies over the coming years.
Key Details
ASX code
Share price
Market capitalisation
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Net Tangible Assets Per Share (As at 30 June 2018)
LSF
$1.88

NTA pre-tax

$1.7805

NTA post-tax

$1.8476

$1.25b
664,839,144
24 April 2018

Net Performance
Total return since inception

(11.0%)
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Portfolio Commentary
BP and Royal Dutch Shell (long) rose 17-19% in the quarter as
Brent oil prices rose to US$79/barrel. We continue to believe
the outlook for oil is positive, given favourable supply/demand
dynamics, capital discipline from the oil majors (reducing
new project spend) and ongoing tensions in the Middle
East. We believe the oil majors offer a compelling
opportunity, given their conservatively geared balance
sheets, low cost of production, ~6% dividend yields and
potential for additional capital management.

given its strong leverage to infrastructure construction
that is set to occur on the east coast of Australia over the
next few years.
HeidelbergCement (long) declined 9% in the quarter, due to
the broader sell-off in European equities and some
concerns about a slower global growth outlook. We
believe that HEI is a high quality, global construction
materials business (one of the largest in the world) that is

Atlas Arteria (long), formerly Macquarie Atlas, rose 14% in
the quarter as the stock continued to re-rate to reflect its
fast-growing dividend profile and monopoly asset
base.

undervalued. HEI is trading on a FY19 P/E of 9.5x, with
double digit earnings growth expected for the next 3
years. Furthermore, the business
generates
very
strong free cash flow which positions the business well
over the long term.

Tesla (short) remains a small short position in the

Mineral Resources (long) fell 13% as the company

portfolio. The shares of the electric vehicle company rose
34% in the quarter due to increasing expectations around
Model 3 car production. In section 4, we discuss our
investment thesis for the company which has a market
cap of ~US$60b, despite having large and growing losses,
high levels of senior executive resignations and a raft of
strong competitors about to enter the electric car industry.

flagged its direct shipping ore operation would end 1-2
years earlier than expected. While this reduces near-term
earnings, the valuation impact should be immaterial, and

Boral

(long)

fell

14%

in

the

quarter

after

a

disappointing quarterly update in late April. Management
largely attributed the weakness to weather, however,
slower operational improvements from the Headwaters
acquisition, and in particular from the fly ash business, as
well as reported temporary performance issues in several
acquired Headwaters plants likely accentuated the share
price fall. We remain optimistic about the outlook for Boral
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we believe the shares have been significantly oversold.
The Fund added to its holding during the recent sell off.
CK Hutchison (long)

declined

6%

in

the

quarter.

CK Hutchison is a HK-based conglomerate that owns
some of the world’s best port assets, a fast-growing
Chinese pharmacy group, European telco assets, along
with a range of other infrastructure and energy assets.
During the quarter, a subsidiary of the group, CK
Infrastructure, made a $13b accretive cash and debt
bid
for
APA
Group
in Australia.
We were
disappointed the funds were not being deployed into
capital management, given the shares trade on only 8.5x
P/E (FY19), with a strong earnings outlook and undergeared balance sheet.
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Momentum/Growth versus Value – Multi-Decade Extremes
One of the starkest trends this year has been the dramatic
outperformance of high P/E stocks relative to the rest of
the Australian share market. In fact, the only part of the
Australian share market that has been rallying this year has
been stocks that trade on a high P/E. (see Chart 1 below).

has languished, delivering a negative return overall. This
unusual backdrop has proven difficult for the Fund, given
we typically buy stocks on a lower P/E than the market
and typically short stocks on a higher P/E than the market
(where we identify a negative catalyst).

High P/E stocks such as Xero (+57%), Flight Centre
(+44%), A2 Milk (+43%), CSL (+36%), Aristocrat (+30%) and
ResMed (+28%) have pushed the overall market higher. At
the same time, the remaining three-quarters of the market

One of the most unusual aspects of the past year has
been that overall, the higher P/E a stock has traded at,
the better its price performance has been over the past
year (see Chart 2 below).

Chart 1: Performance by P/E quartile so far in calendar year 2018

Source: Factset, UBS, ASX200 ex-resources, market cap weighted as of 31 December 2017.

Chart 2: P/E ratios – previous 12 months of ASX100 performance

Source: Moelis, Bloomberg, as at 3 July 2018, ASX100 ex-resources.
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Momentum/Growth versus Value – Multi-Decade Extremes (continued)
Traditional
valuation
metrics
such
as
P/E
multiples, dividend yield and earnings yield have
delivered poor performance for investors, while price
momentum has been by far the strongest performer.
While this trend has been pervasive in recent times, there
has been a dramatic acceleration in the past 3-6 months
(see Chart 3 below).
What this means is that the best investment strategy
has been to stay long the stocks that have already
performed strongly and to stay short those stocks that
have been performing the worst. This approach has
worked almost constantly over the past 5 years, which
is now close to historical extremes. While we agree
that many highly

priced stocks deserve the re-rating they have enjoyed and
some others have also deserved the de-rating they have
suffered, we believe this phenomenon has become far too
broad and extreme, which is providing some attractive
valuation anomalies.
As you can see in Chart 4 below, price momentum is now
close to the highest levels of the past 20 years. There
have only been two other similar extreme levels reached.
Once during the peak of the dot-com boom in 1999 and
once in 2015, when a group of market darlings surged and
briefly enjoyed P/Es of 30-60x.

Chart 3: Relative performance of value versus momentum factors for ASX 200 to 30 June 2018
3-MONTHS

1-YEAR

5-Years

TYPE

FACTOR NAME

Value

Earnings Yield (Forward)

-7.6%

-12.9%

-4.8%

Dividend Yield (Forward)

-7.3%

-20.5%

-8.9%

Value Composite

-6.0%

-9.0%

-2.6%

Momentum

Price Momentum (12 month)

11.4%

23.0%

12.3%

Difference

Price Momentum less Value Composite

17.4%

32.0%

14.8%

- Outperformance per month

5.5%

2.3%

1.2%

Source: Factset, UBS, five year period is annualised.

Chart 4: Price momentum versus value composite factor returns for ASX 200 to 30 June 2018

Source: Factset, UBS, price momentum total return divided by value composite total return.
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Momentum/Growth versus Value – Multi-Decade Extremes (continued)
Similarly, in the U.S., the outperformance of growth stocks
versus value stocks is fast approaching a 20-year extreme
– a level not seen since the peak of the dot-com boom in
1999. While our portfolio typically exhibits only a modest
value bias, given the extreme skew we see in markets, the

portfolio now exhibits a more pronounced value bias to
exploit this anomaly. (See Chart 5 below).
Furthermore, the outperformance of price momentum
strategies is now close to the most extreme levels of the
past decade (see Chart 6).

Chart 5: Relative performance of growth versus value stocks (S&P 500 Index)

Source: Factset, Citigroup.

Chart 6: The outperformance of momentum stocks compared to the U.S. equity market

Source: BofA Merrill Lynch, data as at March 2018, MSCI US momentum factor represented by the M2US000$ Index.
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Momentum/Growth versus Value – Multi-Decade Extremes (continued)
In Europe, the P/E discount for value stocks is now also
at the most extreme levels in more than a decade (see
Chart 7). Despite the recent sell-off, we continue to
hold several European stocks that are incredibly cheap
(average P/E multiple of 7-11x) and provide reliable
earnings growth.
The Nasdaq Technology Index has rallied more than
500% over the past 9 years. This is one of the largest
moves in a major stock index of all time. While we
believe the current valuations of large technology
stocks such as Apple, Google and Microsoft are not
extreme, there are many second-tier technology stocks
that we believe are extremely overvalued and at risk of
a large pullback. We currently have three specific stock
shorts in U.S. technology names. These shorts have a few
things in common:


loss-making or only marginally profitable;



unattractive industry structure;



weak management team; and



numerous strong competitors now entering their space.

Management in these companies often claim that
competition is a “validation of their strategy” or the
“competition will grow the market”. More often than not,
an increase in competition puts pressure on both sales
and margins, lowering overall business profitability.
Some other signs that we are approaching a speculative
peak in the technology sector:
 If an investor had bought every technology IPO in the
U.S. over the past year, the median return was 99% (with
an average time since listing of only 6 months).
 More than 80% of the companies being listed in the
U.S. over the past year have been loss making, which
equals the peak during the dot com boom in 1999.

Chart 7: The relative P/E of European value versus growth is at the lowest level in at least 10 years

Source: Deutsche Bank, Bloomberg, Haver.

Chart 8: Nasdaq - Epic bull run in the technology sector

Source: Bloomberg as at 30 June 2018.
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Nufarm – Long Position – Investment Thesis
Nufarm has been a core long position since the Long Short
strategy’s inception in September 2014.
Nufarm is a diversified agricultural crop protection and
seed business with operations in Australia, New Zealand,
Asia, Europe, North America, Latin America. Historically,
Nufarm had been an active acquirer of crop protection
assets across Europe, Latin America and the U.S. These
acquisitions diversified the business away from Australian
agriculture and gave Nufarm a global distribution footprint.
Unfortunately, it also resulted in a highly inefficient cost
structure with corporate overheads duplicated in each
region, inefficient procurement practices and poor plant
utilisation.
In 2015, under the leadership of new CEO Greg Hunt and
CFO Paul Binfield, a comprehensive cost-out program was
established with aim of achieving at least $118m in costs
savings, along with additional working capital efficiencies.
This program will be largely complete by FY19 and has been
very successful with NPAT rising dramatically between FY15
and FY17. We believe management are very capable and
shareholder friendly and have demonstrated a sensible
approach to capital allocation. Management’s track record
gives us confidence in them delivering on several exciting
growth projects that Nufarm has underway, which are
currently not fully factored in by the market.

The first of these is the acquisition of several European
crop protection portfolios, following a forced divestment
of these products by FMC and Syngenta to meet European
Commission requirements. The conditions of the sale
meant only a small number of parties approved by European
Commission were able to bid, which we believe resulted in
an attractive purchase price for Nufarm. These portfolios
are highly complementary to Nufarm, carry higher than
group margins, have several exciting new products and can
be distributed in a highly cost-effective way by the existing
Nufarm sales force. Just as importantly, it transforms
Nufarm from a niche European distributor to one of
the largest independent crop protection businesses in
Europe. We believe this is particularly important as smaller
independent crop protection companies and large generic
Chinese manufacturers are keen to find a path to market in
Europe, which has become increasingly difficult in a rapidly
consolidating crop protection market.
The second is Nufarm’s Omega 3 program. Nufarm has
spent the past decade working with the CSIRO to develop a
GM canola plant that can produce high levels of long chain
Omega 3. This huge R&D commitment is finally reaching
commercialisation and we believe the market has yet to
factor in the long-term earnings and valuation upside from
this asset.

Chart 9: Omega 3 market – increasing un-met demand
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Source: Company data
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Nufarm – Long Position – Investment Thesis (continued)
Omega 3 has historically been sourced from fish sources
(such as Chilean anchovies), which are being increasingly
depleted and cannot keep up with long term demand
growth of 5-6% p.a. An increasing global deficit of Omega
3 is emerging (see Chart 9 above) and Nufarm is well placed
to address this gap and potentially displace a portion of
the existing market over time. Every 1% of market share
that Nufarm can win, translates to roughly ~US$8.5m
of EBITDA. With even modest success (eg. 10% market
share), Nufarm could grow its existing NPAT by more
than 50%.
In addition to fish farming, Omega 3 is becoming an
increasingly used nutrient in pharmaceuticals, infant
formula and functional foods. Nufarm has developed the
leading patent portfolio globally, which we believe will
ensure it will be first to market and have a leadership
position in the plant-based Omega 3 space. The
opportunity is to displace the $2.5b Omega 3 fish market
with a high margin proprietary product. Even a small share
of this market could result in a A$100m+ profit opportunity
for Nufarm, effectively d oubling t he p rofitability o f t he
existing Nufarm business.
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Nufarm shares have come under pressure over the
past couple months due to severe drought conditions
in Australia, along with an unexpected delay in getting
approvals for one of its products in France. These two
temporary events have caused Nufarm shares to fall 20%
from its recent highs. While the short-term earnings impact
was a surprise to us, we continue to believe the outlook
for the company is positive, given the short-term nature of
these earnings pressures, the significant upside from the
Omega 3 opportunity and the strong long-term outlook for
their European franchise. Nufarm trades on around 15x P/E
(or 7x EV/EBITDA) in FY19, which we believe is compelling
value considering the strong earnings outlook and the
strategic appeal of the business in a rapidly consolidating
sector.
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Tesla – Short Position – Investment Thesis
The portfolio has a small short position in Tesla, which was
a detractor from performance during the quarter. Tesla is
an electric vehicle (EV) company that was founded 15 years
ago and is led by Elon Musk.

(i)

We believe Tesla has all the attributes we look for in a short
position:
 Extreme overvaluation;

The market opportunity for Tesla is far smaller
than investors realise. Tesla is a dedicated electric
vehicle business with no internal combustion engine
(ICE) vehicles. Even using the more bullish industry
forecasts, EVs may only represent around 10% of
car sales by 2026. Therefore, Tesla’s addressable
opportunity for the foreseeable future is potentially
90% smaller than the major car companies who will
soon be competing across the entire ICE & EV market.
That dramatically limits the sales and earnings

 Weak management team;
 Unattractive industry structure;

capability of Tesla.

 Deteriorating operating trends;

(ii)

 Risky balance sheet; and
 A negative catalyst that should cause the share price
to fall.
Valuation
Tesla’s share price has increased more than 1,000% in less
than 6 years. The market cap has now reached almost
US$60b, which is similar to industry heavyweights General
Motors, Ford, Honda and BMW (and approaching Daimler,
the parent of Mercedes Benz, the world’s largest stand-alone
luxury car company). We believe Tesla is now extremely
overvalued for the following reasons:

Tesla has been operating for 15 years and has
incurred continuous and growing losses over that
time (see Chart 10). Despite having the electric
vehicle market largely to itself, the company has
never had a profitable year and its losses have been
accelerating (they are now averaging US$1b loss per
quarter). Even on very optimistic consensus broker
forecasts, the company is trading on more than 200x
P/E in FY19 (which is arguably being flattered by a
backlog of orders that will be fulfilled in FY19, that in
effect overstate the steady state profitability of the
company).

2016 Q4
2017 Q1
2017 Q2
2017 Q3
2017 Q4
2018 Q1

2016 Q3

2013 Q2
2013 Q3
2013 Q4
2014 Q1
2014 Q2
2014 Q3
2014 Q4
2015 Q1
2015 Q2
2015 Q3
2015 Q4
2016 Q1
2016 Q2

2013 Q1

2009 Q1
2009 Q2
2009 Q3
2009 Q4
2010 Q1
2010 Q2
2010 Q3
2010 Q4
2011 Q1
2011 Q2
2011 Q3
2011 Q4
2012 Q1
2012 Q2
2012 Q3
2012 Q4

Chart 10: Tesla’s quarterly net income and loss
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Source: Company data
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Tesla – Short Position – Investment Thesis (continued)
(iii)

	
Tesla’s
sales would need to grow exponentially for
decades to deliver a reasonable return from today’s
share price. While Tesla’s market cap is similar to
numerous peers (such as Honda, Ford, GM, BMW,
Daimler) these companies sell approximately 25-60x
more cars, and with the luxury car markers acheiving
far greater gross margins. For Tesla to eventually reach
a comparable level of car sales (and therefore have a
chance at a comparable level of profit generation), it
would need to deliver 20% sales growth every year

continuously for the next 22 years. Furthermore, this
does not take into consideration:
a) the
	
time value of money (i.e. profits in 2040 are
worth considerably less than profits in 2018);
b) the
	
huge operational risk to massively scale up
production (particularly given Tesla is already
struggling to meet its current production profile);
c) the imminent rise in competition for EVs.

Chart 11: Sales and market capitalisation of key automotive peers

COMPANY

BRANDS OWNED

MARKET CAP
$USD

UNIT SALES
(‘000)

MARKET CAP
PER UNIT SOLD

82,967

10,777

7,699

68,814

3,245

21,204

Volkswagen Aktiengelleschaft VW, Audi, Skoda, Porsche, Bentley,
Bugatti, Lamborghini
Daimler AG

Mercedes-Benz, Smart, MB Trucks,
Freightliner Trucks & others

BMW

BMW, Mini, Rolls-Royce

59,089

2,464

23,986

Tesla, Inc.

Tesla

58,231

108

539,174

General Motors Company

Chevrolet, Buick, Cadillac, Holden,
Maojun, GMG & others

55,532

4,778

11,662

Honda Motor Co., Ltd

Honda

52,018

5,199

11,005

Ford Motor Company

Ford, Lincoln

44,113

6,621

6,663

29,551

4,740

6,234

7,727

1,559

4,956

Fiat Chrysler Automobiles N.V. Alfa Romeo, Chrysler, Dodge, Fiat, Jeep,
Maserati & others
Mazda Motor Corporation

Mazda

Note: All financial figures are based on consensus FY 2018, sourced from S&P Capital IQ. Unit sales based on trailing 12 months or FY2017
historical figures, including unconsolidated operations. Tesla based on trailing 12 months.

Chart 12: Profitability and valuation of key automotive peers
COMPANY
Volkswagen Aktiengelleschaft
Daimler AG
BMW
Tesla, Inc.

REVENUE

EBITDA

NPAT

P/E ratio (FY19)

278,696

39,254

15,075

4.9

197,438

22,640

11,283

6.0

115,512

16,835

8,733

6.6

19,681

1,301

-1,127

222.2

General Motors Company

144,354

19,088

8,991

6.2

Honda Motor Co., Ltd

143,916

12,815

9,974

8.0

Ford Motor Company

147,201

11,589

6,127

7.3

Fiat Chrysler Automobiles N.V.

133,243

16,384

5,972

4.6

Note: All financial figures are based on consensus FY 2018, sourced from S&P Capital IQ. Tesla based on trailing 12 months.
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Tesla – Short Position – Investment Thesis (continued)
Management
Elon Musk is the charismatic and polarising CEO of Tesla.
Musk has had huge successes in the past (such as being a
leading figure at PayPal and co-founder of SpaceX). He has
revolutionised the auto industry by effectively forcing all the
major car companies to embrace electric vehicles, which
they had resisted for years due to their sunk investment in
traditional ICE vehicles.
In more recent times, Musk has begun to face increasing
scrutiny from investors after making numerous overly
optimistic forecasts and
conducting
questionable
related party transactions (e.g. having Tesla buy out
SolarCity from his two cousins for US$2.6b whilst that
business was in severe financial difficulty, at the same
time he was the largest shareholder of both companies).
His brother also owned $165m of SolarCity bonds
which would most likely have little value had the Tesla
buyout not occurred.
In February 2012, Musk said “Tesla does not need to ever
raise another funding round”.
The company has
subsequently conducted
seven
large
capital
raisings, totalling almost US$9b (see chart 13 below).
The most concerning observation about management
we note is the widespread acceleration of senior
executive departures in the last few years. Tesla has
lost its Chief Financial Officer, Chief Accounting
Officer, Head of Production and Engineering, VP of
Auto-Pilot, Treasurer & VP of Finance, Head of HR,
President of Global Sales & Service, Senior Director of
Manufacturing Engineering, Senior Director of Tesla
Energy, along with dozens of other senior executives,
often w i t h very short tenures. Our observation is
that most high performing companies typically have

low staff turnover.
The recent acceleration in staff
departures is a clear red flag and has historically been a
harbinger of significant underlying issues that have not
yet come to light.
Our sense is that the
aggressive production forecasts, unrealistic financial
targets and questionable accounting practices are
putting a huge strain on the executive team.
Industry Structure
Tesla’s monopoly in electric cars is about to end
Tesla is about to face a surge of competition from most
of the world’s top car companies. Over the next two
years, dozens of competing EV models will be launched
from Audi, Mercedes, BMW, Porsche, Volvo, VW, Jaguar
and Hyundai. VW said it expects to launch a new EV model
“virtually every month” from 2019. Mercedes has stated
it will have an electric version of its entire fleet by 2022.
Tesla has no significant competitive advantage
The battery technology the firm has adopted has now been
superseded, yet Tesla is unable to change to newer
more efficient t echnology d ue t o t he l ong-dated s upply
c ontract it entered into with Panasonic for Gigafactory 1 in
2014. On that basis, Tesla may soon have an inferior
driving range and/or charging capabilities compared
to competitors. Furthermore, the battery technology is
owned by leading battery manufacturers such as LG,
Panasonic and Samsung (not by Tesla)
Auto makers have a long history of copying
competitors’ new product features, investing heavily
in R&D and offering large price discounts to protect
market share.
The auto industry is critical to the
economies of Germany, Japan and Korea. Each countries’
respective auto companies will fight aggressively to
maintain market share.

Chart 13: Tesla's capital raisings
EQUITY AND UNSECURED DEBT FINANCING
September 2012
May 2013
February 2014
August 2015
May 2016

AMOUNT ($M USD)
195
913
2,000
652
2,000

March 2017

1,400

August 2017

1,800

Total

8,960

Source: Company data, CLSA
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Tesla – Short Position – Investment Thesis (continued)
The auto industry does not lend itself to a ‘winner takes all’
outcome. Consumers have differing needs and preferences,
which supports a wide range of models and brands. Many
Tesla bulls believe Tesla will become the next ‘Google’ or
‘Facebook’, however the auto industry does not lend itself
to a natural monopoly (as opposed to web search or social
networks)
Operating Trends
One of the biggest positives for Tesla has been the
backlog of orders for the “US$35,000” Model 3. More
than 400,000 customers initially put down a US$1,000
refundable deposit to be able to purchase a Model 3. This
clever strategy enabled the company to receive a muchneeded cash injection and also create a scarcity perception
that added to the hype around the Model 3 launch.
Unfortunately, the trends for Tesla since that time have been
generally negative.
 The company has struggled to achieve its stated
production target of 5,000 Model 3 cars per week. In
the June quarter, the company achieved its 5,000 car
goal, however the way this was achieved was concerning.
The company was forced to erect a makeshift tent and
abandon its automated production line to temporarily
improve the throughput of the factory. Furthermore,
numerous concerning anecdotes have emerged about
shortcuts taken with safety processes (which could
create financial and brand damage down the track).
 Tesla has elected not to update the market on its
backlog of orders, which suggests many people may
have dropped out This could be due to the actual car
cost being far higher than the promised US$35,000 or
the extensive delay until the cars could be delivered
were simply too long. On that basis, we believe Tesla’s
backlog equates to only ~1 year of production, which
means the company’s biggest issue may end up being a
lack of demand, rather than an inability to produce.
 The recent introduction of tariffs for U.S. goods into
China, has forced Tesla to increase its prices in China
by around 20%. (Tesla currently sells 17% of its cars in
China). Importantly, this price increase does not add to
gross margins for Tesla.
 While Tesla has promised the Model 3 will cost
US$35,000, once some basic features are added (such
as leather seats, wood finish, etc) the car retails for
closer to US$50-60,000. This price range is no longer
“for the masses” as it places it in the same price range as
top end luxury competitors, such as the BMW 5-series,
Audi A6 and Mercedes E Class.

INVESTOR LETTER JUNE 2018 | L1 Long Short Fund Limited 

 Tesla customers currently enjoy a US$7,500 government
tax credit for buying an electric car, which steps down
to zero over the next 18 months. This will cause a large
price rise and/or squeeze on gross margins, particularly
for the Model 3.
While initial reviews for Tesla’s cars have been very positive,
more recent customer feedback has been far more negative
with widespread complaints around service levels for
repairs and spare parts. There are numerous anecdotes
of customers being without their car for many months
because their car is stuck at the repair shop waiting for a
specific part that is not currently available. The quality and
reliability of Tesla’s cars are also being called into question
which many competitors blame on the haphazard, labourintensive manufacturing process that has been used to
achieve the company’s 5,000 car per week production
target. As previously mentioned, to achieve its 5,000/week
Model 3 production target, Tesla erected an enormous
make-shift tent with a largely labour-intensive process. Max
Warburton, Sanford Bernstein’s auto analyst (who
previously benchmarked auto-assembly plants around the
world) reported: “It’s insanity. It’s preposterous. I don’t
think anyone’s seen anything like this outside of the
military trying to service vehicles in a war zone. I pity
any customer taking delivery of one of these cars. The
quality will be shocking.” While we have no view on the
quality of the cars being produced, we have doubts about
the company’s ability to dramatically scale up production
in the time frame analysts believe is realistic.
Balance Sheet
Debt markets more sceptical as Tesla’s corporate bonds
trade at a significant discount
Despite Elon Musk’s claim that the company will be
profitable going forward, we believe Tesla is likely to require
another capital raising in the next 12 months. Tesla now has
less than US$3b of cash and over US$10b of debt and its
latest set of bonds are trading around 90c in the dollar
(at a 7% yield to maturity). The credit markets are treating
Tesla debt as ‘junk’ (the company also suffered a c redit
downgrade in March). Therefore, it would be considerably
more expensive to get another bond issuance away
compared to the last debt raising which had an initial yield
close to 5%. This places more pressure on the company
to fund ongoing losses from equity capital raisings, rather
than debt. Given Tesla’s recent commitment to build a
massive new production facility in China in the next few
years, we would expect a capital raising to accompany any
significant strength in the share price.
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Tesla – Short Position – Investment Thesis (continued)
Conclusion
Despite the recent share price rally, we believe Tesla’s
fundamentals remain extremely weak and the company’s
share price is vulnerable to a large fall, given the persistent
huge operating losses, stressed balance sheet and the
arrival of dozens of competing electric cars from the world’s
top manufacturers.
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