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A REMINDER – INVESTMENT APPROACH

The	prices	of	shares	tend	to	vary	far	more	than	the	value	of	the	underlying	businesses	in	the	short	term.	Some	of	the	

factors	that	contribute	to	this	are:

n		Economic	sentiment

n   General	market	sentiment	towards	equity	investments	as	a	category

n		Management	changes

n		Country-specific	issues	

n				Market’s	 view	 that	 the	 business	 model	 is	 broken	 (at	 least	 in	 the	 short	 term)	 or	 conversely	 overly	 optimistic	

expectations;	and	

n				Lack	of	sell-side	research	due	to	size	or	free	float	in	the	shares	of	the	company	or	conversely	the	‘follow	the	pack’	

mentality	often	driven	by	mainstream,	widely	read	analysis	and	research

We	aim	to	invest	in	companies	that	in	our	view	fall	below	their	underlying	value	(often	as	we	have	a	contrary	view	to	

the	market	for	the	reasons	mentioned)	and	sell	when	the	price	rises	above	our	assessment	of	fair	value.	

The	key	aspect	of	our	 investment	process	 is	determining	 the	underlying	or	 intrinsic	value	of	 the	businesses.	We	

therefore	 spend	 a	 great	 deal	 of	 time	 developing	 differentiated	 information	 that	 helps	 us	 determine	 the	 intrinsic	

value	of	a	target	company.	This	involves	rigorous	research	and	analysis	of	the	industry	and	competitors,	in	order	to	

construct	a	detailed	picture	of	the	dynamics	of	the	market	and	investment	being	reviewed.	

By	not	limiting	ourselves	to	any	market	capitalisation	size	or	sector	and	by	allocating	more	time	to	research	and	

investing	 (rather	 than	 trading)	 we	 believe	 this	 strategy	 gives	 us	 a	 structural	 competitive	 advantage	 to	 generate	

returns	in	excess	of	our	benchmark.

The	current	composition	of	the	portfolio	is	set	out	in	the	Appendix	on	page	8.
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WENTWORTH WILLIAMSON FUND
December 2018 Performance Update

Returns (%) WWF Fund
S&P/ASX 300 
Accumulation

Index
Cumulative

Since inception 43.6% 45.8%

Financial year to June

FY14 3.5% 4.6%

FY15 16.5% 5.6%

FY16 14.0% 0.8%

FY17 11.5% 13.8%

FY18 -7.7% 13.2%

FY19 YTD -10.11% -7.03%

Returns	are	net	of	all	fees,	include	income,	assume	reinvestment	of	distributions	and	exclude	any	spreads	that	might	be	payable	on	some	
transactions.	Inception	date	is	30	September	2013.

Overall,	we	are	pleased	with	the	operational	performance	of	our	current	portfolio.	However,	the	share	price	of	most	

investments	tell	a	different	story,	due	to	the	market	sentiment	and	current	market	conditions.	If	one	is	not	so	fixated	

by	day-to-day	share	prices,	one	would	have	considered	the	current	business	performance	as	providing	satisfactory	

returns	over	the	six-month	period	to	December	2018.	The	recent	pull	back	in	most	global	equity	prices	coupled	with	

a	plethora	of	adverse	macro	news	flow	has	not	helped	sentiment,	but	we	don’t	fully	understand	why	the	shares	of	our	

investments	have	been	sold	down,	in	our	view,	to	bargain	price	levels.	A	reminder	that	many	of	our	investments	are	

insulated	to	the	so	called	Australian	consumer	debt	bubble,	examples	include	TPI	Enterprises,	ERM	Power,	Austal	

and	Alexium.	Our	other	 investments	are	either	partially	 insulated	with	significant	operations	offshore	or	posting	

improvements	from	a	very	low	earnings	base	(recovery	stories	which	are	our	bread	and	butter).

There	are	plenty	of	what	appear	to	be	share	price	recovery	opportunities	in	over	sold	markets,	but	we	have	learnt	

(the	 hard	 way)	 that	 share	 price	 turn	 arounds	 can	 be	 prolonged.	 Our	 bias	 remains	 on	 value	 or,	 more	 succinctly,	

opportunities	where	significant	further	downside	seems	extremely	limited.	

Our	private	equity	like	approach	means	we	run	a	concentrated	portfolio	of	companies	we	understand	very	well,	this	

helps	tremendously	during	these	times	as	we	have	conviction	to	buy	more	shares	as	the	prices	fall	where	others	may	

sit	the	entire	time	on	the	sidelines.	Additionally,	although	we	had	demand	from	retail	and	institutional	customers	to	

invest	in	our	Fund	in	the	past,	we	remained	true	to	our	heritage	and	open	to	high	net	worth	clients	only.	Although	

not	 immediately	 apparent,	 we	 believe	 our	 approach	 and	 the	 structure	 of	 our	 Fund	 will	 prove	 to	 be	 a	 significant	

competitive	advantage	during	these	times	as	we	see	behaviour	in	a	number	of	other	funds	which	suggests	to	us	

that	 there	are	some	 forced	sellers	 in	 the	market	place	as	 they	seek	 liquidity	 for	redemptions,	 this	 together	with	

what	looks	like	retail	investors	capitulating.	As	we	still	have	a	decent	cash	buffer,	this	has	enabled	us	to	acquire	at	

prices	down	over	20%	on	some	of	our	more	illiquid	stocks.	We	would	never	have	expected	to	be	in	a	position	to	be	

buying	some	of	our	investments	at	these	low	prices	and	outside	Alexium	and	TPI	Enterprises,	the	average	PE	ratio	

of	our	Fund	is	~8x,	compared	to	the	ASX300	that	has	a	PE	ratio	of	~15x.	Most	of	our	companies	have	no	debt	and	

are	growing.	We	are	not	rushing	around	revolving	our	portfolio,	and	as	we	have	stated	we	have	high	conviction	for	

the	future	of	our	selected	assets	and	we	are	gradually	increasing	our	ownership	stakes	in	these	companies	within	

our	disciplined	portfolio	metrics.	Over	the	next	two	to	three	years	we	believe	we	will	see	significant	increases	in	the	

prices	of	the	shares	of	these	companies	as	they	reflect	the	real	underlying	value	of	their	businesses.	

One	of	our	key	 investments	where	we	 increased	our	ownership	position	 to	6%	recently	 is	TPI	Enterprises	 (TPE).	



4	 DECEMBER	QUARTERLY	REPORT

We	have	discussed	this	company	previously	in	our	March	2018	Report	(https://www.wentworthwilliamson.com.au/

document-centre)	but	it	is	worth	refreshing	the	investment	thesis	just	before	TPI	is	about	to	report	what	we	believe	

will	be	a	significant	leap	in	turnover	and	move	towards	profitability.	As	a	comparison,	we	will	also	compare	the	TPI	

investment	case	with	the	much	hyped	up	valuations	of	the	many	recently	listed	cannabis	stocks,	which	also	deal	

in	pain	management.	This	is	not	to	say	that	we	don’t	believe	there	will	be	a	meaningful	market	for	legal	cannabis	

consumption,	 we	 simply	 can’t	 understand	 the	 amounts	 investors	 are	 willing	 to	 pay	 for	 the	 share	 of	 companies	

generating	little	revenue	today	without	any	‘real’	barriers	to	entry	(other	than	the	fact	the	valuations	are	supported	

by	brokers	and	other	cheerleaders	for	a	topical	subject	for	now)	as	compared	to	TPI.	The	current	market	in	Australia	

for	cannabis	products	is	still	very	small	at	only	around	2,000	patients1.	Although	the	patient	population	is	expected	

to	grow	quickly	and	substantially,	there	is	still	a	long	way	to	go	before	the	glut	of	recently	listed	Australian	Cannabis	

entities	start	booking	meaningful	revenues.	Additionally,	we	can	already	see	production	costs	are	declining	rapidly	

(which	will	also	drive	prices	down	significantly)	with	thousands	of	contract	farmers	available	for	Cannabis	production	

in	low	cost	jurisdictions	such	as	Columbia	and	the	Democratic	Republic	of	the	Congo.	Quite	clearly	competition	is	

going	to	be	fierce	with	so	many	players	coming	into	the	market	at	the	same	time.

It’s	strange	to	us	that	many	of	these	listed	cannabis	companies	are	valued	much	higher	than	TPI,	which	by	contrast	

is	a	company	with	significant	barriers	to	entry,	currently	generating	significant	revenue	(and	revenue	is	expected	to	

catapult	ahead	again	in	2019)	and	starting	to	generate	free	cash	flow.	Incidentally	TPI	also	owns	a	Medical	Cannabis	

Licence	but	we	value	this	at	zero	for	the	moment	in	our	analysis	(effectively	a	free	option	for	us).	

A Focus on TPI Enterprises 

Just	to	refresh,	TPI	converts	poppies	into	many	well-known	pain	killers	that	we	use	today,	seen	in	the	picture	below.	

Narcotic	Raw	Material	(NRM)	production	requires	a	licence	from	the	United	Nations	and	the	last	one	granted	before	

TPI	obtained	theirs	was	in	the	1970s.	When	TPI	entered	the	market	roughly	15	years	ago,	there	were	9	producers	of	

NRM	globally,	there	are	now	only	6	left	and	the	2	producers	in	Tasmania	seem	to	be	scaling	down	their	operations.	

One	of	the	main	reasons	for	this	industry	upheaval	is	that	through	a	process	developed	by	CEO	Jarrod	Ritchie,	TPI	

can	make	NRM	roughly	40%	cheaper	than	their	competitors,	a	huge	advantage	in	a	commodity	industry.	They	are	

one	of	only	three	global	producers	that	is	vertically	integrated	with	products	throughout	the	supply	chain.	As	NRM	

is	the	major	cost	for	all	products	in	the	supply	chain,	TPI	can	produce	at	much	lower	costs	to	its	competitors	at	all	

stages	of	the	product	lifecycle	and	therefore	charge	lower	prices	whereby,	we	believe,	it	will	rapidly	capture	greater	

market	share.

1.	https://mjbizdaily.com/australia-medical-cannabis-patient-count-surpasses-2000/
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When	we	entered	this	investment	in	2017	we	had	a	view	to	hold	it	for	several	years	to	allow	the	investment	thesis	to	play	

out	fully	with	the	company	emerging	with	dominant	market	share,	as	a	disruptor	with	its	innovative	manufacturing	

process	 in	 this	 cottage	 industry.	We	always	believed	 that	 2018	would	be	a	defining	 year,	wherein	TPI	more	 than	

doubled	its	revenue	and	reached	profitability	in	the	latter	part	of	the	year.	We	believe	the	company	is	on	track	with	

a	strong	growth	trajectory	again	predicted	for	2019.	For	2019	we	believe	that	revenue	will	leap	forward	by	a	similar	

amount	again.

The	exciting	aspect	about	TPI	at	this	stage	is	its	scalability,	currently	all	fixed	costs	are	covered	by	existing	revenue.	

Heading	into	2019	we	will	start	to	see	significant	operating	leverage	as	the	~$19m	of	overhead	is	likely	to	remain	

relatively	 fixed	 whilst	 revenues	 grow	 substantially	 again.	 Maintenance	 capex	 is	 limited	 to	 $3-4m	 and	 it	 will	 only	

cost	~$5m	to	double	capacity	at	their	100-tonne	plant.	Forecasting	the	numbers	out	over	the	next	3-5	years	when	

management	expect	to	produce	and	sell	200	tonnes	of	NRM	(almost	$200m	revenue)	at	40%	gross	margin,	while	

keeping	overheads	roughly	the	same,	you	will	come	up	with	a	valuation	that	 is	several	 times	the	current	market	

capitalisation	 even	 with	 a	 conservative	 valuation	 multiple	 (at	 that	 stage	 the	 company	 is	 likely	 to	 be	 considered	

defensive	as	it	is	selling	a	drug	into	a	very	predictable	global	market	place).	Essentially,	today	you	can	buy	a	best	in	

class	operator,	rapidly	gaining	market	share	in	the	global	pain	management	market,	that	is	likely	to	be	more	immune	

from	the	economic	cycles	here	or	abroad	with	extremely	high	barriers	to	entry	at	less	than	a	$100m	market	cap.	The	

opportunity	at	the	current	price	might	not	be	available	permanently,	we	believe	that	during	this	calendar	year	the	

company	should	be	generating	good	free	cash	flow	and	is	likely	to	start	attracting	the	attention	of	brokers	and	market	

commenters.	Currently,	not	much	is	known	about	TPI	outside	of	a	handful	of	substantial	shareholders	that	continue	

to	increase	their	ownership	stakes	and	have	locked	up	half	the	share	register	already.	

Before	we	move	onto	the	next	topic	we	thought	we	should	address	what’s	going	on	in	the	opioid	market	generally	

because	of	the	wide	media	coverage	lately.	The	vast	majority	of	opioid	misuse	happens	in	the	USA	and	the	large	

majority	of	deaths	come	from	short	acting	synthetic	opioids	such	as	 fentanyl.	85%	of	 the	world’s	population	has	

little	or	no	access	to	pain	relief	so	the	overall	global	opioid	market	for	pain	relief	continues	to	grow	despite	declines	

in	the	US	market.	Unfortunately,	like	all	drugs	there	will	always	be	instances	of	abuse	but	TPI	is	well	positioned,	

operating	in	a	highly	regulated	market	(leading	to	high	barriers	to	entry),	they	do	not	sell	into	the	US	and	they	do	not	

sell	synthetic	drugs.	Demand	for	anti-addiction	drugs	in	the	opioid	market	is	also	rapidly	increasing.	Interestingly	

the	anti-addiction	growth	Indivior	(Suboxone)	is	made	from	poppies	much	like	anti-venom	for	spiders	and	snakes	is	

made	from	the	venom	itself.	TPI	have	a	big	cost	advantage	in	this	sub-segment	of	the	market	because	it	requires	3x	

the	amount	of	NRM	to	create	an	anti-addiction	drug,	more	than	the	painkiller	itself.	

We	thought	it	would	be	an	opportune	time	to	compare	our	exciting	investment	in	TPI	to	some	stocks	in	the	popular	and	

much	hyped	medicinal	cannabis	space	(which	also	focus	on	pain	management,	like	opioids)	where	it	appears	some	

investors	are	prepared	to	pay	almost	any	price	for	companies	that	are	very	difficult	to	value,	with	most	generating	

negligible	revenue	(never	mind	profits).	

TPI vs Cannabis – a comparison

We	can	find	more	than	20	listed	stocks	in	Australia	that	are	involved	in	cannabis	in	some	shape	or	form	and	there	are	

many	others	overseas,	so	obviously	the	barriers	to	entry	are	not	that	high.	Cannabis	is	a	crop	like	potatoes,	carrots	

or	any	agricultural	crop	where	the	margins	are	(depending	on	supply),	on	average	thin.	Although	companies	like	to	

talk	about	potential	market	size	(which	we	aren’t	disputing)	we	argue	that	over	time	profits	will	not	be	as	high	as	

some	people	think,	revenue	is	not	profit	and	with	low	barriers	to	entry,	an	efficient	market	will	reduce	the	margins	

to	somewhere	in	line	with	other	agricultural	businesses.	Also,	the	second	stage	products	like	oils,	hemp	products	

or	dietary	supplements	are	easy	to	make	and	again	the	regulatory	hurdles	are	not	high,	so	margins	here	will	also	

trend	to	the	market	norm.	Already	the	costs	of	production	for	second	stage	products	like	CBD	are	falling	rapidly	as	

technology	and	cultivation	in	third	world	countries	rapidly	develops2.

2.	https://www.businesswire.com/news/home/20181227005225/en/Canadas-Largest-Cannabis-Producer-Brings-CBD-Oil
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What	we	are	trying	to	highlight	is	that	a	lot	of	people	are	generating	hype	and	paying	in	general	what	we	believe	are	

“bubble”	values	for	companies	involved	in	cannabis.	We	are	not	disputing	the	potential	applications,	but	in	an	industry	

with	low	barriers	to	entry	and	regulatory	hurdles	that	are	continuously	decreasing,	the	profit	pool	may	prove	to	be	

much	smaller	than	most	anticipate.	

By	way	of	illustration	we	have	chosen	3	companies	currently	listed	on	the	ASX	and	compare	them	to	TPI	to	show	how	

the	market	will	happily	pay	very	high	values	in	a	sector	for	nothing	more	than	a	story,	while	a	company	that	is	on	the	

cusp	of	making	large	profits	and	growing	quickly	is	completely	ignored.	Given	enough	time	we	believe	a	relatively	

competitive	and	efficient	market	will	resolve	both	undervalued	and	overvalued	anomalies.

Auscann	(AC8)	is	a	$226m*	market	cap	company	(vs	TPI,	a	$100m	market	cap).	Their	revenue	in	terms	of	product	

sales	 is	 zero.	 They	 are	 targeting	 commercial	 launch	 in	 H1	 2019	 through	 the	 launch	 of	 the	 generic	 pain	 pills	 in	

Australia	which	may	have	a	decent	market	size	but	it’s	impossible	to	tell	at	this	time	what	the	uptake	will	be.	Even	

if	 the	potential	market	size	 is	as	 large	as	anticipated,	and	Auscann	 is	developing	one	of	 the	first	final	dose	form	

capsules,	we	think	the	margins	will	probably	end	up	low	as	there	is	no	differentiating	feature	in	generic	drugs.

Cann	Group(CAN)	is	a	$293m*	company	(again,	vs	TPI,	a	$100m	market	cap)	that	 is	looking	to	provide	medicinal	

marijuana	products	in	Australia	and	overseas,	their	cash	receipts	for	the	first	quarter	this	financial	year	was	$2,000.	

The	plant	 is	expected	 to	operate	at	 full	capacity	 in	Q3	2020	but	even	at	 full	capacity	we	struggle	 to	see	how	the	

company	will	make	sufficient	profit	 to	 justify	a	$283m	market	capitalisation	value.	They	have	no	real	competitive	

advantage,	there	are	a	plethora	of	companies	all	around	the	world	that	are	involved	in	medicinal	cannabis	in	this	way.

Elixinol	 (EXL)	 is	~$385m*	hemp	manufacturer	focused	on	CBD,	a	cannabis	related	compound	that	does	not	have	

psychoactive	effects.	This	is	the	only	profitable	cannabis	listed	company	that	we	can	find	in	Australia	although	they	

aren’t	making	any	positive	cashflow.	The	gross	profit	 in	 the	 latest	half	was	56.4%	which	 is	staggeringly	high	 for	

products	that	aren’t	hard	to	make.	Revenue	will	probably	continue	to	go	up	as	levels	of	market	penetration	increase	

but	we	think	as	competition	enters,	margins	will	be	squeezed	and	it	may	be	hard	to	justify	the	current	market	cap.	

The	three	cannabis	stocks	that	we	talked	about	above	may	be	good	investments	over	time,	but	regardless,	the	market	

thesis	on	each	one	makes	TPI	hugely	undervalued	and	certainly	far	less	risky.	Today	in	cannabis	stocks,	 investors	

are	prepared	to	pay	huge	values	in	a	popular	sector	on	the	back	of	a	good	narrative	in	companies	with	no	discernible	

competitive	edge.	Compare	this	to	TPI	that	is	already	generating	meaningful	revenue,	has	high	barriers	to	entry	and	

therefore	less	competition,	is	growing	quickly	and	most	importantly,	the	company	is	now	looking	forward	to	a	scalable,	

profitable	future	in	2019	and	beyond.	Also,	if	the	medical	Cannabis	hype	is	justified,	we	also	have	a	free	option	with	TPI	

anyway,	as	it	has	a	Medical	Cannabis	Licence	and	we	are	not	be	paying	for	it	at	current	share	price	levels.

*Note	that	the	market	capitalisation	is	the	value	at	14/01/2019
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GOING FORWARD

We	look	forward	to	the	Alexium	report	at	the	end	of	January	and	the	reporting	season	for	our	remaining	investments	

in	February.	We	have	strong	conviction	that	operationally	our	companies	are	heading	in	the	right	direction.		At	some	

point,	 the	wide	disparity	or	dis-linkage	between	operational	performance	and	 the	share	prices	of	our	underlying	

investments	of	the	past	several	months	will	be	arbitraged	away.	On	this	basis	we	remain	optimistic	and	have	a	great	

deal	to	look	forward	to	and	where	we	see	value	we	will	continue	to	buy.	

As	always,	we	are	available	to	meet	with	you	and	we	will	provide	more	regular	communications	back	to	you	during	

this	time.

Yours	faithfully,

James	Williamson

Martin	Marais

Ryan	McCourt

Ashley	Feldman

INVESTMENT COMMITTEE

Geoff	Levy

Joey	Fridman

James	Williamson

CONTACTS

Issued	by	Wentworth	Williamson	Management	Pty	Ltd	

AFS	Representative	No.	445865

ACN	164	774	814

Level	18,	167	Macquarie	Street,	Sydney	NSW	2000

Tel:	+61	2	8052	5806

Email:	james@wentworthwilliamson.com.au
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APPENDIX

The Fund’s Portfolio (unaudited)
As	at	31	December	2018

Company Name % of Fund

Utilities 10.3%

Software	&	Services 10.0%

Pharmaceuticals 9.2%

Capital	Goods 8.7%

Industrial	Services 8.3%

Capital	Goods 8.3%

Real	Estate	Services 6.5%

Consumer	Staples 5.8%

Other	Investments 18.4%

Total Equity Exposure 85.5%

Cash 14.5%

Total 100%


