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Adding Value Through Research

ELCANO SICAV returned -23.5% in 2015, net of fees and expenses. Since inception in December 2009,
cumulative performance is 24.0%, equivalent to a compound annual return of 3.6%.

During the months of November and December:

• ELCANO sicav sold all the shares in the chemical company Chemtura (CHMT:US) with an 11.5% return
over 8 months carrying a 4% weight. The proceeds have been reinvested in existing positions with
superior risk-rewards.

In a tough market environment for ELCANO sicav and for value investors in general, we think it is more
important than ever to stick to the principles and concentrate on the process so perspective is not lost.

ELCANO’s strategy rests on the premise that over the medium and long run price and value converge, so short
term market volatility equals opportunity. It consists of uncovering by analysis leading companies that, for
some reason, trade at a discount to its fair value. From the opportunity pipeline, we chose the best ones,
resulting in a concentrated portfolio with reasonable diversification. Finally, we wait patiently until the market
perception changes and the discount closes. The current portfolio of 20 stocks has the following traits:

• Quality. All of them are leaders (Nr. 1 or Nr. 2) in markets that are stable or growing. This enables
them to be economically profitable throughout the cycle. The companies are managed for
shareholders, with the board of directors usually holding a large stake in the company and/or a
management team with well designed incentives. Finally, they have financial flexibility, so we don’t
have the risk of being diluted in a moment of difficulty.

• Price. Intrinsic value is 3x above current value, assuming normalized multiples and returns on capital
employed. Since the sell-off started 18 months ago (June 2014), the companies we currently hold are
down 55% on average, starting from valuations that in many cases were already attractive.

These price-quality characteristics, together with anecdotal evidence from similar situations in the past, make
us optimistic about the medium and long term returns, keeping in mind Benjamin Graham’s words: “In the
short run, the market is a voting machine but in the long run, it is a weighing machine”.

The previous report was focused on restructurings. In the present one, we will provide some insights on
cyclicals, currently weighting half of the portfolio: the Opportunity, the Mechanics of the Cycle and Our
Strategy.

The Opportunity
In our opinion, the ongoing adjustment in the early stages of production (such as materials and energy) and its
impact on the demand of capital goods, offers great investment opportunities. The chart below shows 20 years
of capacity utilization in the US primary industries, the cumulative return of our cyclical basket and a trend line
that is a good proxy for its intrinsic value. At the current cycle trough, with utilization close to 80%, the
valuation discount exceeds 65%, wider than in the previous 3 cycles (the Asian Crisis, the Early 2000 Recession
and the Great Financial Crisis).
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The Mechanics of the Cycle

It can be summed up in two charts covering the last 4 cycles:
• In the first one, we show the development and relationship between GDP, investment, interest rates

and demand for capital goods (Higher GPD growth implies higher investments).
• The second one illustrates the evolution and interaction between capacity utilization and prices for the

US primary industries (Lower capacity utilization implies lower prices).

It can be seen how GDP develops in a stable way. To produce an increasing quantity of goods for final
consumption, the economy’s production capacity has to be expanded with investments in mines,
factories, machinery, energy generation, etc.
However, the rate of investments fluctuates, in some periods growing above GDP and in others well
below, in what is known as business cycle. Although different theories attempt to explain the cycle, it is
evident that there is a close relationship between credit conditions and capital expenditures. Generally,
easy conditions lead to capacity additions and therefore an explosion of capital goods orders and vice
versa.

So
u

rce: Fed
eral R

eserve B
an

k St. Lo
u

is (research
.stlo

u
isfed

.o
rg)

Source: Federal Reserve. Elcano sicav (Log scale used for the cumulative return and the trend line).
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At some stage, it becomes evident that the industry over expanded. In the next chart we see capacity
utilization declining substantially after the investment boom (85% is considered normal) and with it
prices and therefore profits. All this triggers a hardening of credit conditions and increased caution by
the companies when it comes to investing, negatively impacting the suppliers of capital equipment.
Over time, the balance is restored by supply containment and demand growth. Once the excess
inventory is cleaned up, capacity utilization, prices and benefits rise. With higher cash flows and a
better outlook, the investment cycle is restarted.

We also add the following comments:

• Each cycle has its own particularities, but all of them follow a similar pattern, with an average
historical duration of 6 years: recovery, peak, recession and trough. There is a time lag between sectors.

Source: Federal Reserve Bank St. Louis (research.stlouisfed.org)

Source: Elcano sicav
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• In most cases, capital intensive industries have little cost flexibility and its products can be stored at a
negligible cost, so supply is inelastic. Therefore, price is the main profit driver, and it is a function of
supply, demand and inventory levels. Utilization changes in line with capacity additions and levels
above 85% generally lead to price increases and vice versa. Expansions are costly, take time and remain
in place once completed. Industries adjust faster the higher the concentration, the lower the specificity
of assets and closure costs (exit barriers), the lower the remaining life of assets and the higher the
growth rate of demand.

• Demand for capital equipment is driven by capacity expansions. In this case, supply adjusts.
Companies react by cutting production in line with the new level of orders, given that products cannot
be easily stored and the cost structure is more flexible. Price competition increases, but to a lower
extent that the change in volumes.

Cycles are more pronounced the longer the useful asset life, as the recurrent maintenance demand to
keep the existing capacity in place will weigh less. However, in many capital goods industries, the
business model involves selling the equipment at nil margin or even at a loss and getting a maintenance
contract (with high margins) for most of the asset life, resulting in stability of profits during times of
weak demand. The recovery will arrive once the end markets where the industry sells into start
expanding again.

ELCANO’s Strategy
Considering the theoretical framework, our approach is the following:

• Buying at a discount. The best bargains are found in times of pessimism, which usually coincides
with the bottom of the cycle, when utilization and consequently benefits are low and so the level of
capital goods demand.

• Decisions based on analysis. It is essential to understand the value chains to acknowledge the
functioning of the industry and its cycle. We asses value through replacement cost analysis, prices
paid for installed capacity and a multiple of normalized profits.

o In capital goods we arrive at a normal level of demand and from there we estimate
profits by taking into account the cost structure.

o For capital intensive industries, normalized profits are estimated by assuming price to be
equal to the cash cost of the less efficient producer (industry marginal cost) in case that
there is no cost leader capable of increasing capacity. If not, price equals marginal cost
plus a premium that allows for a return on new capacity investment.

• Buying the leaders
o In capital intensive industries, leaders remain profitable even at cycle troughs. Make sure

that the capital structure can withstand a bear cycle. Leaders are in a position to
influence supply/demand balance and they enjoy greater flexibility and access to
financing, and may be in a position to acquire weaker competitors at a discount.

o In capital goods, we seek companies with strong market presence, sound balance sheets,
with operating flexibility and a recurring aftermarket revenue base if the industry is
subject to long cycles.
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• Preference for short cycles. Cycles adjust faster in concentrated industries, with end markets
directed to consumption and growing, without barriers to exit and with assets that do not last "for
ever".

Next we introduce a summary of the cyclical opportunities ELCANO is currently invested. As can be seen,
they are concentrated in energy and two chemical industries, leaving aside the mining value chain where
we cannot find prices that compensate for a potentially long term adjustment.

• The Oil&Gas industry is attractive due to:

a) relatively fast adjustments, since supply declines 7% annually (natural decline rate) if not
compensated with production from new fields;

b) it is a commodity linked to transportation and consumption, and not to investment;
c) there are companies and segments of the value chain with excellent fundamentals.

We are already seeing how supply is starting to contract, and this process will gain momentum given the
steep decline in investments in new fields. Once the level of inventories normalize, prices will raise and so
investments, reactivating the whole supply chain.

• In Chemicals, we are invested in the leaders of two oligopolies whose products have no substitutes and
its end markets are growing with global GDP. The adjustment is well advanced: after a global 10% capacity
reduction, prices are starting to increase.

Valuations are extremely attractive, as shown in the chart above. There is potential for returning from 2x
to 5x the investment assuming fair value; and much more if at some point valuations return to peak levels.

Company Sector
Main

Adjustment
Concentration

Last
Peak

Expected
recovery

Supply
Response

Share 
Upside to 

peak

Share 
Upside to 
Fair Value

Apache O&G Expl. and Production Price Unconcentred 2013 2017 Yes 174% 126%

Diamond Offshore O&G Drilling Offshore Price Moderate 2011 2017 Yes 400% 281%

WorleyParsons O&G Engineering Volume Unconcentred 2014 2017 N/A 314% 228%

Subsea7 O&G Engineering Offshore Volume High 2014 2017 N/A 203% 227%

Vallourec O&G Tubular Goods (OCTG) Volume Moderate 2014 2017 N/A 650% 450%

Rayonier Advanced Mat Chemicals Commodity Price High 2012 2016 Yes 320% 280%

Chemours Chemicals Commodity Price High 2012 2016 Yes 933% 450%
Source: ELCANO SICAV, Bloomberg
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Marc Batlle, CFA   JJ Fernández
Partner Partner

The portfolio of 20 stocks trades at 9.7x 2016E earnings and 5x normalized, carrying a 15% discount to
book value and over 60% to our fair value estimate. We are confident that the combination of good quality
and low price will translate into attractive compound returns over the medium and long run.

Thank you for your trust and please do not hesitate to contact us should you have any queries.

All the best,
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Investment Universe
Asset Management Company
Depositary
Auditors   
Regulator 
Listed Market
Management Fee
Annual Performance Fee
Depositary Fee
ISIN Code
Inception Date (new Board)   
Currency
Liquidity  
Asset Under Management
Number of Shareholders
Bloomberg Code
Ticker

Global equities
Credit Suisse Gestion, SGIIC 
Credit Suisse AG, Suc. España
Deloitte
CNMV 
Mercado Alternativo Bursatil 
1.50% per annum 
10% above 5% level (with HWM)
0.10% per annum
ES0118626037
1st December 2009   
EUR 
Daily
€52,961,000 (12/31/2015)
552 (12/1/2015)
CIF SM <equity>
S0646

:
:
:
:
:
:
:
:
:
:
:
:
:
:
:
:
:

Elcano Inversiones Financieras, SICAV, S.A. seeks to acquire shares in
exceptional businesses at a discount to its intrinsic value. Elcano looks
for companies with a sustainable competitive advantage that we can
understand, a strong financial position and an honest and skilled
management team. Decisions are based on financial and strategic
analysis, and we are not restricted to any particular asset class,
geography or sector.

Investment Approach

Main Terms

Asset Distribution

Sector Distribution

Geographical Distribution

Top Holdings

Capitalization Distribution

Asset Class

Equities 97%

Fixed Income 0%

Cash 3%

Sector

Industrial 28%

Commodities 22%

Energy 17%

Consumer Cyclical 13%

Technology 8%

Consumer Staples 4%

Financial 4%

Insurance 4%

Telecom 0%

Utilities 0%

Health & Pharma 0%

Capitalization

Below €1bn 26%

€1bn  to €5bn 54%

Above €5bn 20%

Net Asset Value:  €12.26 euros (12/31/2015)
Source: Credit Suisse Gestion S.G.I.I.C., S.A.

Comments on Recent Activity Region

US 53%

Asia ex-Japan 18%

Europe 17%

UK 7%

Latam 5%

Japan 0%

Switzerland 0%

Company Sector 

Rayonier Advanced Materials Chemical

Kodak Office/Business Equip.

Diamond Offshore Oil & Gas Services

AECOM Capital Goods

Subsea 7 Oil & Gas Services

Increase/ In Decrease/ Out

Chemtura (CHMT:US) 

Portfolio Recent Actions

ELCANO sicav sold all the shares in the chemical company Chemtura
(CHMT:US) with an 11.5% return over 8 months carrying a 4% weight.
The proceeds have been reinvested in existing positions with superior
risk-rewards.
The portfolio of 20 stocks trades at 9.7x 2016E earnings and 5x
normalized, carrying a 15% discount to book value and over 60% to
our fair value estimate.
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Currency Exposure

Includes FX Hedge

EUR 87%

USD 9%

GBP 4%

CHF 0%

Commodities

Cash

Equities

US

Asia ex-
Japan

Europe

UK

Latam

Japan

Industrial

Energy

Consumer 
Cyclical

Technology

Consumer 
Staples

Financial

Insurance

Small

Medium
Large

EUR

USD

GBP



Return and Volatility Data

Source: Credit Suisse SGICC, Bloomberg, ELCANO SICAV

Return

2015 -23.5%

Year 2014 -4.2%

Year 2013 +32.6%

Year 2012 +10.4%

Year 2011 +3.8% 

Year 2010 +10.7%

Year 2009 (From 1st to 31st Dec 2009) +0.4%

Since inception (1st Dec 2009) +24.0%

Volatility 16.1%

Source: Bloomberg (Last 5 years).

ELCANO Share Price Vs. Estimated Fair Value (Range PE 11x  - PE 15x)

Source: ELCANO SICAV, Bloomberg.
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Price of ELCANO  vs. Other Major Equity Indices

Risk & Reward Profile (SRRI)

ELCANO SICAV’s “SSRI” rating: 6 in a risk metric going from 1 up to 7. 

The SRRI represents the risk and return profile present in the Key Investor
Information Document (also called “DFI”, or“Datos Fundamentales para el
Inversor”). The lowest category does not imply that there is no risk. The SRRI is
not a guarantee and may change over time. Current risk level based on the
historical volatility data for the last 5 years.

Source: DFI Document (“Datos Fundamentales para el Inversor”); www.cnmv.es.
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IMPORTANT DISCLAIMER:

This information has been furnished to you upon request and solely for your information and may not be
reproduced or redistributed to any other person. It is not intended as an offer or solicitation with respect to
the purchase or sale of shares of the Sicav.

The contents of this document are based upon information believed to be reliable, however, save to the
extent required by applicable law or regulations, no guarantee, warranty or representation (expressed or
implied) is given as to its accuracy or completeness. This document is not aimed at persons who are
residents of any country, including the United States of America, where the Funds referred to herein are
not registered or approved for marketing and/or sale or in which the dissemination of information on the
sicavs or services is not permitted.

Investments are subject to, either directly or by the investment in other investment companies, market risk,
interest rate risk, currency risk, credit risk, liquidity risk, country risk and geographic and industry risk. As a
consequence, the net asset value per share is subject to market fluctuations, that can lead to either positive
or negative returns, can be very volatile. The price of shares/units can go down as well as up, and may be
affected by changes in rates of exchange. An investor may not get back the amount invested. As per the
sicav’s public prospectus available at the CNMV, in the risk scale from 1 (lowest risk) to 7 (highest risk),
the risk profile of ELCANO SICAV is 6. For a detailed description of the risks in relation to this SICAV, please
see the latest version of the public prospectus and latest information, which may solely be relied upon as
the basis for investment decisions; these documents are available from the fund management company,
Credit Suisse Gestión, S.G.I.I.C. (Calle Ayala 42, 28001 Madrid) and at the CNMV.

Elcano Inversiones Financieras, SICAV, S.A. is registered in the Registro de Sociedades de Inversión de
Capital Variable with number 971. The asset management company, Credit Suisse Gestión, S.G.I.I.C. is
registered in the Registro Oficial with number 173. Batlle & Fernandez Partners Eafi SL is a financial advisory
firm supervised and registered with the number 196 in the Registro Administrativo de Empresas de
Asesoramiento Financiero at the CNMV. Additional information can be found at the Comisión Nacional del
Mercado de Valores (www.cnmv.es) and at the Mercado Alternativo Bursátil (www.bolsas
ymercados.es/mab).

The net asset value per share is subject to market fluctuations, that can lead to either positive or negative
returns, and that may cause a loss of principal. Past results are neither a guarantee nor a reliable
indicator of future performance.

Private and confidential information.
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