I VLTAVA FUND

Letters to Shareholders

PRICE AND VALUE

(A USER’S MANUAL)

The year 2019 ended for us with a gain of
+25.4%. Our shares in the UK and Russia
performed best, and our investments in South
Korea, Canada, the USA and Japan also made a
significant contribution. We will return to the
investment returns later, but first | want to look
at another topic.

In October, we held our regular autumn
seminar for shareholders. During the
guestions-and-answers part we touched upon
the subject of price and value. After the close
of the seminar, | continued this discussion with
one of our shareholders. It was a very
enlightening debate for both of us, and | think
it is worthwhile to summarise it here for all the
other shareholders.

Vltava Fund was established on 1 September
2004, and since that time we have published
the NAV of the Fund at regular monthly
intervals. The NAV is based on actual market
prices of our shares, always at the end of a
month. About a year and a half ago we took a
step quite rarely seen, namely, we began to
publish regularly also our estimate of the
portfolio’s value together with the NAV. This
value estimate is based not on current prices
but on our current estimates as to the
fundamental values of the shares held in our
portfolio.
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Our investment philosophy is, always has been,
and in future will remain based on the simple
idea that an intelligent investment is such
investment the price for which we are paying is
lower than the value that we are obtaining in
return. Of course, this is no invention of ours.
Rather, it is a common approach among value
investors across the entire world. Not only
investors but also analysts concern themselves
with the intrinsic value of an investment. If you
open any decent investment analysis, it will
contain some reflection on intrinsic value of
the investment and very frequently also will
quantify that value.

When we are considering an investment, we
always contemplate its possible value and we
compare this value to the current market price.
That is the way it always has been with our
individual investments. Sometime in the spring
of 2012, we began internally to put together
from the individual positions in the Fund and
their values also an estimate of the value for
the portfolio as a whole. We have published
this number regularly since 2018 on a monthly
basis in the Fact Sheet.

We had been thinking for a long time whether
or not we should publish the value estimate.
We were aware that, if we were to start
publishing it, we would regularly need to face
guestions like the following: How do you know
that the value is exactly this? Why has the NAV
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been decreasing lately even though the value
estimate is growing? When will the NAV catch
up to the value? And so forth. The endeavour
to provide more information to the
shareholders would in all probability rather
complicate our lives.

It is no accident that the majority of fund and
investment managers do not mention
information about a fund’s value. They would
rather keep this to themselves (if they concern
themselves with it at all), mainly perhaps
because it makes life easier and also because
they do not want from time to time to be
caught with their pants down. Nevertheless,
there exist rare exceptions of those who have
their skin in the game and regularly publish
information on their funds’ values. In Europe,
for instance, there is the legendary investor
Francisco Garcia Paramés, who, both in his
current company Cobas Asset Management
and in his previous firm Bestinver Asset
Management, has been publishing data on
portfolio value for many years.

In the end, the following argument was what
decided our internal debate: | consider the
information on value to be very important and
| also use it in portfolio management. How
could | as a shareholder justify keeping that to
myself and not provide it to the other
shareholders? We did not find a satisfactory
answer to that question, and therefore we
began to publish data on the portfolio’s value.

What to do with it?

Each shareholder has essentially two
possibilities as to what he or she can do with
the information about value. One can ignore it
completely or include it into the mosaic of
information that one has about Vitava Fund
and try to use it to one’s advantage. How can
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one make use of it? | will try to formulate a few
basic rules and tools.

1) Is value truly a long-term indicator of price
development? In other words, does price
follow value in the long run?

| think that markets provide nearly boundless
evidence confirming this. | do not want to
burden you with this, however, so let us look
instead at how it works within Vitava Fund. We
began aggregating the value of the portfolio as
a whole in June 2012, and since that time we
have been showing its development together
with that of the NAV at our seminars and
annual meetings. You surely remember the
graph. You also know from the Fact Sheet how
much the Fund’s NAV has increased since then.
Important is that the value during that period
has grown by nearly the same amount as has
the NAV. The difference between their
increases is only 3% and actually in favour of
the NAV. Even though this is a period of less
than 7 years, it is possible to consider this as
very clear confirmation of the thesis that price
follows the development of value in the long
run.

2) Will the NAYV of the Fund someday catch up
with the value of the portfolio as a whole? Will
these two figures sometimes correspond to
one another?

This is not very likely and, because that answer
might surprise you, | will explain why. Our
largest position is in the shares of Berkshire
Hathaway. Their price at the end of the year
was 340,000 USD and our estimate as to their
value is around 420,000 USD. Thus, the value
exceeds the price by 23%. This seems to us
reason enough to continue holding those
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shares. Now imagine that the price of the
shares would jump to 500,000 USD and thus
that the shares would be trading at prices well
above their value. This movement would shift
the NAV of the Fund upwards, but the value of
the portfolio would not change. Because the
Berkshire stock would then be overvalued, we
would sell it and buy some other stock instead.
Ideally, we would buy some stock that is
trading at prices considerably below its intrinsic
value. This transaction would not influence the
NAV of the Fund, but it would move the value
of the portfolio upwards. The result would be
that both the NAV and the value would have
increased, but the difference between them
would not have changed.

Therefore, the Fund’s NAV should never catch
up with the value of the portfolio, because the
stocks we hold in the portfolio should be
trading at prices somewhat under their values.
If it would happen sometime by accident that
the NAV would rise to the level of the portfolio
value, that would not be a good sign. In fact, it
would mean that we were not able to find any
undervalued stocks. To sum up, the NAV should
always be somewhat lower than the value of
the Fund’s portfolio.

3) How big a difference between NAV and the
portfolio’s value is typical or average?

Looking back at the last nearly 7 years, the
numbers show that the value of the portfolio
has always been higher than the NAV. The
greatest difference was 66% in December 2018
and the smallest was 7% in January 2015. On
average, the difference is 25%. Also interesting
is that the development in the value is far less
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volatile than is that of the NAV. One might have
expected this, by the way. This is logical, and
for those interested in this topic | can
recommend an excellent study by Robert
Schiller from 1980 entitled “Do Stock Prices
Move Too Much to be Justified by Subsequent
Changes in Dividends?”

The change in the Fund’s portfolio value was
positive in all years between 2012 and 2019. Its
annual increase was in the range of 1-15%. By
comparison, the Fund’s NAV is far more
volatile. In individual years, it hits even higher
upper values and deeper lower values than
does the portfolio value.

4) How to take advantage of all this?

It follows from the aforementioned that in the
long run the growth in value and NAV will be
nearly the same. Furthermore, it follows that
there is something like an average difference
between NAV and value and that the NAV
fluctuates a lot more than does the value. It is
possible to make use of this information in two
ways. First, the value development is a good
indicator of future returns. In our work, we
concentrate more on building value than on
price movements and NAV. This is because
value creation is something we can influence,
and it also is decisive for the development of
NAV in the long run.

Second, if you see that the difference between
value and NAV becomes extreme, you can use
is to plan your own investments. If the
difference between value and NAV is unusually
small, then it is better to be cautious about
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further investments. On the contrary, if the
difference between value and NAV is too great,
that can be a sign of better than average future
returns and these are the times to consider
further investments.

It is exactly this type of thinking we use when
choosing individual investments for the Fund’s
portfolio. Correspondingly, for the Fund’s
shareholders this is applicable on the level of
the whole Fund. The numbers at present are as
follow: As at the end of 2019, the value of the
portfolio exceeded the NAV by 30%, and we
anticipate that it will grow faster this year than
it did last year.

Changes in the portfolio

There were no major changes in the Fund’s
portfolio. Our portfolio shows very little
turnover and it does not change much over
time. | think this is good. Nor was there reason
in the past year to interfere much in the
portfolio. Recently, however, there has been
one substantial change, and that relates to the
costs of currency hedging. We hedge currency
risk (except for in the cases of Sberbank and
Samsung shares). That means one whole
important risk component, the foreign
exchange risk, is nearly eliminated. In the long
run, it is a good decision. When we launched
the Fund on 1 September 2004, the Czech
crown’s exchange rates vis-a-vis the two main
currencies were as follow: 31.85 CZK per 1 EUR
and 26.15 CZK per 1 USD. Today, the crown is
stronger against the euro by 20% and against
the dollar by 13% (even after its substantial
weakening in recent years). If we had not been
hedging currency risk, the NAV growth in
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crown terms would have been significantly
less.

There are some costs, though, in relation to
hedging currency risk. These ensue from the
difference between interest rates in crown
terms and in terms of the other currencies
against which we hedge. For most of the time,
these costs were negative. This means that we
even earned a little on currency hedging. The
situation changed at the end of 2013 when the
Czech National Bank began currency
interventions. Until these ended in April 2017,
we effectively had substantially negative
interest rates here. This had an impact on the
price of currency hedging. This cost even
exceeded the level of 2% annually during this
period. Due to the rise in domestic interest
rates after interventions ceased, the costs of
currency hedging are this year again negative.
For a couple of years, we spent a lot of money
on currency hedging, but now we are again
earning on it a few tenths of 1 per cent per
year.

A look back and ahead

It has been 11 years now since we switched to
our present investment strategy. The end of a
year presents a good opportunity to take stock.
| would happily take last year’s result (+25.4%)
in any year. It is the 2018 result (-24.9%) | feel
badly about. A single year (indeed, even its very
end) was able to devalue several years of good
results. It was terribly frustrating for me that
after several years of maximum effort | could
not demonstrate any solid and tangible result.
| think you had the same feelings a year ago. It
would be probably naive to think that we could
avoid such a bleak period, because even the
greatest investment legends did not avoid it,
but this was no consolation for me. In fact,
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though, the 5 previous years were not bad
(+55.2%) and neither had been the 4 years
immediately prior (+220.5%). Total returns for
those 11 years came to 368.4%, which is more
than | ever could have dreamt. (Global stock
markets rose by 165.5% over the same period.)
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So, if we should debate about prospects for
future development, we had best conduct a
debate about our individual positions. Imagine,
for instance, that our largest position would be
not Berkshire Hathaway but perhaps Uber.
Instead of a company tested by time and
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History always leaves room for interpretation,
and everybody can interpret these results in his
or her own way. One thing is certain, however,
and that is that they say nothing about the
Fund’s future returns. We are quite often asked
the question as to what development we
expect in the future. The inquirer usually
anticipates a clear and simple answer based on
a consideration as to whether we are in a
recession already or we will be in a year or how
deep the recession will be and that sort of
thing. These things may be subject to quite
interesting debates, but long-term returns to
the portfolio do not depend upon them. Those
returns depend primarily on the kinds of stocks
in our portfolio.
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recessions that is literally drowning in cash and
producing strong cash flow, we would own a
company that has never been —and may never
be — profitable and burns through billions of
dollars a year in its business. Are the prospects
for these companies the same? What would be
their chances of surviving a recession? Surely
not the same.

Or imagine that we would own Nokia instead of
Samsung, Deutsche Bank instead of Sberbank,
and Tesla instead of BMW. There may be
investors who would say that this would be
better, but we would absolutely agree even
with them that the prospects for these two
groups of stocks are not the same. Neither
would the risk be the same in relation to
holding these. There is just no doubt about it.
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In considering the prospects of any investment
fund, one must begin from an analysis of the
current portfolio holdings. That is why we
devote a lot of time at our annual meetings and
seminars to the individual stocks we own
together. | am aware that for some of you this
is a level of detail beyond what you want to
concern yourself with. For us, though, this is
our daily bread. Is there not some
simplification that would enable you to assess
the Fund’s prospects? This in fact brings me

Daniel Gladis, January 2020

For more information
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back to the point from which | started. The
information about the fundamental value of
the portfolio, its development over time, and
most especially the difference between this
value and the NAV is for you simple,
aggregated information that somehow sums it
all up. Therefore, we will continue to publish
data about value even knowing that it will
sometimes show our estimates of value to have
been mistaken.

Visit www.vltavafund.com

Write us investor@vltavafund.com
Follow www.facebook.com/vltavafund
Disclaimer :

Our projections and estimates are based on a thorough analysis. Yet they may be and sometimes will be
wrong. Do not rely on them and take your own views into consideration when making your investment
choices. Estimating the intrinsic value of the share necessarily contains elements of subjectivity and may
prove to be too optimistic or too pessimistic. Long-term convergence of the stock price and its intrinsic
value is likely, but not guaranteed.

This document expresses the opinion of the author as at the time it was written and is intended
exclusively for promotional purposes. The investor should base his or her investment decision on
consideration of comprehensive information about the Fund.

Only a qualified investor pursuant to § 272 of Act No. 240/2013 Coll. may become a shareholder of the
Fund. Persons who are not qualified investors pursuant to the aforementioned provision of the Act shall
not be allowed to invest.

The value of an investment may increase and decrease. Neither return of the amount originally invested
nor increase in the value of such investment is guaranteed. The Fund’s past performance is not a reliable
indicator of future investment returns.

The information contained in this letter to shareholders may include statements that, to the extent they
are not recitations of historical fact, constitute forward-looking statements within the meaning of
applicable securities legislation. Forward-looking statements may include financial and other
projections, as well as statements regarding our future plans, objectives or financial performance, or
the estimates underlying any of the foregoing. Any such forward-looking statements are based on
assumptions and analyses made by the Fund based upon its experience and perception of historical

trends, current conditions and expected future developments, as well as other factors we believe are
appropriate in the given circumstances. However, whether actual results and developments will
conform to our expectations and predictions is subject to a number of risks, assumptions and
uncertainties. In evaluating forward-looking statements, readers should specifically consider the various
factors which could cause actual events or results to differ materially from those contained in such
statements. Unless otherwise required by applicable securities laws, we do not intend, nor do we
undertake any obligation, to update or revise any forward-looking statements to reflect subsequent
information, events, results or circumstances or otherwise.

Before subscribing, prospective investors are urged to seek independent professional advice as regards
both Maltese and any foreign legislation applicable to the acquisition, holding and repurchase of shares
in the Fund as well as payments to the shareholders. The shares of the Fund have not been and will not
be registered under the United States Securities Act of 1933, as amended (the “1933 Act”) or under any
state securities law. The Fund is not a registered investment company under the United States
Investment Company Act of 1940 (the “1940 Act”).

The Fund is registered with the Czech National Bank as a foreign alternative investment fund for offer
only to qualified investors (not including European social entrepreneurship funds and European venture
capital funds) and managed by an alternative investment fund manager.

Investment returns for the individual investments are not audited, are stated in approximate amounts,
and may include dividends and options.
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