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Is it safe to invest in equity indices ?
Imagine for a moment that you are a
professional portfolio manager and are
pitching for a mandate to manage the
portfolio of a large pension fund. In your
presentation, you introduce your model
portfolio to the pension fund representatives
as follows: 40% of the portfolio is
concentrated into the five largest positions.
The three largest sectors are IT at 57%,
consumer goods at 22%, and health care at
11%. The portfolio’s overall P/E is 40.

the portfolio. More than half of the index is
from the IT sector and certain important
sectors such as financial services or energy are
not represented in the index at all.
So, the index does not provide diversification.
What else might it provide? Well, it doesn’t
offer a bargain price either. Although the
materials for an ETF named QQQ and which
copies the Nasdaq 100 state that the index’s
P/E is 22, they do not mention the way that
P/E is calculated. In fact, it is calculated in a
manner that boggles the mind. First, all
companies that are in loss are excluded and
then the influence on the overall result of
companies with too-high P/E is substantially
limited by the method for calculating the
overall P/E.

What would be your chances of winning that
mandate? Zero. Pension fund trustees having
the savings of pension savers under their care
must act with professional diligence. They
would be hard-pressed to justify bringing in a
portfolio priced at an average 40 times
earnings and with a highly unbalanced sector
composition. Moreover, they are very
probably prohibited by law from having so
much of their portfolio in the five largest
positions. No prudent portfolio manager
would go along with such a portfolio.

Facebook, for example, has a P/E of 38 and
therefore markedly contributes to the high
P/E of the index. If, however, Facebook would
be in loss instead of having earned
approximately USD 13 billion in the past 12
months, then the index’s P/E would decrease
because Facebook would be excluded on
account of its loss. Theoretically, there can
also occur a situation wherein the sum of
profits in all the companies is negative but the
index’s overall P/E would be low and positive.

Now, here’s the surprising part: The
characteristics of the model portfolio
presented in the first paragraph are those of
the Nasdaq-100 Index. This is one of the
indices most frequently used for passive index
investing. What does a passive investor buying
such an index actually get? It certainly is no
diversified portfolio. The five largest positions
(Apple, Alphabet, Microsoft, Amazon, and
Facebook) really comprise a little over 40% of

This calculation of the index P/E is truly
unusual and distorts reality. When it is
calculated properly – that is by including
companies with losses – we come to a P/E of
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40. That is really high and there is nothing
more that needs to be said about that. How
many passive investors buying the Nasdaq-100
Index know that they are in fact buying an
unbalanced, narrowly concentrated, and
extremely expensive portfolio? It is a portfolio
no active manager would ever willingly buy,
even if regulations permitted him or her to do
so.

inexpensiveness determine any future returns.
The situation today is that we are witnessing
an immense cyclical boom in passive investing,
and especially so in the US market. This results
in US equity indices being exceptionally
expensive. There are enough attractive
investment opportunities, but they are
outside of the main indices and outside of US
markets. In essence, we can say the present
trend opens a golden era for active
investment. What can be better than to
compete for investment returns with an
increasingly large mass of investors who give
no thought whatsoever to what they are
buying?

Passive investment makes sense generally for
a large proportion of small investors – but not
always, not at any price, and not in just any
index. Getting into passive investing is in fact
an active decision. The selection of an index
and above all its expensiveness or

Invest with care!

Daniel Gladiš, 27 July 2017
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Disclaimer :

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 foreign securities legislation. Forwardlooking 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 in light of 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,

Our estimates and projections concerning the future can and probably will be
incorrect. You should not rely upon them solely but use also your own best judgment
in making your investment decisions.
This document expresses the opinion of the author as at the time it was written and
is intended exclusively for educational purposes.
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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 forward-looking 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.

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”).

This letter to shareholders does not constitute or form part of, and should not be
construed as, any offer for sale or subscription of, or any invitation to offer to buy
or subscribe for, the securities of the fund.

The Fund is registered in the Czech National Bank´s list in the category Foreign AIFs
authorised to offer only to qualified investors (without EuSF and EuVECA) managed
by AIFM.

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.

Historical performance over any particular period will not necessarily be indicative of
the results that may be expected in future periods.

The shares in the fund shall not be offered to investors in the Czech Republic on the
basis of a public offer (veřejná nabídka) as defined in Section 34 (1) of Act No.
256/2004 Coll., on Capital Market Undertakings.

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