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VLTAVA FUND
Letter to Shareholders

Dear shareholders,

In the second quarter of 2016, the Fund’s NAV decreased by 8.9%.

The earnings cycle
Our long ‑term investment philosophy is based on 
acquiring company shares at prices much lower than 
their values. A company’s value today is the present 
value of all future cash flows the shareholders may 
receive from today until Judgement Day. The more 
money a company makes the higher is its value. That 
is scarcely an earth ‑shattering revelation, of course. 
How individual companies’ earnings develop markedly 
differ from one another, however, and the collective 
profitability of all companies on the market also 
follows an irregular course. Nevertheless, a certain 
cyclical pattern can be observed. Let’s take a brief look 
at the phase of the earnings cycle we are in currently.

Let’s begin with the US market. According to data from 
Standard and Poor’s, the total reported earnings per 
share in the trailing 12 months for all those titles in the 
S&P 500 index combined peaked for the current cycle 
in the third quarter of 2014 at USD 105.96. The most 
recent earnings data, from the end of Q1 2016, put 
that number at USD 86.44. As is apparent, then, for 
more than a year and a half we have been living in an 
environment of declining company earnings and in 
that time profits have decreased by 18.4%. To put this 
into even better perspective, the two previous earnings 
cycles peaked in summer 2007 (at USD 84.92) and in 
September 2000 (at USD 53.7).

The earnings development for European companies 
is also cyclical, although the cyclicity has not been 
very apparent of late. According to data from 
Bloomberg, earnings per share of companies in the 
STOXX Europe 600 have been more or less unchanged 
for approximately 5 years, are lower than their 
high of 9 years ago, and are approximately at the 
level of 2005. European and US earnings had begun 
discernibly to diverge in 2010, after which time 
earnings in the US continued substantially to rise while 
those in European did not. Several factors may have 
contributed to this, including differences in the way 
the indices are structured, as well as poorer business 

conditions in Europe or a weaker focus there on 
creating shareholder value.

When companies’ profits are generally and 
significantly growing, investing is easier and company 
value literally grows before one’s eyes. In the declining 
phases of the earnings cycle, things are much less 
clear ‑cut and a little more complicated. Hand in hand 
with this, however, there occur more marked price 
fluctuations, and these can be exploited. Here are 
several basic rules to which we endeavour to adhere 
in times like these.

The equity market is a market of individual titles
Just because the earnings of companies generally are 
decreasing does not of course mean that profitability 
of all companies is falling. Even in this phase of the 
earnings cycle there are plenty of companies which 
are still growing their earnings – and sometimes by 
quite a lot. At such a time, however, investing requires 
very careful selection of individual investments. 
In a strongly bullish market, it oftentimes scarcely 
matters what one buys because everything an investor 
touches goes up. This is not the case today. Most equity 
prices have been below their highs for the past year 
and a half, often by tens of percentage points. The 
European index is about one ‑quarter below its all ‑time 
high while the US index is only barely so, although it 
should be said that the latter is held up by a handful 
of large (and also not very profitable) companies, 
and beneath the surface there lurks a skulking bear 
market.

The US market as a whole is trading on a P/E of 24.2 
if its current level is measured against the last known 
earnings from March 2016. Although this is a relatively 
high multiple, not all equities are this expensive 
– not by a long shot. The situation can look quite 
different if we exclude all those companies having 
large weightings in the index but almost no earnings 
(Amazon) or only rather small profits (Facebook), 
as well as companies that are perpetual loss ‑makers 
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(Salesforce, LinkedIn, Tesla) and the entire energy 
sector, which is currently in loss and has a 7.4% weight 
in the index. After stripping these out, what remains 
is far less expensive. Then, too, the European stock 
market is always open to us, and it is much less costly 
as a whole.

Numbers quality
When profits go down, company managers have 
stronger incentive to cook the numbers. Almost every 
company today reports two sets of numbers – one 
according to the accounting standards (reported 
earnings) and the other according to its own, 
frequently very loose rules (operating earnings). 
Operating earnings exclude a number of expenses 
that, according to the managers, conceal (i.e. 
decrease) a company’s real profitability. Although 
management’s proclaimed objective is to provide 
investors with a clearer picture of the actual 
profitability, in fact this is almost exclusively an effort 
to make themselves look better. The most frequently 
excluded expenses consist of what are termed one‑
‑time, extraordinary, and restructuring expenses 
but which in fact recur more or less every year; 
remuneration to employees paid in shares which are 
said not to be expenses at all; and one ‑time asset ‑value 
write ‑downs which are in fact admissions either that 
past reported profits were overstated or a promise that 
future profits will be overstated.

To illustrate how much the reported and operating 
profits differ, consider that while the most recent 
reported earnings per share in the US were USD 86.44 
(as noted above), the most recent operating profits 
were USD 98.61. The difference is 14%. In many 
companies, this difference is even much greater. 
Meanwhile, there are a number of other companies 
which do not engage in such manipulation. In any 
case, we at Vltava Fund always make our own 
judgement regarding a company’s true profitability 
and take care not to be misled by what management 
tells us.

Reasonable expectations
Most entities involved in capital markets have 
a predisposition towards unreasonable optimism. 

This can be due in part to people’s natures, but 
also it can have a lot to do with looking out for 
one’s personal gain. Managements often tend to 
present the situation and outlook of their companies 
as better than they actually are, doing so not only 
because their own remuneration depends on investor 
expectations but frequently so, too, do the companies’ 
operations, results, and sometimes even their survival. 
Analysts and brokers are usually overly optimistic, as 
well. Sometimes they themselves believe the overly 
rosy scenarios which they portray, but sometimes they 
embellish things intentionally because it brings in the 
business.

Again to illustrate: a year ago, the consensus 
of analysts’ earnings expectations for the first quarter 
of 2016 was 29% higher than what it turned out in 
fact to be. The consensus earnings forecast for the 
full year 2016 was 18% higher a year ago than what 
it is now. For the full year 2017, analysts expect 17% 
growth in earnings. Both of these estimates will 
probably prove to be unreasonably optimistic.

Although we do not have our own forecasts as to 
the profitability of the market as a whole, we do of 
course make our own estimates for those companies 
we own. We currently estimate the overall year ‑on‑
‑year increase in earnings among our companies 
will by approximately 5%. Whether we are overly 
conservative or much too optimistic, we will see in 
a year. It is very probable, however, that the error in 
our estimate will be much less than that of analysts 
collectively for the market as a whole. We had similarly 
modest expectations a year ago, and these proved to 
be relatively accurate. Today, three ‑quarters of the 
companies in our portfolio have higher earnings per 
share than they did a year ago.

Long ‑term thinking and patience
A company’s value depends upon the entirety of 
its long ‑term future, which means that profits in 
the latest quarter and even year influence it only 
minimally. Nevertheless, the stock market mostly 
responds – and sometimes very much unduly so 
– specifically to changes in earnings in the latest 
or current period and ignores long ‑term value. 
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This creates excellent investment opportunities and 
gives rise to possibilities for a certain kind of time 
arbitrage. An overwhelming majority of market 
participants are under pressure due to their business 
orientations or competitive environments to achieve 
good results within short time horizons of days, weeks, 
or maybe two to three months. This compels them 
to pursue speculative moves offering them at least 
a little hope of immediate profit while at the same 
time completely forgoing investments where there 
is low hope for momentary gain but the probability 
of attractive long ‑term profit is high. It is precisely 
opportunities of the latter sort which we pursue. 
This requires patience, however.

For example, we have one title in our portfolio the 
price of which is not even half of what we believe 
is its value. The company is regularly and massively 
buying back its own shares. This year it is going to 
acquire nearly 20% of its own equity. It then cancels 
the shares which it buys and the other shareholders 
see the proportions of their ownership stakes increase. 
It is interesting that not only does the company not 
need to borrow money for these purchases but its own 
debt is diminishing at the same time. If it can acquire 
its own shares for less than half their value, then with 
each share it purchases the value of the remaining 
shares outstanding increases nicely.

If we carry this situation forward ad absurdum, then 
after 5 years of acquiring its own shares at the current 
rate and at the current price we would be the sole 
remaining shareholders and our share would have 
a value of several billion dollars. This is not going to 
happen, of course, because in the meantime there 
would occur such a huge gap between the share’s price 
and its value that the price would have gone up long 
before this. We do not know when this will happen. 
One might say even the current difference between 
the price and value is so large that one must be blind 
not to see it, but the price has not yet responded. We 
do not mind this at all, however, because the longer 
the price stays low the more shares the company buys 
back cheaply and the more the value of the remaining 
shares increases. 

Of course, there remains the possibility that it is us – 
and not the market at all – who has gotten it wrong. 
We realise this, but on our side there is such a great 
margin of safety in the form of the price–value spread 
that the probability of a good outcome is substantially 
skewed in our direction. Moreover, we have additional 
companies in the portfolio which are regularly and 
over the long term buying back their own shares, even 
though those are not such extreme cases.

Growth and its price
In times of generally dwindling earnings, earnings 
growth in individual companies is rarer and investors 
tend to overpay for it. We strive to avoid this, because 
it is apparent that not all growth creates value. There 
are a number of examples of companies that grow 
in terms of sales and perhaps even earnings despite 
that such growth does not create value. The market 
sometimes looks only skin ‑deep and it often will push 
up the prices of those shares even for quite a long 
time. A day of reckoning will someday come for such 
companies, however, and we do not wish to be in 
attendance for that. Even growth which does create 
value can justify only a certain, limited price. Investors 
often pay much more for growth than it is in fact 
worth. This we also avoid. We always endeavour to 
measure price against value. Buying growth at all costs 
would be a mistake, and sometimes even a company 
whose earnings are diminishing over the long term can 
constitute excellent investments if their share prices 
correspond to what is actually happening. 

Everything passes
Everything that cannot last forever must one day come 
to an end. This phase of declining earnings, too, must 
pass and a phase of rising profits will begin. It would 
be marvellous to know when that day will come, but 
that would be too much to ask. It is possible that day 
was in the first quarter of this year. Earnings should be 
higher in this quarter due to a contribution from the 
energy sector, but you know how things can go when 
making predictions…

At current profit levels among US companies, their 
overall return on equity (ROE) is 11.6%. This is less than 
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the long ‑term average, and it means that the capital 
companies presently have invested in their businesses 
should earn somewhat more than it does now. 
This would also signal higher earnings in future.

Changes in the portfolio
We sold out two positions, both for similar reasons.

Greenlight Re is a reinsurance company the investment 
portfolio of which is managed by David Einhorn, one 
of the best investors of the current generation. Our 
investment thesis was founded on the combination 
of a solid reinsurance business, good results for the 
investment portfolio achieved with a small exposure 
to the market, and the company’s willingness and 
ability to buy back its own shares in case their 
price would markedly drop below the level of their 
fundamental value. As time passed, cracks began to 
appear in our assumptions.

Last year was a bad investment year for David Einhorn. 
You could say it was even worse than in 2008. This 
sometimes happens to even the best of investors, 
and we do not believe that he would all at once have 
lost his investment abilities. In our eyes, 20 years of 
good results carries more weight than does 1 bad 
year. Nevertheless, we were dissuaded by something 
else. Recently, there has been an increasing number 
of cases when we did not understand the reasons for 
some of his investments. We are conscious of the fact 
that the error could be at our side. After all, Einhorn 
is a legend and we are still rookie investors of some 
local importance. Nevertheless, we do not regard it 
as proper blindly to believe in something without 
understanding why.

Another reason is that the entire reinsurance sector is 
facing – and apparently will be facing for a long time 
into the future – low returns due to there being excess 
capital deployed in that sector. Finally, there was the 
realisation that when at the end of last year the shares 
of Greenlight Re were trading significantly below 
book value the company could not properly utilise this 
opportunity to repurchase its shares because, being 
a reinsurance company, it also had to maintain its capital 
levels as necessary for covering insurance liabilities.

Therefore, we decided to sell the shares. We lost 14% 
on the investment. This is the first title among those we 
bought in the past 5 years which we sold out of at a loss. 
Even though we endeavour that all of our individual 
investments will be profitable, sometimes it is better to 
accept a loss and redeploy the money elsewhere.

Oaktree Capital is an assets manager specialising 
primarily in bonds of various types and qualities. It is 
probably the best firm in the world within its field, and 
we have great respect for it. Nevertheless, its future 
returns will be substantially and negatively influenced 
by persistent low interest rates. It will be better to 
invest our money elsewhere. We earned 41% on 
Oaktree.

We bought two new positions – one in the US and 
one in the UK. We were most active at the very end 
of the quarter, when the sharp market reaction to 
Brexit brought great dislocations in equity prices due 
to a combination of the initial shock, stop ‑loss orders, 
and forced sales. In our opinion, Brexit will be seen in 
hindsight as a good buying opportunity, just as was the 
first Greek crisis 5 years ago.

On behalf of the entire Vltava Fund team, 
I wish you a pleasant summer.

Daniel Gladiš, July 2016
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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

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. 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 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, 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.

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.

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 shares in the fund can be offered to investors in the 
Czech Republic pursuant to Section 272 of Act No. 240/2013 Coll., 
on  Management companies and investment funds. 

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