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RETURN AND RISK

When 2023 ends in a few months’ time, it will
be 15 years since we switched to our current
investment strategy for the Fund. While in
reality that is almost 5,500 days of waking up
and falling asleep thinking about our
investments, looking back it seems like a blink
of an eye. The oft-repeated saying about how
fast time flies is unfortunately one of those
inexorable truths.

Vitava Fund’s overall return across this period
is 420%, which is approximately 11.8% per
annum. The MSCI World Index, which is the
logical benchmark for a global equity fund such
as Vltava Fund, has increased by 232% over the
same period (approximately 8.5% per annum).
You know these numbers from our regular
monthly Fact Sheets and it is almost
unnecessary to repeat them here. | mention
them only as an introduction to the topic | want
to address today, which is risk.

When people talk about investing, the question
of returns is very typically the central focus.
They discuss the returns of individual stocks,
indices, portfolios, returns over various past
time intervals as well as expected returns in the
future. | have written about this before, but,
interestingly, in all my practice of over 30 years,
| never have been asked the question, “How
much risk do you have in your portfolio?” It is
as if no one cares about risk. Yet return and risk
are two sides of the same coin, they cannot be
separated, and without an idea as to the level
of risk one cannot even evaluate returns. To
some extent this failure to pose that crucial
question is understandable, because, while
return can be well and objectively measured,
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and everyone can imagine what a return of,
say, 50% means, risk is more problematic.
There are three reasons in particular: First,
there is no objective definition of risk. Second,
risk is not precisely measurable. And third, this
is a largely subjective category. What seems
too risky to one person may seem quite alright
to another, and vice versa.

One often hears the (sometimes mindlessly
repeated) argument that to achieve higher
returns, one must take on greater risk. In the
world of such thinking, the explanation for our
15-year outperformance of the stock market
index would seem to be that it was achieved at
the cost of taking excessive risk. In fact, the
exact opposite is true. The risk of our portfolio
is much less than the average risk of the stock
markets. Now you may be thinking, can a
narrowly concentrated portfolio like that of
Vitava Fund’s be less risky than a broadly
diversified market portfolio? Yes, it can, and |
will undertake to explain why.

What risk is and is not

What is investment risk? How can it be
defined? Well, let us start with what risk
definitely is not. Risk is not equal to volatility.
Standard financial theory often defines risk as
the price volatility for a given asset. The more
volatile its price has been in the past, the more
risk that is attributed to the asset.
Unfortunately, this approach to risk is
completely mistaken. The historical volatility of
an asset’s price tells you only one thing — how
much the price has fluctuated. It tells you
nothing about what the investment risk of the
asset has been, what its future investment risk
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will be, or even what its future volatility will be.
So why is risk often measured in this way? With
just a little dose of cynicism, | would say it is
because volatility can be measured and, in
doing so, elegant mathematics are used that
most people do not understand, thereby giving
those who make such reckonings an aura of
academic sophistication.

But when you look not at what academic
theorists but investment legends like Warren
Buffett, Charlie Munger, Benjamin Graham,
Seth Klarman, Francois Rochon, Nick Sleep, and
others have to say about understanding risk as
volatility, you find yourself in a completely
different mindset. That way of thinking regards
ill-considered investments as the main source
of risk, and it welcomes volatility as a source of
opportunity.

| will try to show the fundamental difference in
this style of thinking by the following simplified
example. Suppose your investment objective is
to beat inflation over the long term. This is a
perfectly realistic and reasonable goal in
practice — to strive to increase the real value of
your investments. What will be the source of
risk for you in this case? The risk will be
something that will threaten or even prevent
you from achieving this goal. If you base your
investments on holding cash, you will achieve
the lowest possible volatility. According to
standard financial theory, your portfolio will
therefore have minimal risk. In practice,
however, this will ensure that you will never
achieve vyour investment goal of real
appreciation, because the real value of money
declines over time. Cash therefore represents
the greatest risk in terms of the probability of
achieving your investment goal. As Warren
Buffett says, stocks are more volatile than cash
or bonds, but they are safer in the long run.
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So, if we leave volatility to the theorists, how
do we define risk in practice? Above all, we
must abandon the idea that risk can be reduced
to a number. In my view, risk is not measurable
— certainly not ex ante but not even ex post.
Physics knows a number of quantities that can
be measured. These include length, trajectory,
time, speed, mass, temperature, force,
pressure, work, power, energy, and so forth.
But risk cannot in any case be thought about in
this way. Risk takes many forms, falls into
numerous categories, and has unclear
boundaries. Moreover, as | said, risk always
bears an element of subjectivity.

How we understand investment risk

We understand risk as a question of
probabilities, and we try to tilt the probability
of a good return in our direction by taking
particular steps. We consider the following
three elements of risk to be key: awareness as
to the limits of our own abilities and skills,
avoiding the risk of permanent loss, and
emphasising price.

If I had to name one occasion in which people
most often lose money in investing, it is when
they get into things they do not understand. |
would say this is true for all types of
investments and for all investors, regardless of
their experience. We try to avoid this risk as
much as possible by being very careful about
where the boundaries are of what we
(seemingly) understand and what we (almost
certainly) do not understand. We then
concentrate our investments only in areas that
lie within this imagined circle of competence.
Although we are gradually trying to expand our
knowledge, we critically concede that there are
many things that are still beyond our grasp. Our
investing is based on exploiting the differences
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between the price and value of individual
stocks. It is quite challenging to estimate with a
reasonable degree of applicability the value of
a company whose business we understand. It
would then be quite absurd to think that it is
possible to do so for companies that we do not
understand. Keeping within the boundaries of
our circle of competence is the most important
element of risk management in our investing.

The second pillar of our risk management is to
avoid the risk of permanent loss of capital. Or,
better said, to minimise its probability. A
permanent loss of capital is a situation in which
an investor loses part (or even all) of invested
capital on a particular investment without
being able to recover it. We do not need to go
far to find examples of permanent loss of
capital. This spring there was a minor banking
crisis in the US during which several banks
failed. Two of the best known of these were
Silicon Valley Bank and First Republic Bank.
Both banks went into receivership and
investors lost all their money. This capital is
therefore gone forever, with no possibility of
recovering it.

Permanent loss of capital is not the same as
volatility. Share prices normally fluctuate. A
difference of 40% between the highest and
lowest price of a given share during the year is
not unusual. For the long-term investor,
however, volatility is not a source of risk. The
source of risk is the permanent loss of capital.
How do we try to avoid it? We know from
experience that the most common causes of
permanent loss of capital tend to be poor
quality businesses, high levels of debt, and
poor management actions. It is often the case,
too, that these three causes occur together.
Therefore, even with regard to companies we
understand, we try to focus our investments

VLTAVA FUND

primarily on those that have high returns on
capital and strong free cash flow (a sign of
quality), have minimal, often no debt, and have
management that allocates capital efficiently
and does not make big mistakes such as
overpriced acquisitions or investments with
low rates of return. Looking back over the past
15 vyears, | can find several instances of
retrospectively very successful investments
that we did not make because it would have
required too much risk at the time of decision
making. At the same time, however, we have
not made a single one among the hundred or
so investments that | could describe as a source
of permanent loss of capital. We have set our
risk limits quite low, and | think (altogether
subjectively) that this is a good thing.

The last essential element of risk management
is the emphasis on good price. It is quite
obvious that the same stock will present a
different level of risk at prices of $20, $200 or
$2,000 (or in other currencies). Indeed, price is
always a key element of risk. For each
investment, we try to ensure that the price of
the shares we buy is significantly below their
value. Risk management here consists of three
parts. First, we only try to estimate value for
those companies where we can do so with an
acceptable degree of confidence. We avoid
stocks where this cannot be done, as this would
be pure speculation. Second, we try to make
the actual value estimates conservatively and
realistically. Thirdly, the margin of safety
between price and value really has to be quite
thick. In practice, it is this last condition that
often ensures to a large extent that even if we
make a mistake in our judgement about the
value of a company and its development, the
investment can still be profitable.
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The individual steps of our risk management
approach are not measurable, some of them
are even difficult to estimate, but all of them
together are designed to eliminate the
important risk elements present and thus over
time tilt the probability of a good return in our
favour. The result, or so we hope, is a portfolio
that is far less risky than the overall market
portfolio. We think we know quite a lot about
the companies we invest in. By contrast, an
investor who buys a broad market portfolio of
hundreds or thousands of companies has to
accept that he or she knows nothing about the
vast majority of them. Our approach presents
lower risk. The companies we own, taken as a
whole, are of a higher quality than the market
average. They have higher returns on equity
and higher returns on capital. They have
incomparably less debt than the market
average. Some of them even have no debt at
all. This makes them more resilient and less
dependent on external financing. In our view,
their managements have the important ability
to allocate capital efficiently in addition to the
ability to manage the business itself. This is a
rare but very important skill upon which we
place great emphasis. It has a major impact on
creating the long-term value of a company. A
large part of our portfolio is made up of
companies that are controlled either by their
founders or by a key shareholder for whom
these assets are personally absolutely critical.
This makes it more likely that the interests and
motivations of the company’s management
coincide with those of the shareholders, and
much more so than is typical for an average
company in the market.

Last but by no means least, the Vitava Fund
portfolio then trades at incomparably lower
earnings multiples (currently at PE of 9) than do
the broad markets, even despite the fact that it
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is composed predominantly of growth
companies. As you can see, it is paradoxically
lower risk that can provide the path to a return
higher than that of the overall market. The
definition of risk truly remains the alpha and
omega.

When | think about what the next 15 years may
bring, the following thoughts come to mind.
There is no telling whether the Vitava Fund’s
portfolio return will be higher or lower than in
the past 15 years. We hope that it will continue
to be significantly better than the return of the
markets because we know of a number of
things we could have done better over the past
15 years. If we divide the past 15 years into four
unequal multi-year periods, then the returns in
each of those periods, as they have gone along,
could be described as excellent, good, poor,
and very good. This is probably a good indicator
of what to expect in future. There will be
periods very pleasant in terms of returns and
other periods that will be disappointing. What
you can count on, though, is that we will
continue to regard risk as a very important
aspect of our investing and that we are not in
any way going to change our conservative
approach.

Changes in the portfolio

We sold shares of Fortrea Holdings and Willis
Towers. Fortrea is a new company formed by
spinning off part of LabCorp into a separate
entity. As of 1 July, LabCorp shareholders
received one share of Fortrea for each LabCorp
share as part of this spinoff. We did not like the
independent Fortrea because at the beginning
of its stand-alone existence it was burdened
with a relatively large debt, which is costly and
significantly limits management’s options for
dealing with generated profits. Therefore, we
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sold the shares almost immediately after they
began trading independently and used the
money to increase our position in Stellantis
stock. Our joy could not have been greater as
soon afterwards Stellantis announced
unexpectedly good half-year results while
Fortrea shares were moving to ever lower new
lows.

We sold the Willis Towers shares after holding
them for about 2 years, with a return of only
about 10% (which is nevertheless slightly
greater than that of the US market over the
same period). Our initial perceptions as to the
quality of this business were more positive
than what has gradually become apparent in
reality, and these shares seemed unattractive
vis-a-vis other opportunities presented to us.

A new position in the portfolio is the US health
insurer Elevance Health. This sector is quite
familiar to us. In fact, we also have shares of
another health insurer, Humana, in our
portfolio, which we first bought in 2009. The
sector has been very attractive over the long
term and its structure favours big players,
which both Humana and Elevance Health are.
Because each of these two companies also has
some specific risk, we decided to increase our
investment in the sector by acquiring this
second position. Both companies are high-
growth in terms of profitability and we expect
their above-average growth to continue for
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quite some time. Elevance Health benefits
uniquely from its exclusive licence for the Blue
Cross Blue Shield brand in 14 US states and is
the largest US health insurer with revenues of
$165 billion. It insures one-third of the
population in the states within which it is
active. This large market share gives Elevance
Health two competitive advantages: lower
costs and network effect. It is also worth noting
that this is a non-cyclical business whose
growth and development is only minimally
correlated with the normal business cycle. It
perhaps could go without saying that we
consider the investment in Elevance Health to
bear below-average risk.

Invitation to the conference

In November, together with Lenka Schanova,
we are organising the 10th edition of the
Czech Investment Conference. You are all
cordially invited again! The programme and
registration can be found here:
www.czechinvestmentconference.cz

Daniel Gladis, October 2023

Follow www.facebook.com/vitavafund and https://twitter.com/danielgladis
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Disclaimer:

The Fund is licensed as an Alternative investment fund by the Malta
Financial Services Authority (MFSA) and is dedicated to qualified
investors.

This document expresses the opinion of the author as at the time it
was written and is intended exclusively for educational purposes.

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. Data
used in this document are from trustworthy sources but we can not
guarantee their 100% accuracy and faultlessness.

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
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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 as well as any offer to buy mentioned single stock.

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

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

Historical performance over any particular period will not
necessarily be indicative of the results that may be expected in
future periods. Returns for the individual investments are not
audited, are stated in approximate amounts, and may include
dividends and options.
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