2005 CHUONG LETTER TO PARTNERS

	YEAR
	CHUONG
	S&P500
	+/-

	1998
	+68.0%
	+26.5%
	+41.5%

	1999
	-4.9%
	+20.2%
	-25.2%

	2000
	+18.7%
	-10.7%
	+29.4%

	2001
	+21.0%
	-13.0%
	+34.0%

	2002
	-1.8%
	-23.3%
	+21.5%

	2003
	+33.0%
	+26.9%
	+6.1%

	2004
	+26.2%
	+8.9%
	+17.3%

	2005
	-3.6%
	+3.0%
	-6.6%

	
	
	
	


The partnership achieved a -3.6% return in 2005 compared to a 3.0% return by the S&P500 index.  This marks the second occasion in which the partnership underperformed the S&P500 index.  The Dow Jones Industrial Index and Nasdaq posted a -0.65% and 1.37% return in 2005 respectively.  Both performances by the Dow and Nasdaq beat the partnership in 2005.

Aside from the removal of Natuzzi from our portfolio (discussed below) and the addition of The Buckle, the businesses within the portfolio remain the same as 2004 and include: Fossil (watches), Berkshire Hathaway, K-Swiss (shoes), Oakley (sunglasses), The Buckle, and General Employment.  The top 5 holdings represent over 90% of the value of the portfolio.
In this letter, I will discuss the inclusion criteria for a business into the partnership portfolio and, more importantly, the mindset that is behind each decision to add, hold, and sell any stock.  The latter is important for current partners (and those thinking of becoming partners) to understand, because the decisions surrounding how each stock is treated in the portfolio is extremely important.
The definition of investing is to deploy capital in order to receive a larger amount of capital at a future date.  What rate of return is appropriate?

The Myth of Diversification

An investment in stock is considered to be an investment in the underlying business.

The typical mutual fund holds dozens of different stocks.  In many cases, investors in mutual funds have no idea why the fund manager has invested their money in any particular stock.  To compound this problem, most investors sometimes find themselves holding 10 different mutual funds which translate to owning hundreds of different stocks.  

Even if the fund manager bothered to explain the reasons behind the inclusion of a business in the portfolio, it would soon become old news as most funds have extremely high annual turnover rates (sometimes over 95%).  This means that a stock that exists in the portfolio on January 1st of any particular year is no longer in the portfolio on January 1st of the following year.  
Diversification has long been sold to investors by the mutual fund industry as a means for decreasing risk, but does it really?  The argument is that if any one stock or group of stocks fall in value, it will be offset by another group that rises.  Thus, an investor is spared the loss of capital.  What the mutual funds fail to mention is that the contrary is also true – that any gains in the portfolio are offset by losses.  In the end, the result is a portfolio that ends up going nowhere.  

The concept of diversification is sold as protection for the investor.  What mutual fund salesmen and financial planners fail to tell you is that it is also for their own protection.  Since most advisors can’t tell you the reasons why a business or stock is a great investment, they tell you to buy all of them.  
Warren Buffett, CEO of Berkshire Hathaway and the 2nd wealthiest man in the U.S., in his 1993 annual letter shareholders, addressed critics of his practice of portfolio concentration, “The strategy we've adopted precludes our following standard diversification dogma. Many pundits would therefore say the strategy must be riskier than that employed by more conventional investors. We disagree. We believe that a policy of portfolio concentration may well decrease risk if it raises, as it should, both the intensity with which an investor thinks about a business and the comfort-level he must feel with its economic characteristics before buying into it."

Charlie Munger, Mr. Buffett’s right-hand man at Berkshire Hathaway, stated that, "I am more than skeptical of the orthodox view that huge diversification is a must for those wise enough that indexation is not the logical mode for equity investment. I think the orthodox view is grossly mistaken. In the United States, a person or institution with almost all wealth invested long-term in just three fine domestic corporations is securely rich.”
In short, an investor of mutual funds is invested in hundreds of different businesses each and every year.  This leads us to another important fact that financial planners have failed to tell us: that no independently wealthy individual in North America has ever achieved their wealth by diversifying over so many investments.

With such a system in place, it is no wonder why investors as a group, have suffered mediocre returns from the mutual fund industry.

An investment in stock is considered to be an investment in the underlying business.  Our goal as investors is to identify superior businesses and determine a fair and reasonable price to pay for that business.  The long-term returns of a business are directly correlated with the long-term returns of the associated stock.  

What do we consider to be characteristics of a superior business?
Cash Flow
When an individual invests money in a government bond or a bank’s guaranteed investment certificate (a certificate of deposit for those in the U.S.) the individual agrees to lend a certain amount of capital to the institution for a period of time.  Once the time has expired the individual’s principal is returned along with interest.

Individuals feel comfortable doing this because these institutions have a history of being in business and the transaction is cash flow positive and predictable.  
If the government offered the same bond, but instead, asked investors to accept a negative (i.e. give us $1000 today and we’ll give you back $900 in a year) or unpredictable (i.e. give us $1000 today, but we don’t know what you’ll have a year from now) cash flow most investors would reject the offering.  Nevertheless, millions of individuals (knowingly or unknowingly) purchase businesses on the stock market with proven negative or unpredictable cash flow characteristics.
With thousands of businesses being sold on the U.S. stock exchanges, the partnership is only interested in businesses that have at least 10 years of history as a publicly traded business and during that time their cash flow must be positive, increasing and predictable.  
	Company
	Revenue (TTM)
	Revenue (1996)
	Net Income (TTM)
	Net Income (1996)

	Fossil
	$1.03B
	$205.9M
	$91M
	$13.6M

	K-Swiss
	$504.6M
	$106.8M
	$79.3M
	$0.7M

	B. Hathaway
	$76.3B
	$13.8B**
	$6.7B
	$2.8B**

	Oakley
	$643.9M
	$218.6M
	$52.6M
	$46.0M

	The Buckle
	$493.3M
	$206.4M
	$49.8M
	$13.6M


Source: Morningstar.com

* TTM = trailing twelve months

** 1998

Reduce the likelihood of bankruptcy
One of the first concerns individuals have with investing in stock is, “what happens if the company goes bankrupt?” another way this question is phrased is, “what happens if the stock goes to 0?”  This is a legitimate concern.  Nobody wants to buy a stock and lose their entire investment the next day.

The amount of debt that a business carries is listed in the financial statements as “short-term debt” and “long-term debt”.  Short-term debts are revolving lines of credit and similar instruments.  If a company is making enough money, the amount of short-term debt is generally trivial.  Long-term debt and the ratio of long-term debt to shareholder equity is the number that is more important.  

A company may have $1 billion in long-term debt, but if shareholder equity is $100 billion, the company has a debt-to-equity ratio of 0.01, a tiny amount which poses little threat of bankruptcy.  However, if shareholder equity is $1 billion, then the ratio is 1.0, and for every dollar of equity in the business, a shareholder is saddled with a dollar of debt.  Not a comfortable situation.
This doesn’t mean that all debt is bad; indeed many financial institutions (banks, insurance companies, etc.) require debt in order to perform optimally.  It is also possible to determine appropriate debt interest coverage (EBIT / interest expense >> 1.5) to minimize any threat of bankruptcy.  However, in the interest of keeping things simple the partnership is only focused on debt-free businesses).
	Company
	Debt/Equity Ratio

	Fossil
	0.03

	K-Swiss
	0.00

	B. Hathaway
	0.16

	Oakley
	0.06

	The Buckle
	0.00


Source: Morningstar.com

Profit and Return on Equity

Most individuals recognize that returns and profit are desirable, but how large a return and how much profit should be demanded from our investments?  
Return on Equity

Assume that we own a $1,000 gumball machine (i.e. you built it yourself using $1,000 of materials) that produces net income of $10 per year.  While this is “good” because it is positive, it is far from adequate since it represents a paltry %1 return on equity.  Not only can you find a better return by investing in a GIC (guaranteed investment certificate) or CD (certificate of deposit), but it doesn’t even keep up with inflation (which has stood at approximately 4% per year for the last 60 years).
Historically, depending on the source and industry, U.S. business has produced a long-term 10-12% return on shareholder equity throughout the years.  The partnership is interested in businesses that produce consistent return on equity of 12% or higher.
Net Profit
Profit is defined as any excess capital after expenses, interest and taxes.  Using the aforementioned gumball machine, let us assume that gross revenues for the year come out to $100.  Assume that expenses run up to $90 resulting in a net profit of $10 or net profit margin of 10% ($10/$100).  
Considering that U.S. business has historically produced net profit margins of 4-5%, this investment, from the perspective of profitability, is a good one.  However, by having to put down $1,000 to produce this return, it is a “slow compounder” and since it doesn’t increase as fast as inflation, you will slowly lose money.

At this point you may question the necessity of looking at a company’s profit margin opting instead, to focus on its return on shareholder equity.  Although returns on equity may give you an idea about how fast your investment will compound over time, profit margins give you an idea of how well a business can hold up against inflation and competition.
Let us consider a competing gumball machine that has an equity value of $50 (far cheaper than the version you built for $1,000).  However, this gumball machine uses inferior parts that require more maintenance and frequent infusions of capital.  As a result, the competitor generates $100 in revenue, but incurs $95 in expenses resulting in a $5 per year net profit.  This is a 10% return on equity ($5/$50) and a 5% profit margin ($5/$100).  This is how the two stack up:  
	
	Gumball machine #1
	Gumball machine #2

	Equity
	$1,000
	$50

	Revenue
	$100
	$100

	Expenses
	$90
	$95

	Net profit
	$10
	$5

	Return on equity
	1%
	10%

	Net profit margin
	10%
	5%


Everything is running smoothly and both gumball machines are turning a profit.  You’re somewhat peeved that the competitor is earning a higher return on equity than you are, but you’re loathe to complain, you’re glad to be in business at all.  Then inflation gets out of hand, rents go up and cost of materials and labour spike upwards by 9%.  Instead of incurring $90 in expenses, it suddenly costs $98.1 to do business.

Needless to say, with a profit margin of 10% a 9% jump in expenses is not very comfortable, but you’re able to stay afloat.  However, for your competitor, who was only making a 5% net profit, the 9% increase has resulted in expenses of $103.55 and a loss of $3.55!  All of a sudden, that 10% return on shareholder equity has vanished!
In essence, a company’s profit margin represents its ability to sustain inflation and economic shocks.  A high return on equity is meaningless if, during the next recession or jump in inflation, the company begins to lose money. 
This is why the partnership is only interested in businesses that produce at least a 15% return on shareholder equity and a net profit margin of 8% of greater (double the historical U.S. average).
	Company
	Return on Equity (TTM*)
	Net Profit Margin (TTM*)

	Fossil
	17.3%
	8.8%

	K-Swiss
	33.6%
	15.7%

	B. Hathaway
	7.9%
	8.8%

	Oakley
	13.8%
	8.2%

	The Buckle
	16.6
	10.1%


Source: Morningstar.com

* TTM = Trailing Twelve Months

Shareholder friendly

A difficulty with deciding to invest capital in stock is that once the investment is made, we have no control over the stewards of our capital; namely the CEO and directors of the business.  How many times have we read in the media of a board of directors “voting” to give themselves an exorbitant pay increase (on top of an already outrageous salary) and bonus package?  In many cases compensation is based on vague definitions of performance and is entirely arbitrary.

Compensation of executive management is just one (albeit an important one) example of how investor capital is often abused or misallocated.  Don’t get me wrong, as a shareholder I am entirely in favour of paying top dollar, but only for top performance.

As a solution, companies offered their executives stock options.  An option is simply an agreement to purchase stock at a predetermined price for a defined period of time.  For example, let us assume that company ABC stock is selling for $10 per share and the company wants to motivate their upper management to promote growth.  An option would be created to give executives the right (but not the obligation) to purchase the stock at $10 per share over the next year.  If the share price increased to $12 by the end of the year, the executive can then simultaneously purchase the shares for $10 and sell them at $12 and pocket a quick $2 per share “bonus”.

On the surface, this solution seems reasonable – if the company’s share price increases under the current management, then executives are rewarded.  The problem with stock option-based incentive causes executives to be very stock price focused and a mentality to increase the price of the stock (at all costs).  Although improving the underlying business (i.e. revenues, free cash flow, return on equity, etc.) is related to share price, there are other ways to increase share price that, over the long run, are undesirable (e.g. creative ways to book revenue, inventory, damaging mergers, etc.).

The truth is that stock options are a poor proxy for stock ownership.  Although investors are interested in the stock’s price; this is only of consequence in the short-term and only if the investor is looking to sell.  In the long-term investors are more concerned with the health of the business as a going concern; as a source for positive cash flow.  

In order to ensure that shareholder interests are always top-of-mind there must be an advocate within the business that is dedicated to improving business performance.  To ensure that the CEO has a vested interest in the long-term health of the business (instead of stock option vesting times), the partnership is only interested in businesses that has a leader who is also a large shareholder.  We ideally look for CEOs who hold at least 25% of company stock.  We feel that a CEO who holds such a large amount of stock has their interests aligned with that of smaller shareholders.

We have found that having this “CEO-shareholder” criterion has had some very pleasant features and benefits - they tend to be founders of the business, abhor the use of long-term debt (they prefer to fund business activities using existing cash), and produce above-average returns on shareholder equity.
	Company
	Shareholder
	% Owner

	Fossil
	Tom (Chairman)/Kosta (CEO) Kartsotis
	30%

	K-Swiss
	Steven Nichols (CEO)
	23%

	B. Hathaway
	Warren Buffett (CEO)
	40%

	Oakley
	Jim Jannard (CEO)
	63%

	The Buckle
	Daniel Hirshfeld (CEO)
	53%


Source: Hoovers.com
Size
There is a catch-22 when it comes to money – the more money you have, the more problems there are with growing it.
Consider two businesses, Nike ($22.7 billion market capitalization) earns $1.4 billion per year and K-Swiss ($1 billion market capitalization) earns $75 million per year.  

To produce a 15% return, Nike must create $210 million with their $1.4 billion in earnings.  K-Swiss on the other hand, only needs to increase earnings by $11.25 million.  In other words, to create the same value, Nike needs to sell almost 20 times more product than K-Swiss.  Where Nike may have saturated a market to deal with, K-Swiss may only be growing a foothold.

In stock investing parlance a ten-bagger is a stock that has appreciated in value 10 times.  Probably derived from baseball, Peter Lynch brought this term into the mainstream when he described it in his book, One Up On Wall Street.  A ten-bagger is something all stock investors strive for.  A single ten-bagger can turn a mediocre portfolio into a spectacular one.  For K-Swiss to increase ten-fold would create a $10 billion business with earnings of $750 million.  In other words, K-Swiss even after increasing ten-fold, would not be as big as Nike is today.  Now, for Nike to become a ten-bagger, it would mean that they would need to become a $227 billion company earning $14 billion per year, bigger than most businesses in the U.S.  This company would be enormous.  

This doesn’t mean that it is impossible for Nike to produce such a return, only that it is significantly more difficult.  With all things the same, the probability of a ten-bagger by investing in Nike is significantly less than with K-Swiss.  The partnership is interested in increasing the probability of high returns by investing in businesses with market capitalizations of $500 million to $1.5 billion.  The partnership will only deploy capital in large businesses if the business experiences a significant price decline (e.g. 1999-2000, Berkshire Hathaway).

Price
The final piece that is required before a decision to purchase a stock is its price.  Determining how much to pay for a security is just as important as identifying the stock in the first place.  
Free Cash Flow

An acceptable price is not a specific number as many people believe, but a range of appropriate values.  Consider a gumball machine that generates $10 a year in free cash flow.  If a price of $100 is paid, the buyer is expecting to see their money returned in 10 years.  If $150 is paid, then they are willing to wait 15 years.  When free cash flow is being considered as the basis for what to pay, the investor should determine how long they are willing to wait to see their money back.  Some investors are willing to wait 15 years and others are only willing to wait 10 years or less.  

The biggest mistake that investors make is not recognizing how many years they are willing to wait to see their money returned.  During the tech boom of the late 90s, many investors paid 60, 80 or 100 times free cash flow; not recognizing that it would take them 2 or 3 generations to see their money back (if at all).  Some even rationalized that a 40% growth rate would shorten their waiting time to an acceptable level.  This was shown to be an irrationally exuberant expectation.
By using earnings, a value of the business is determined by considering it as an ongoing entity or as a cash flow generating entity.

The partnership will become more interested in a stock when the price is falling.  Additions to the portfolio are made during periods of negative returns than positive ones.  A purchase is more likely as the ratio of price to earnings falls to 12 or lower.  

Book Value
The book value of a business is its assets minus its liabilities; technically this is also the value of shareholder equity.  
Unlike the calculations used to determine the value of a business based on its cash flow over time, book value represents the value of the hard assets (and liabilities) of the business.

The book value of the aforementioned gumball machine business is the gumball machine asset minus its liabilities.  Assuming an asset value of $100 and no liabilities, the gumball machine business has a book value of $100.
If the asset produces $10 of free cash flow in the first year, the book value of the business going into the second year increases by this amount.  That is, the book value of the gumball business increases from $100 to $110.  In businesses that produces a constant and unchanging amount of free cash flow, the book value or shareholder equity of the business will increase in a linear fashion (e.g. $100, $110, $120, etc.).  In businesses that produce increasing amounts of free cash flow, the book value or shareholder equity of the business will increase geometrically (e.g. free cash increases 10% year over year; book value increases from $100 to $110 to $121 to $131.10, etc.).
DISCUSSION
	Company
	% of Portfolio

	Fossil
	38.1%

	K-Swiss
	27.2%

	Berkshire Hathaway
	13.6%

	Cash
	7.2%

	The Buckle
	6.8%

	Oakley
	6.2%

	General Employment
	0.9%


The 2005 year was a relatively uneventful one.  Natuzzi, the manufacturer of Italian leather upholstered furniture, began losing money in Q4 of 2004.  Consequently this business was removed from the portfolio.  Pasquale Natuzzi, the company’s CEO and founder attributed the downward spiral to a tough retail environment and competitors who are producing cheaper products from manufacturing plants in China.  Profit margins remain tight at around 5%.

There was no meaningful gain or loss from the sale.  The Natuzzi experience taught us a good business lesson: when superior management skills are matched to a business with poor economics, it is usually the characteristics of the business that tend to prevail.  

In addition, the Canadian dollar increased from $0.82 to $0.87 against the U.S. dollar in 2005.  This represents a 6.1% decline in our U.S. dollar denominated portfolio.  We do consider currency valuations to be meaningful over long-periods of time (i.e. decades) and as such, do not employ hedging strategies on our U.S.-based holdings.

The following are brief discussions surrounding the businesses in the portfolio.  They are not discussed in any particular order.
Fossil
Fossil is going through a tough time.

Due to the rise in Fossil’s share price from 2000 to 2004 it is the largest component of the portfolio.  The company’s current difficulties had a negative impact in 2005 and may do so again in 2006.

Fossil sales declined 17% in Q4 2005 due to falling domestic demand as well as lower than expected sales growth in Europe and Asia; double-digit sales growth in accessories was unable to compensate.  
Profit for 2005 is approximately $70 million, down from 2004 earnings of $90.6 million.  The following is the revenue and earning profile for Fossil:

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	Revenue*
	205.9
	244.8
	304.7
	418.8
	504.3
	545.5
	663.3
	781.2
	960
	1040**

	Earnings*
	13.6
	18.9
	32.2
	51.8
	55.9
	43.7
	58.9
	68.3
	90.6
	75.0**


* value in $ million
** company estimates

The company announced that it expects 2006 revenues and earnings to be similar to 2005.  Although revenues continue to increase, the company is making less profit due to higher expenses.  In addition, inventory levels in 2005 came in at approximately 35% higher than 2004.  Fossil plans to get expenses and inventory levels under control in 2006.  
The following is a look at the company’s debt and equity over the last decade:

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	Debt*
	4.4
	0
	0
	0
	0
	0
	0
	0
	1.5
	NA

	Equity*
	74.6
	95.3
	134.9
	191.2
	220.7
	264.0
	340.5
	423.4
	524.0
	NA


* value in $ million

NA = not available
Like Olympic athletes, businesses require proper nutrition (i.e. capital expenditures) in order to maintain optimal performance.  In economically-challenged businesses, capital expenditures are high and the amount of free cash flow (FCF) is minimal or nonexistent.  Examples include mining and airline companies.  The following is a look at the capital requirements and free cash flow of Fossil:

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	CapEx*
	(4.2)
	(7.4)
	(6.3)
	(10.6)
	(20.3)
	(55.6)
	(26.9)
	(28.9)
	(28.4)
	NA

	FCF*
	6.8
	15.7
	34.7
	51.0
	20.0
	(6.7)
	54.2
	44.7
	53.3
	NA


* value in $ million

NA = not available

Fossil gets nearly 70% of its sales from watches. Brands include its Fossil and Relic watches, as well as licensed names such as Giorgio Armani, Michael Kors, and Donna Karan and private-label watches for the likes of Eddie Bauer, Walt Disney, and Wal-Mart.  

CEO Kosta Kartsotis purchased approximately $5.3 million of Fossil stock in Q4 2005 at prices ranging from $20 to $22 per share.  The Kartsotis brothers Tom and Kosta collectively own 30% of the company stock.  The company is named after the brother’s nickname for their father.
In 2006 Fossil will rollout watches by Adidas, Marc by Marc Jacobs and jewelry by Michele and Diesel. 

Partners should understand that we continue to view Fossil as a viable long-term business and will not liquidate our holdings despite the paper losses of 2005.  We consider Fossil to be a moderately growing business that will remain in the portfolio as long as its fundamentals remain sound.
K-Swiss
In 1985 while working at Stride Rite, Steven Nichols tried to convince his superiors to buy the K-Swiss shoe company.  He called the classic K-Swiss tennis shoe with white stripes on white leather a “50-year shoe”.  Needless to say, Stride Rite declined to pick up K-Swiss so Mr. Nichols pooled $20 million in investor money and purchased the company himself.
Today, the classic K-Swiss shoe now accounts for 2/3 of sales and Steve Nichols owns 22.8% of this $1 billion company.  Its primary advantage is that it never needs to re-invent itself with new designs to keep up with fashion fads.  After all, it’s just a plain white leather tennis shoe.  

The following are some of K-Swiss’s financials over the past 10 years including Revenue/Earnings, Debt/Equity, and Capital Expenditures/Free Cash Flow:

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	TTM**

	Revenue*
	106.8
	116.2
	161.5
	285.5
	221.6
	236.1
	290.4
	429.2
	484.1
	504.6

	Earnings*
	0.7
	4.2
	12.6
	34.3
	21.1
	23.3
	28.7
	50.1
	71.3
	79.3


* value in $ million

** TTM = trailing twelve months

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	Debt*
	0.2
	0.1
	0
	0
	0
	0
	0
	0
	0

	Equity*
	79.6
	75.9
	83.3
	112.0
	120.2
	124.4
	139.8
	179.5
	226.8


* value in $ million

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004

	CapEx*
	(1.0)
	(1.6)
	(5.7)
	(2.1)
	(0.9)
	(1.2)
	(1.9)
	(1.8)
	(1.3)

	FCF*
	8.2
	16.2
	(1.4)
	29.5
	26.4
	19.9
	24.6
	31.2
	84.2


We consider K-Swiss to be a fast growing business and will continue to keep the company in the portfolio as long as its fundamentals remain sound.
Berkshire Hathaway

Berkshire Hathaway is a $130 billion U.S. corporation that is primarily involved in insurance.  It also has a stable of fully-owned subsidiaries and large holdings in a number of publicly traded securities.  
To get an idea of how large Berkshire Hathaway actually is, consider that Fossil and K-Swiss (the next two largest companies in the portfolio) have a combined market value of a little over $2 billion.  

The Berkshire group of insurance companies includes GEICO, General Re, and National Indemnity.  

Berkshire Hathaway subsidiaries include ACME Brick, NetJets, See’s Candies, FlightSafety, Fruit of the Loom, International Diary Queen, and The Buffalo News.  Other full-owned subsidiaries can be found on the Berkshire Hathaway web site.

Berkshire Hathaway also holds the stock of major U.S. businesses including Procter and Gamble (via its stake in Gillette), Coca Cola, American Express, Moody’s, White Mountains Insurance, and The Washington Post Company.

In 2005, Berkshire Hathaway was involved in a SEC investigation involving transactions between Berkshire Hathaway’s General Re insurance unit and AIG Insurance that were used to make AIG finances appear better than they actually were in order to increase the value of AIG stock.  
Warren Buffett of Berkshire Hathaway was called a “cooperative witness” by New York Attorney General Eliot Spitzer and the city’s civil suit was only filed against AIG and its former chairman Alan Greenberg.  

AIG eventually settled with the SEC for $1.64 billion and five former executives at General Re were fired and are under investigation for ‘knowingly’ cooperating with AIG to commit fraud.  There are no further known legal ramifications for Berkshire Hathaway.
Due to the size of the company, we feel that Berkshire Hathaway’s future growth is limited and consider it to be a proxy for cash.  Berkshire Hathaway remains an extremely healthy and profitable business.
The Buckle

In 2005 cash on hand was invested in a small Kearney, Nebraska company called The Buckle.  The company was founded as Mills Clothing, Inc. by David Hirschfeld in 1948 and changed its name to Brass Buckle in 1967. Further, it changed its name to The Buckle, Inc. in 1991.   The company has 327 stores in 38 Midwestern states and sells mid- to high-priced casual apparel to teens and young adults including brands such as Dr. Martens, Fossil (yes the same Fossil that is in our portfolio), Lucky, Polo, and Silver.  Chairman Daniel Hirschfeld, the founder’s son, owns approximately 53% of The Buckle.

With a market value just shy of $700 million, The Buckle is the smallest company in the portfolio.

The following are The Buckle’s revenues and earnings over the last 10 years:

	Year
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005
	TTM**

	Revenue*
	206.4
	267.9
	337.9
	375.5
	393.3
	387.6
	401.1
	422.8
	470.9
	493.3

	Earnings*
	13.6
	23.3
	34.0
	37.4
	34.5
	32.9
	32.1
	33.8
	43.2
	49.8


* value in $ million

** TTM = trailing twelve months

It is interesting to note that earnings dropped for 3 consecutive years from 2000 to 2003.  During those years it would have been easy to make the mistake of selling this long-term winner.   The following is the company’s long-term debt and equity position as reported on its balance sheet:

	Year
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	Debt*
	0
	0
	0
	0
	0
	0
	0
	0
	0

	Equity*
	78.0
	107.9
	146.1
	163.3
	194.1
	233.7
	264.7
	297.6
	332.9


* value in $ million

The Buckle has been extremely conservative in its growth, adding only a handful of stores every year (they added 11 stores in 2005).  The company’s growth is modest, but predictable and has been internally fueled without the use of debt.  Success appears to be defined by a store that produces revenues of $1.3 to $1.5 million per year (or $280 to $310 per square foot).  As a result, the company’s equity, or value, has steadily been increasing over the years with the company achieving an equity value of $332.9 million in 2005.  For comparison, Berkshire Hathaway, the largest holding in the portfolio, has an equity value of approximately $90 billion or almost 270 times the size of The Buckle.

The following is a look at the capital requirements and free cash flow of The Buckle:

	Year
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	2005

	CapEx*
	(4.5)
	(12.1)
	(17.1)
	(25.0)
	(14.7)
	(10.7)
	(25.6)
	(15.4)
	(16.6)

	FCF*
	14.0
	20.4
	21.4
	16.0
	32.5
	32.7
	17.2
	37.6
	55.9


* value in $ million

By December of 2005, the company had retired (repurchased) 205,000 of its common stock, at an average price of $32.71 per share for a total of about $6.7 million. Buckle currently has authorization to buy back a total of 500,000 shares.  The partnership encourages the retirement of outstanding shares at reasonable prices.

We consider the Buckle to be a very conservative slow-growing retailer and will continue to keep it in the portfolio as long as its fundamentals remain sound.
Oakley
Jim Jannard founded a sunglass company in 1975 and named it after his dog, Oakley.  According to the Oakley web page, insiders of the company hold a remarkable 64.3% of company stock – a devotion rarely seen amongst public companies.

In 2005, Oakley released the Thump 2 (wireless mp3-playing sunglasses), Razrwire (sunglasses that incorporate Motorola’s BlueTooth technology), and opened company-owned “O” stores in Toronto and New York.
CEO Jim Jannard purchased $16 million of Oakley stock in 2005 ranging in price from $12.98 to $14.70 per share.  He continues to be an aggressive accumulator of Oakley stock.
The following are financials associated with the last 10 years of Oakley’s recent history:

	Year
	1996
	1997
	1998
	1999
	2000
	2001
	2002
	2003
	2004
	TTM**

	Revenue*
	218.6
	194.0
	231.9
	257.9
	363.5
	429.3
	489.6
	521.6
	585.5
	643.9

	Earnings*
	46.0
	19.6
	24.2
	19.8
	51.1
	50.4
	40.6
	38.2
	41.6
	52.6


* value in $ million
** TTM = trailing twelve months

Due to Oakley’s irregular earnings history, we do not feel the company to be a key long-term holding and may one day decide to reduce our holdings in the sunglass maker.   

We go into 2006 with a stable of profitable companies that are selling at above average prices.  The performance of the portfolio will depend on how well each owner-operator manages to increase profits and return on shareholder equity.  
