2010 JIM CHUONG

	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%

	2006
	+8.6%
	+13.6%
	-5.0%

	2007
	+22.4
	+3.6
	+18.8

	2008
	-33.4%
	-38.5%
	+5.1%

	2009
	+31.6%
	+23.5%
	+8.1%

	2010
	+56.5%
	+12.8%
	+43.7%


*does not include dividends

The return I achieved in 2010 is not repeatable, should not be considered a reflection of my investment skill and, if anything, foreshadows a very bad 2011 for me.
In fact, in 2011, aside from picking up a small handful of shares in The Buckle, my activity was non-existent.  Readers should expect inactivity in the face of rising prices.  For me, it makes no sense to buy at increasingly higher prices.  In fact, it appears more profitable to start looking in areas where prices are declining or, even better, have collapsed.

This year my letter will be short because nothing happened – everything rose in price and I sat dumbfounded - gawking at all the businesses that I was suddenly priced out of.

	Company
	% of Portfolio

	Fossil

K-Swiss
	49.5%

14.6%

	The Buckle
	12.0%

	Columbia Sportswear
	8.8%

	American Eagle
	6.6%

	Berkshire Hathaway
	6.4%

	Cash
	2.1%

	General Employment
	0.1%

	
	


DIVERSIFICATION IS A CONSEQUENCE, NOT A GOAL
Always keep in mind that wealth isn't static. An individual is either making decisions that will make them wealthier or less wealthy in the future.  Both action and inaction are decisions - either have the ability to create and destroy wealth.
This brings me to why I dislike mutual funds.  Aside from their ridiculous fees, I cannot trust the fund manager to do the right thing (which is often nothing).  Fund manager are incentivized to always 'do' which has a high chance of ensuring absolute mediocrity if not outright disaster.

The idea of diversification is sold to the public as a goal.  It goes like this: in order to minimize the risk of one asset collapsing in price, an individual should buy a wide variety of assets.  In the event that one asset class falls in price, it will be offset by another that rises in price.  The shoe also fits on the other foot: in the event that one asset class rises in price, it will be offset by another that falls in price.  However, for some reason this other shoe is rarely mentioned by the companies that promote diversification. 

This idea is very harmful to your wealth.  Diversification is a consequence, not a goal, of investing.  What does this mean?  A value investor will always look to asset classes that have fallen in price.  Over time a number of different asset classes will be amassed in an investor’s portfolio – stocks, real estate, royalties, bonds, etc.  When another individual looks from the outside in, all they see is a well-to-do individual with a bunch of different assets.  Unfortunately most will then jump to the incorrect conclusion that rabid diversification must have been responsible for the investor’s success.
Another side product of the mass marketing of diversification is something call asset allocation.  The idea is that an individual should allocate their capital  based on their age, tolerance for risk, yadda, yadda.  This is a terrible idea.  The glaring problem with this is that not all assets are good investments at the same time.  Just because an investor has cash now doesn’t mean that they should start allocating a certain percentage to bonds, stocks, etc.  

In short, if you have a strong desire to underperform, then diversification and asset allocation are your tickets to mediocrity.

OWNERS WANTED DIVIDENDS UNWANTED
From my experience it has been profitable to focus on investing in owner-operated businesses.  I need the person running the business to champion my interests.  Arguably the CEO of the Buckle, who owns around 16 million shares (roughly 40% outstanding), has the same interests as the person who owns a few thousand.   I can trust that they will make decisions that will benefit themselves (and me as a side consequence).   

A chief executive, who has no ownership stake, will not champion my interests as a shareholder.  They will support whatever they need to do to maximize their compensation - as they should.
Owner-operated businesses also tend to have a few other desirable characteristics including 1) little or no long-term debt and 2) minimal dividend payouts.

Also, if I partner in a company like The Buckle and they have shown to compound equity at high rates, say 20%, I would not want a dividend payout.  Why?  Because once the money is discharged from the company it goes from compounding at 20% per year to 0% - a dead stop.  In order to maintain the same pace of growth I will now need to find an investment that can compound my dividend payout at 20% or greater - an impossible task at the best of times.
Investing in high quality publicly traded businesses is a double-edged sword - net worth grows very quickly with little effort on the investor’s part, but the investments produce minimal to no cash flow from dividends.  In order to have cash to pay for food an individual using this method of investing would need to sell stock (and get off the gravy train as it were).
I would further say that it is almost impossible (as an investor) to have both maximum appreciation and maximum cash flow.  To bleed a high quality company of cash for distribution to shareholders is to stunt its ability to compound (appreciate) value effectively for its owners.  
2010 SPECIAL DIVIDENDS

This year many companies, flush with cash on their balance sheets, paid their shareholders special one-time dividends in order to drain the cash.  Specifically to my portfolio, American Eagle, The Buckle, and Columbia Sportswear all paid special dividends in 2010.

Why?

On January 1, 2011, the favourable treatment of dividends ends. Currently dividends are taxed at a 15% rate.  If Congress doesn't extend the dividend tax break, it reverts to dividends being treated as ordinary income. Dividends will then be set to be taxed at rates up to 39% in 2011.
Specifically for owner-operated companies, insiders hold large amounts of stock. And all the companies in my portfolio make boat loads of money (with the exception of K-Swiss).  These insiders are usually in the highest tax brackets.  Why raise the quarterly dividend rate and commit yourself to paying higher taxes in 2011 and beyond?  One time specials are just the trick.

Thus, the one-time dividends will drain all excess cash, giving shareholders one last chance to pay a lower tax rate on their dividends.
NO DEBT

A few individuals have questioned my decision not to use leverage when investing.  The rational is that if an investor has the ability to compound money at x% then it is ‘prudent’ to borrow at x%-y% as long as the spread is sufficient.  At what point the spread becomes sufficient appears to differ depend on the person I’m talking too.  For me, the spread needs to be x%.  That is the debt, y%, should be 0%.

There is no reason to put my investments at risk of a margin call regardless of how small that risk may be.

Another common comment around the use of personal debt is that many companies issue debt in the form of corporate bonds so doesn’t that justify its use on a personal level?

Although it is true that many companies use debt, I don’t invest in those companies.  I invest in owner operated businesses that don't use debt.  My theory is that a business cannot declare bankruptcy if there are no banks involved. 
This brings up another interesting observation.  Many owner operated companies don’t use debt despite showing the ability to compound equity at double digit returns for many years.  Why don’t they use debt and further ‘maximize’ their returns?

Personally I believe that the use of debt is more related to an individual's personality than net worth or ability to compound wealth.  Speaking for myself, I would only use debt if I had absolutely no money (i.e. nothing to lose).  

Just because you can make the payments doesn’t mean that you can afford it.

POKER AND INVESTING
The game of investing is not unlike a game of poker.  The player's visible holdings (the bet, facial expressions, tone of voice, etc.) are similar to an individual's outward material possessions (car, house, clothes, jewelry, etc.).  The player's invisible holdings (their cards) are similar to an individual's net worth (assets such as cash, stock, bonds, real estate, and liabilities such as credit card debt, lines of credit, mortgages, etc.).  Visible holdings are no indication of strength or weakness.
When you watch the World Poker Tour (WPT) or other such games on television, it is interesting to players make aggressive bets in positions where they have weak hands in order to convince other players that they are stronger than they are.  In the game of poker, this may be considered a savvy play in order to steal the pot.  In the game of life, some consider this a losing play whose only purpose is to soothe an individual's sense of self-worth.
Investing is also like poker in the sense that when an investor senses weakness as a result of a market crash, it is time to invest and take advantage of this weakness.  When the investor senses strength, it is time to protect your hand and play for low stakes or to avoid playing at all.  90% of the time, the market is in strength which makes it all the more important to take advantage of weakness when it appears. 

Investing has neither ‘right’ nor ‘wrong’.  There is only ‘knowledgeable’ or ‘ignorant’.  Always walk away from investments where you are ignorant because there will always be somebody who is knowledgeable who will take your money.
EROSION
Earned income is a funny thing.  Everybody wants to have a large amount of earned income.  Less savvy individuals have pound their chest over the size of their salary.

Setting aside the idea that free time may be considered more valuable than earned income; investors need to keep in mind that earned income is taxed at the highest rate.    At a marginal tax rate of almost 50%, earned income is the proverbial treadmill where one takes two steps forward only to have to take one step back.  

Almost nothing depreciates faster than earned income.
To add insult to injury, whatever an individual manages to retain after taxes begins to erode almost immediately at the rate of inflation.  This is one of the reasons cash is like oxygen, it’s good to know that it’s there, but any excess serves no real purpose.

For those who have a goal of maximizing earned income, individuals who contribute to the revenue side of a company’s balance sheet earn significantly more than those who are on the expense side of the same balance sheet, but that is another story.

RETIREMENT
Considering that my knowledge of investing is limited to small areas around real estate and stocks the following are my thoughts around retirement.
Retirement requires “grocery money” – money that can be used for day-to-day expenses.  My currently stock investment method does not provide for this.  I have made a conscious decision to focus on tax deferred compounding - specifically investing in owner-operated, debt-free publically traded businesses that have small market capitalizations and a history of increasing revenue and profitability.

To obtain grocery money I can either invest in real estate or dividend paying stocks.  As I mentioned before, I don’t like investing in stocks for dividends nor do I like using leverage.
Looking at real estate, currently, in the depths of the U.S. housing crisis it is possible to obtain a pre-tax gross rental income of 8% or 5% after tax.  This assumes that 50% of gross rent will go towards non-tax expenses.  With $1 million deployed in this asset class an investor can expect to receive approximately $50k of usable cash per year.

However, on the other hand, having $1 million deployed in the stock market can yield approximately 15% per year.  This would be $150k in tax-deferred, unusable cash per year.  Even at 10% it far out distances the usable cash generated by real estate.
I believe that both methods involve similar risk.

There is a choice here – to have $50k of usable grocery money or 2-3 times that amount of unusable capital for future tax-deferred compounding.  I guess that my decision has been the latter, but I continue to torture myself with the former.

MATERIALISM ON THE BRAIN
A major problem I have with buying the “latest and greatest” is that time will conspire with my mind so that it won’t be the “latest and greatest” for very long.  
How often have you been so stoked about buying that thing, thinking about it, dreaming about it, and then finally purchasing it – only to have it become stale 6 months or a year later?

This phenomenon demonstrates itself very strongly with me with cars.   Many times the current year model looks spectacular to me.  However, after only a year, the same car that I thought was so shiny and new, now looks tired and old.  

There is likely a psychological reason behind the need to buy the latest and greatest.  From my point of view, consumerism has very similar traits to addiction.  
Following this path is dangerous to an individual's wealth because of the incredible adaptive ability of our brain.  There is absolutely no limit to how much an individual can spend (and waste) or chasing a moving target; and marketing virtually ensures that the target continues to move.  
I recognize that this is an irony considering that virtually all the companies in my portfolio spend very heavily on status-driven marketing.  More power to them and the individuals that they can convince to make purchases in their stores.

I have learned that it is far more valuable for me to spend on creating experiences since they seem to bring more happiness and last measurably longer.

WHY APPAREL?
Because everybody needs to wear clothes!  Just kidding (I always hated that answer regardless of the industry).

I screen by 10 years of reliable net profit and returns on equity.  Higher on the importance list are small size (single digit billions or a few hundred million in market cap), no long-term debt and the existence large shareholders (whether they are owner operators or not).

There are a number of companies that fit this profile, in a variety of industries including fashion/apparel/retail, confectionary, cosmetics, pharmaceutical, agricultural, entertainment, etc.  Fate got me into retail since they showed the biggest swings in price when I was looking to buy.  The price of retail stocks were hit hardest and showed the biggest price drops.

I like to buy during price drops, and in retail, the price appears to drop the hardest/fastest.

Second, in addition to liking retail because of their financials, I also like businesses that appeal to status.  I know that individuals will pay almost any premium to display their status via watches, clothing, cars, etc.  I am not so much buying retail as I am buying into the belief that society as a whole, will constantly seek to display their status by what their wear, drive, consume, etc. and large owner operators who have shown the ability to respond to this desire will run strong companies to fulfill this need.

It's not so much that I picked apparel, but that the financials picked apparel.

It's not so much that I put money into apparel as market crashes opened the door sooner to apparel.
Moving on, the following is a look at the relative sizes of the companies in my portfolio:

	Company
	Size ($)

	Berkshire Hathaway
	207B

	Fossil
	5.0B

	American Eagle
	2.9B

	Columbia Sportswear
	2.1B

	The Buckle
	1.7B

	K-Swiss
	405M

	General Employment
	7.3M

	
	


Fossil virtually doubled in size in 2010, going from a $2.5B company to a $5.0B company.  The company generates approximately $1.8B in sales (TTM) of which $230M is profit (TTM).  To put this in context, only 5 short years ago, Fossil booked $78M in profit.  This is also impressive considering that Fossil is a business with only  $960M in shareholder equity.
Fossil also has $5M in long term debt, over $400M in cash and inventory of $245M.  

Excess inventory is dangerous in a retailer.  As I mentioned earlier in this letter, marketers continue to drive the “latest and greatest” in order to continually spur the consumer to spend.  This means that “older” inventory becomes very stale very fast in the mind of the consumer and may require huge mark downs in order to sell.  $1 worth of inventory on the balance sheet today, can be worth nothing next year if it doesn’t move.

Thankfully Fossil has learned from their recent inventory debacle during the turn of the century and have kept inventory levels around the $240M mark for the last 5 years and inventory turns around 1.4-1.5.
American Eagle is almost back to normal.  In the TTM period, they generated a little over $3B in revenue.  The bad news is that their profits are still very far off the mark at $113M.  This is off their peak of $400M in 2008.  My purchase of AEO stock is a good example of why it is important to buy strong businesses at a cheap price – I can afford to wait until the entire ship turns around.  In addition, since the price was so cheap, I even have the option to sell at a profit if the ship takes too long to turn.

AEO has $1.6B in shareholder equity which is pretty much the same as it was in 2007.  Again, the only difference was that the price of the stock was closer to $30 in 2007 and closer to $10 in 2009.  In essence, I was buying the same company at a 2/3 discount.

The Buckle and Columbia Sportswear remind me of where Fossil was 10 years ago.  They are smallish companies.  The Buckle earned $127M (TTM) on $921M (TTM) in revenue.  Meanwhile, Columbia profited $74M (TTM) on $1.4B (TTM) in sales.
Gross margins at both The Buckle and Columbia are around 44%, but the separation comes in operating margins.  Columbia clocks in at 7% whereas The Buckle is at a whopping 22%.  This continues to translate down into net margins where The Buckle outdistances Columbia at 14% compared to 5%.

With regards to inventory turns, The Buckle stands at 1.8 and Columbia squeaks by at 1.1.  Both companies are great owner operated businesses – it’s just that Columbia is a high level pro player and The Buckle is Michael Jordan.

K-Swiss continues to bounce along the bottom with only $216M in revenues (down by more than half since 2005) and is losing money at approximately $60M (TTM) a year.  The company continues to try to regain its footing (pun intended) in the highly competitive athletic shoe market which are dominated by the usual suspects.
The company continues to spend aggressively and has $140M in cash on its balance sheet.  My purchase price for K-Swiss is the exact opposite of American Eagle – K-Swiss has a market value of $344M which is the same as it was 5 years ago.  

This has been the only loser in my short investing career and the company is making sure that I never forget that!

	Portfolio
	Assessment

	Berkshire Hathaway
	Fair value

	American Eagle
	Overvalued

	Fossil
	Overvalued

	Columbia Sportswear
	Overvalued

	The Buckle
	Fair value

	K-Swiss
	Fair value

	General Employment
	Fair value


Best regards,

Jim Chuong
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