2006 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%

	2006
	8.6%
	13.6%
	-5.0%

	
	
	
	


The partnership achieved an 8.6% return in 2006 which significantly underperformed the S&P500 index.  The Dow Jones Industrial Index and Nasdaq posted a 16.3% and 9.5% return in 2006 respectively.  Performances by the largest market indices beat the partnership in 2006.  
The partnership will be undergoing a change.  As of 1-January, 2008 the minimum investment to join the partnership will be increased from $25,000 USD to $100,000 USD.  Partners before this date will not be affected by this change.    
Mutual Funds

The New Year will no doubt become a banner year for mutual fund sales as the period following a booming market often is.  There is little doubt that we will see a plethora of advertisements touting the benefits of investing in mutual funds.  The irony of this situation is two-fold.  First, the absolutely worst time to invest in any asset class is after a huge price run-up.  Secondly, mutual funds, due to their overhead costs and associated fees are probably the absolute worst vehicle for investing in the stock market.
A boom in mutual fund sales and money into the stock market will unfortunately hamper our ability to find good companies at reasonable prices in 2007.  
The problem with mutual funds is their fees.  This problem cannot be stressed enough.  When I purchase a stock for the portfolio, I pay a sales commission once and only once.  The commission is a non-event when compared to the total purchase.  However, when one enters into a mutual fund, the fees are both significant and ongoing.  The longer you hold a mutual fund, the longer you pay the fee.  In many cases, the fees are 2.5% per year or (much) higher.

The fee structure of a mutual fund can be broken up into 3 major categories: Management fees (management expense ratio or MER), non-management fees, and 12b-1/non-12b-1 fees.  All these fees are calculated based on the total assets within the fund.  

Management fees are further broken up into advisor fees and contractual administrator fees.  Each component of the management fee should be considered when comparing the management fees of different funds.  Non-management fees are less well known.  The most easily understood non-management fee is the transfer agent fee which is the person you get when you call the mutual fund to buy/sell units of a fund.  Other non-management fees include custodian fees charged by the bank, legal and audit fees, fund accounting fees, and registration fees associated with registering shares of the fund with various regulatory bodies (e.g. SEC, OSC, etc.).  Finally 12b-1 fees are those associated with the cost of marketing that the fund passes on to the investor.

It is very important for an individual who wishes to invest in mutual funds to find out how much they are paying in management, non-management and 12b-1 fees.  In many cases, non-management and 12b-1 are not disclosed.

Many investors catastrophically underestimate how badly fees erode their fund investments.  John Bogle, the founder of the Vanguard Group, and strong proponent against mutual fund fees, noted on the show Frontline that a 20 year old individual today, who is 45 years away from retirement (at age 65) and who will probably live another 20 years after that, has 65 years to invest.  If they invested $1,000 in a fee-less asset at the beginning of that time period and earned 8% per year, they would end up with around $140,000.

However, with the mutual fund system, which Bogle estimates will take 2.5% points out of that return each and every year, the same individual will achieve a net return of 5.5% and $1,000 will grow to approximately $30,000 during the same period.
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This is a travesty.  The mutual fund system, which most people assume is there to help them, is putting up zero percent of the capital and takes zero percent of the risk, but will retain almost 80% of the return.  The investor, over this investment lifetime, will take 100% of the risk, put in 100% of the capital and come away with a scant 20% of the return.  In short, the mutual fund system, as it stands today, is horribly broken and strongly biased in favor of the institutions and the financial planners who sell them.  
"When we have strong managers, weak directors, and passive owners, it's only a matter of time until the looting begins." – John Bogle, The Battle for the Soul of Capitalism
Unfortunately the fund landscape is not as simple as choosing the best performing low fee fund available.  In order to “force” individuals to stay in their funds (and continue to pay fees and generate income for the fund) the mutual fund industry created deferred fees such as back-end loads which can be as high as 8.5%.  This means that if an investor leaves the fund, they will be penalized by paying a hefty charge.  This charge usually starts at 8.5% and declines by 1% for every year that the investor stays invested, ensuring that the mutual fund will reap fees from the individual for years to come.
Ironically, the best mutual fund instrument for the masses is rarely offered by financial planners.  This is the no-load, low-fee (often MER << 1%) index fund that virtually mimics the market (which historically has produced a 9% return over most of the last century).  Why is this not promoted?  The simple reason is that there is no benefit for the financial planner.  
In the November 2006 issue of MoneySense magazine, Duncan Hood produced a feature entitled, “The Advice Squad” where he approached a number of financial planners posing as a financially naïve 35-year old with a portfolio of $150,000.    
The vast majority of financial planners encountered by Hood were deliberately vague on the fees they charge and one even went as far as implying that he worked for free even though his firm would have charged Hood $4,000 or over 2.6% per year.  Hood found massive conflicts of interest that prevented financial planners from recommending the best investments.  Even when pressed about how they get paid, many financial planners avoided the question and even made him feel guilty for asking.

A financial planner should never be confused with an investing professional.  A financial planner is a mutual fund salesperson.  Their job isn’t to pick great stocks or other assets for investment.  Their job is to place you into a cookie-cutter portfolio depending on answers to various questions about your objectives, income, age, financial savvy and risk tolerance.  Even though this is the reality of the situation, most financial planners do not like talking about pre-packaged investment portfolios; likely because they wish to maintain the illusion of having an expertise in investing.
One of the few straight talking fund salesmen that Hood interviewed made it clear that if he sold Hood a pooled fund package, there would be 2% in fees of which half would be funneled back to the salesman.  On top of that, Hood will be subject to a front-end fee or a back-end fee and the salesman will get a big commission right off the top either way.

In another more personal encounter, in my search for tax advice I found myself speaking with a fund salesman who strongly recommended that I place my RRSP money into a labour-sponsored fund which invests money into promising start-up businesses.  He made it very clear that the benefit to me would be an immediate 30% return on my money.  Many people, and indeed most of his clients, signed up right away.
My first thought was, if this was such a great deal for me, what is the benefit to the fund provider?  Any rational person realizes that if a fund has to pay 30% to acquire assets for management without any other benefit, they would soon go out of business.  I asked two simple questions:  How long would I have to keep my money there and what are the annual MER/nonMER/12b-1 fees?  The answers were 8 years (if I took my money back after 1 month, I would forfeit the 30%) and 4% respectively.

The benefit to the fund (and the fund salesman) suddenly became clear to me.  By doing some quick calculations I soon realized that, assuming a 0% return, 8 years of paying 4% results in almost 30% in fees!   In short, if they kept my money for 8 years (which was highly likely since many investors unquestioningly follow the advice of their fund salesperson) they would make their money back; and keeping my money beyond 8 years would be (from their point of view) “free money”.  If I took my money back at any time before the 8 years was up, I would pay them back the 30% so they had no downside risk.  They had a classic win-lose situation – heads they win, tails I lose!

If the fund did well and performed as well as a stock index, producing a 9% return (giving me a return of 5% after fees), my fees would soon approach 40% of my initial investment which would entirely eradicate the 30% up-front benefit of signing up.  Furthermore, after 8 years of being in this fund, an initial $1,000 investment would increase to a whopping $1,121, almost $100 less than I would have made if I stuck my money in a fixed-rate, fixed-term 2.5% GIC!

In short, the fund provider and the mutual fund salesman were getting a cash-generating asset (me) for the next 8 years!  The likely outcome would be that I wouldn’t be getting any wealthier and the fees I paid would help pay for this fund salesman’s new summer cottage.
Later, I found on Morningstar that Canadian labour-sponsored funds have produced horrible results for their investors.  For the funds that had at least a 5-year track record, the top 10 labor-sponsored funds had an average annual return of -1.5%; including the 4% fee, this means that a long-term investor in a labor-sponsored fund has lost a minimum of 5.5% each year for the last half decade.

“Most people take financial advice from salespeople, not rich people. Most stockbrokers are not rich nor do they invest in what they sell. The numbers are even worse for real estate brokers.” – Robert Kiyosaki
The great irony is that mutual fund company shareholders have gotten rich at the expense of the mutual fund unitholders as fees generated by the funds quickly find themselves padding the company’s income statement.  
Here is an interesting question to pose to any institutional representative trying to sell you their mutual fund, “Would I have done better over the last 15 years invested in CIBC stock or the CIBC Canadian Equity Fund that carries a 2.5% MER?”.  The response would be sadly amusing.  
DISCUSSION
	Company
	% of Portfolio

	Fossil
	33.1%

	K-Swiss
	21.5%

	Cash
	15.0%

	Berkshire Hathaway
	13.8%

	The Buckle
	9.0%

	Oakley
	6.9%

	General Employment
	0.7%


The primary objective of the Partnership is to minimize the risk of capital loss by purchasing owner operated, medium sized, consistently profitable, debt free and predictable businesses at fair prices.  Partners should realize that the Partnership will not sell any profitable business and that such businesses very rarely sell at fair prices.
Looking at the composition of our portfolio, partners may notice that Fossil and K-Swiss have decreased in influence.  This was not due to any selling, but the increase in price of our smaller, and coincidentally, Nebraska-based holdings The Buckle and Berkshire Hathaway.  In addition, our cash position doubled from 7% to 15% as the market took flight in the last half of 2006 and prices became disturbingly high.  We hope that 2007 will provide us with opportunities to deploy our cash.
Here is a brief look at the relative sizes of the companies in the portfolio:

	Company
	Size ($)

	Berkshire Hathaway
	164.6B

	Oakley
	1.6B

	Fossil
	1.5B

	K-Swiss
	1.1B

	The Buckle
	1.0B

	General Employment
	9.4M


The following are brief discussions surrounding the businesses in the portfolio.  They are not discussed in any particular order.
Fossil
In 2006 Fossil put a hold on rapid expansion and spent more time cleaning up its balance sheet and strengthening its income statement.  However, a few notable events took place.

In September Fossil and Sony announced that they had entered into a joint agreement to integrate watches and mobile phones.  Specifically Fossil’s ABACUS MobileWear and Caller ID watches will link to most Sony Bluetooth-enabled mobile phones.  Although these watches regularly sell out at Fossil’s retail locations, they have yet to contribute significantly to the bottom line.
In October, Fossil was chosen by the NFL to design, manufacture and distribute an official NFL watch collection for men and women.

The company’s Q1 and Q2 statements showed a more conservative increase in inventory levels.  As older partners may recall, Fossil aggressively stocked up on product in the 2004 Christmas season only to find much of it unsold and steeply discounted.  This resulted in over a year of poor to mediocre results.  It appears that the company now favours modest and predictable growth.  We can only hope this mindset continues.  Revenue, income and shareholder equity all grew at modest rates in 2007.

The Q3 statement, which was due out in October, was delayed as the company completes its review of its historical stock granting practices.  NASDAQ has officially filed a non-compliance notice against the company.  If the Q3 documents aren’t filed, Fossil could be delisted from the exchange.
Fossil continues to pursue the questionable goal of diversifying their product line at the expense of their profit margins.  This has reduced their margins from 12% in the 1980s and 1990s to 6% in 2006.
K-Swiss
Revenue at K-Swiss declined 2% in 2006 compared to 2005, but net profit increased 4%.  This was primarily the result of lower cost of goods and more favourable tax treatment offset by higher selling, general and administrative expenses.  Shareholder equity grew 24% in 2006.

Overall futures orders, which are an indicator of demand, decreased 11% over prior year.  This was a result of a 32% decrease in domestic futures ($93M) offset by an increase of 40% in international futures ($79M).  K-Swiss has historically had a tougher time selling in the U.S. than it does elsewhere.
Although the value of the company improved significantly in 2006, the price of the stock did not move.  The price-to-earnings and price-to-book have fallen from 20 to 14 and from 4 to 3 respectively.  If price of the company continues its lethargic performance in 2007 the stock may be an attractive purchase for the Partnership.

Berkshire Hathaway

In 2006, Berkshire Hathaway achieved a milestone that only one other company in history has achieved – its class A stock eclipsed the $100,000 USD per share barrier.  Aside from making a little history, there is nothing else that is interesting about this event.  
The company is a $165B behemoth and completely dwarfs all our other holdings in sheer size.  Considering my criteria for purchasing only small businesses, Berkshire Hathaway should not have even found its way into our portfolio if not for its spectacular price decline during the Internet boom of the late 1990s.  It is difficult for me to turn away from a bargain.
In short, Partners should recognize that Berkshire Hathaway derives a large portion of its income from its insurance businesses and that the performance of Berkshire Hathaway stock will likely be inversely related to the number of natural disasters in any given year.

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.  It is unlikely that we will ever sell our stake in Berkshire Hathaway.
The Buckle

In 2006, The Buckle became a $1 billion company and announced a 3:2 stock split at the end of the year.  Neither event has any impact on the value of the business.
In 2006, the Buckle increased sales by 3.5%.  Net income increased 6% offset by higher costs of sales and selling general and administrative expenses.  Shareholder equity increased by 5% in 2006.  The price of the stock is expensive.  We will not add to our position in this company unless there is a significant decline in price.
The Buckle’s press releases were as exciting as K-Swiss.  Nothing happened except the increase of revenues, profits and shareholder equity.  I thank both of these companies for decreasing my writing workload for the 2006 Partner letter.
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
Oakley shares began to defy gravity in 2006 with its price-to-earnings ratio hitting 30 in the last month of the year.

I would like to take a moment to caution investors of the risk of purchasing Oakley stock at current prices.  As the price of Oakley stock continues to rise, it becomes more likely that there will be a catastrophic correction.  This is somewhat similar to the situation we faced two years ago with Fossil stock as it quickly flew above a 30 price-to-earnings multiple.
One would logically then ask why we do not sell Oakley stock.  The simple reason is two-fold: 1. I do not like selling a profitable business and 2. It is difficult in the current environment to replace it with something significantly better.

We go into 2007 with a stable of profitable companies that are selling at above average prices.  At the time of the release of this article the portfolio has increased in price by almost 5%.  If this continues, the Partnership will become increasingly less likely to add to the portfolio.  The performance of the portfolio going forward will depend on how well each owner-operator manages to increase profits and return on shareholder equity.  
